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STANDARDS FOR GUIDING MONETARY ACTION

WEDNESDAY, MAY 8, 1068

Congress oF THE UNITED STATE:,
Joint Economic CommiTTEE,
Washington, D.C.

The Joint Economic Committee met at 10 a.m., in roora S—407, the
Capitol, Hon. William Proxmire (chairman of the joint committee)
presiding.

Present : Senators Proxmire, Miller, and Jordan; and Representa-
tives Griffiths, Moorhead, and Rumsfeld.

Also present : John R. Stark, executive director ; James W. Knowles,
director of research; William H. Moore, senior staff ecoromist; John
B. Henderson, staff economist, and Donald A. Webster, minority staff
economist.

g}hairman Proxmire. The Joint Economic Committee will come to
order.

Gentlemen, I might explain that one of the reasons why we have rel-
atively small atten%lance this morning is due to the fact that the Ways
and Means Committee is meeting, and the House Banking Commit-
tee is meeting. Some of the members of this committee are also on
these committees.

I want to stress the fact that what you say will, of course, be in
the record and referred to many times, because this is an issue of the
greatest 1mportance to the economic future of this country, and we
consider you gentlemen the Nation’s outstanding experts in this area.

This 1s the first of a series of four hearings on monet:ry policy.

We welcome as witnesses in the first hearing, Prof. Lester V. Chan-
dler of Princeton, Prof. Franco Modigliani of MIT, and Prof. Henry
C. Wallich of Yale, all outstanding economists well kiown to this
committee.

At this point in the record we will insert the press release announc-
ing the hearing and the schedule of witnesses.

HEARINGS ON STANDARDS FOR GUIDING MONETARY ACTION

Senator William Proximire (D., Wis.), Chairman of the Jyint Economic
Committee, today announced hearings by the full Committee on the operational
aspects of monetary management, one of the major instrumenis in economic
stabilization policy. The hearings will be held on May & 9, 1i, and 16. The
schedule of witnesses is attached.

In announcing the hearings, Chairman Proxmire noted that :

“Under the Constitution, the Congress has been given the responsibility for
determining matters involving coinage and the stock of money. The Congress
has chosen to delegate the exercise of this authority to the Fi:deral Reserve
authorities, giving them a considerable degree of independence both from the
Congress and from the Chief Executive. For their part, represetatives of the
Federal Reserve System have repeatedly acknowledged lLefore *he Joint Eco-
nomic Committee and elsewhere that the Declaration of Policy contained in the

(1)
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Employment Act of 1946 is, along with the Federal Reserve Act itself, a direc-
tive for their guidance. Discussion persists, however, as to whether such broad
language of the Employment Act is adequate or sufficiently specific to serve as
a rule for the guidance of the Federal Reserve authorities, acting as the mone-
tary agent for the Congress.”

Chairman Proxmire continued: “The Joint Economic Committee has heard
much evidence over the years on the role of monetary policy and, in its recent
annual report, has made some specific policy recommendations. Nevertheless,
there remain some very difficult unsettled questions about monetary manage-
ment. Some of these arise from our experience in the ‘credit crunch,’ and most
of them have to do with actual operations and market responses, rather than
with theory or the ‘Monday-morning-after’ empirical testing.

“We need to get better understanding of some very important practical mat-
ters. For example: What are the interrelations between monetary policy and
fiscal policy and to what extent can they be regarded as alternatives? Are the
Federal Reserve authorities really able accrurately to manage the stock of
money, however, ‘money’ may be defined? Is there really sufficient knowledge of
the time that it takes to recognize the need for monetary action and of the
ultimate response to a change in policy directives once they are have been de-
cided on? Are corporate policies in holding cash, bank deposits, certificates of
deposit, and portfolioc management, in general, sufficiently predictable to give the
Fed a firm basis for policy making? Were the relatively wide swings in the rate
of increase of the stock of money over the past 2% years to some degree in-
advertent, or were they, in part, attributable to attempts by the Fed to avert
disturbing variations in the pattern of interest rates?

“Mhese questions call for an examination of the manner in which policy actions
of the monetary authority are actually translated into decisions at the member-
bank and money-market level. Federal Reserve actions cannot ignore the fact
that the stock of money, whatever it may be at a given moment, is actually
held by someone who is willing to hold it in preference to short-term near-monies,
longer iterm securities, or even commodities.

“The Committee intends,” Senate Proxmire said, “to see whether rules of
monetary policy action can, indeed, be formulated which are both realistic and
testable after the event enabling one to assess whether the effects of an action
taken have been of the seale, character, and timing that was expected. The
testimony should provide, moreover, some estimate of the impact of extermal
influences—the necessities of government finance, the corporate search for
liquidity, and institutional features of the money markets. Any one—or all—of
these is likely to complicate any simplistic system of good rules.”

CONGRESS OF THE UNITED STATES JOINT EcoNoMIC COMMITTEE—HEARINGS
May 8, 9, 15, 16, 1968, Roodt 8407, THE CAPITOL
STANDARDS FOR GUIDING MONETARY ACTION

Wednesday, May 8—10:00 a.m.

Standards for Monetary Action as Viewed from the Academic Community :
Lester V. Chandler, Professor of Economics, Princeton University.
Franco Modigliani, Professor, Departments of Economics and Industrial
Management, Massachusetts Institute of T'echnology.
Henry C. Wallich, Professor of Economics, Yale University.

Thursday, May 9—10:00a.m.

Standards for Monetary Action as Viewed from the Academic Community
(continued).
Carl F. Christ, Professor, Department of Political Economy, Johns Hopkins
University.
William G. Dewald, Professor of Economics, Ohio State University.
Richard T. Selden, Professor of Economics, Cornell University.
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Wednesday, May 15—10:00 a.m.
Problems of Policy Determination as Viewed from Within the Federal Reserve

System :
George W. Mitchell, Member, Board of Governors of the F:deral Reserve
System,
Daniel H. Brill, Director, Division of Research and Statistics, Board of
Governors of the Federal Reserve System and Economist, Federal Open
Market Committee.

Thursday, May 16—10:00 a.m.

Monetary Tools as Viewed from Within the Financial and Bankir.g Community :
Tilford C. Gaines, Vice President and Economist, Manufacturers Hanover
Trust Co.
Orson H. Hart, Vice President and Director of Economic Rese irch New York
Life Insurance Co.
Guy E. Noyes, Senior Vice President and Economist, Morgan Guaranty
Trust Co.

The importance of monetary policy as an instrument of economic
stabilization is so evident that the Joint Economic Committee has a
responsibility to conduct regular reviews of the subject. Ve have done
so in the past, and the experience of the past 214 years gives particular
emphasis to the need for our present inquiry.

We have approached and are now doing our best to keep a sustain-
able high level of employment. In the process, naturally, there have
been strains. The monetary authorities have had to reac: to events as
they appeared. Some of the problems have no precedent—despite start-
ling historical analogies drawn by the Chairman of the Board of
Governors of the Federal Reserve System.

The Joint Economic Committee, on its part, has made some specific
policy recommendations. These have been somewhat tentative—point-
ing the direction in which we thought policy ought to move. At the
same time we are very much awaye of this need for inore answers
than any of us have,

The Congress has delegated to the Federal Reserve the -esponsibility
for managing the Nation’s money and the Fed has a considerable
degree of independence in exercising its authority.

The first question is whether the Congress can improve its guidance
or advice to the Fed.

The language of the Employment Act is very broad. But some ideas
about how monetary policy should be conducted are very specific.

We should all prefer a simple rule of procedure. Bat the job of
money management is complex, and there is sharp debaie on whether
any simple rule can be valid.

Besides, we need to have an exchange of ideas with the Fed. A
second question thus concerns the Fed’s explanations of its aims and
actions. Mr. Reuss has likened this exchange of views to a conversation
between two people, one speaking Swahili and one spraking Urdu.
I don’t speak either.

I do recognize the words the Fed uses. But I dont always get
what—if anything—they mean. Financial metaphors sre not easily
understood by the layman or the legislator. The metapliors are often
muddled and so are the listeners.

We must not let this difficulty of communication stani in our way.
We must not be mystified and we must not accep; a financial
“mystique.”
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Money may be difficult to understand, but it is not totally
inexplicable. )

The principal aim of these hearings is to ask experienced people
from the academic world, from the financial world, and from the Fed-
eral Reserve System itself:

What it is that they believe to be the Fed’s current principles of
monetary control ; )

What the Fed is looking at when it makes up its open market mind;

Whether these are the right things to pay attention to;

Whether the Fed is able accurately to gauge the need for action or
to foresee the effect of action taken;

In short, what standards there are, or could be, for responsible and
effective monetary policy.

We are not engaged in a strictly theoretical inquiry, but in an
examination of the operation of the system. We are not specifically
asking why the Fed did a certain thing at a certain time, but we are
trying to make clear to ourselves how the Fed looks at the process of
decisionmaking.

We began by inviting, for today’s and tomorrow’s hearings, panels
of distinguished academic experts on these matters to give views “from
the outside,” so to speak. Next Wednesday we shall have the testimony
of Governor Mitchell of the Federal Reserve Board and Daniel Brill,
Senior Advisor to the Board and Director of its Division of Research
and Statistics. To conclude the series, we shall, next Thursday, have
three representatives of the financial community give their views on
monetary management as seen by those directly affected by its
decisions.

The witnesses have been provided with some background material
which the Federal Reserve has given to the committee in response to
an inquiry of Mr. Reuss. Without objection, that will be part of the
record as an appendix of these hearings.

You are invited, gentlemen, to give your testimony freely and with
whatever perspectives you regard as most useful.

Professor Chandler, you might start off.

STATEMENT OF LESTER V. CHANDLER, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY

Mr. CaanpLer. Mr. Chairman, I should like to begin by congratu-
lating you and your fellow members of the Joint Economic Committee
for investigating the issues before us today. These are so controversial,
so little understood, and so important to our economic well-being that
they merit very serious discussion.

It will be useful to divide guides for monetary policy action into
two types: (1) guides relating to the objectives to be promoted by the
monetary authority, and (2) guides relating to the specific monetary
actions to be taken to promote the selected objectives. :

I shall deal first with guides relating to the objectives of monetary
policy. There is no shortage in the number of objectives provided for
the Federal Reserve by the Employment Act of 1946, the Federal
Reserve Act, forceful statements by the executive department and by
Congress, and the sheer force of public opinion. Among the major
objectives are maintenance of continuously low rates of unemploy-
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ment, a high and stable rate of economic growth, reasonable stability
in the purchasing power of the dollar, angl a stable exchange rate for
the dollar. In addition, there is often official pressure or the Federal
Reserve to temper its policy to other objectives or considerations—to
avoid significant changes in money market conditions at times of new
Treasury issues, to avoid “excessively high interest rates,” to protect
the flow of funds to nonbank financial intermediaries, and to ameliorate
effects on the residential construction industry.

Thus, the Federal Reserve suffers from no lack in tke number of
guides relating to its goals or objectives. However, it hes been given
virtually no of%cial guides as to how it should weigh the v arious (ﬁ)jec-
tives and select among them when they come into conflict. {ome of these
objectives are likely to be at least partially incompatible, even under
the most favorable circumstances. They will almost certainly be in-
compatible if monetary policy is not assisted by timely and flexible
fiscal policies, or when, as during the last 2 years or so, overall fiscal
policies create an unfavorable environment for monetary policy.

I recommend that, the Congress give serious consideration to provid-
ing more specific guides relating to the objectives of mone:ary policy——

uides relating to the weights to be attached to the vario 1s objectives.
Such an attempt by Congress might yield two beneficial results. First,
it might provide more specific guidance to the Federal Reserve in
terms of goals or objectives. Second, the very process ‘would afford
Congress an opportunity to reassess the relative roles of monetary
policies and of other policies, including various types of f.scal policies,
i promoting and reconciling cur economic objectives.

I turn now to the second type of guides—guides reiating to the
specific monetary actions to be taken to promote the s¢lected objec-
tives. These might also be called operating guides. I d> not believe
that Congress, or anyone else, can formulate specific ope:ating guides
that will promote selected economic objectives in anything like an
optimum way. In fact, we would be fortunate indeed if the specific
guides did not on many occasions lead us away from our chosen goals.
And the more specific and binding the operating guides, the greater
is the danger.

A specific operating guide would presumably be formulated and
prescribed in terms of the behavior of some financial or monetary
variable. For example, it might be stated in terms of a prescribed be-
havior of interest rates, or the behavior of total bank credit, or the
behavior of the money supply, however defined. None of these is in
itself an ultimate objective or of prime importance. Each assumes im-
portance for policy purposes only to the extent that it is related in a
reliable way to economic variables of greater importance—to such
things as the behavior of aggregate demand for outpui and the re-
sponses of real output, prices and employment. For a specific operat-
ing guide couched in terms of some monetary or financiul variable to
be useful, you would have to be able to predict long invo the future
a constant relationship between that variable and the uliimate policy
variable that does matter. I am convinced that this cannot be done.

Consider first the much-publicized proposal that the money supply
should be increased—week in, week out—at an annual rate approxi-
mating the growth potential of real GNP. I shall pass for the moment
the question of whether the money supply should be defined narrowly
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as currency-plus-demand deposits, more broadly to include as well
time deposits at commercial banks, or more broadly still to include
other types of liquid assets. But however defined, the quantity of
money 1 in itself of little importance. What is far more important is
the behavior of total demand for output, or GNP at current prices.
All the evidence indicates that there is not a constant relationship
between the stock of money and the rate of flow of expenditures for
output. Rather, the two are linked in a variable way by income velocity,
or its inverse, the amount of money balances demanded by business
and the public relative to their expenditures. These have fluctuated
significantly both cyclically and over longer terms, and there is no
reason to expect that they will be stable in the future.

There is good reason fo believe that the American economy, with its
rising capacity to produce, will need a secular increase in the money
supply. But no one can forecast far in advance the rate of increase of
the money supply that will be required to keep aggregate demands for
output in line with the economy’s capacity to produce. For example,
the money supply, narrowly defined, has increased since 1947 at an
average annual rate of about 214 percent, while GNP, or expenditures
for output, has grown more than twice as fast, at an average rate of
more than 6 percent. Thus, the average income velocity of money has
grown at an annual rate of 3.4 percent, and from an arithmetic point
of view has accounted for more than half of the rise of spending for
output. It is difficult to account fully for this rise of income velocity,
or greater economizing on money balances. A part is probably due to
the general rise of interest rates. Some of this may disappear if interest
rates fall to lower levels, though we do not know how much. Clearly,
however, a considerable part of the increase stems from financial inno-
vations of a more lasting nature, such as improved corporate cash
management, invention of various competing financial instruments,
and greater financial sophistication of households.

It is almost in the nature of things that we cannot forecast far ahead
what further financial innovations will occur, how fast they will
spread, or how much they will affect income velocity. There are, how-
ever, great potentialities in the spreading use of bank credit cards,
instant credit, and computers. In view of such uncertainties, it would
not seem wise to order the Federal Reserve to increase the money
supply steadily at some predetermined rates.

Also damaging to the prescription of a steady rate of increase of
the money supply are the cyclical variations in the income velocity of
money. That income velocity does fluctuate in a procyclical manner,
rising in booms and falling during recessions, is a well-documented
fact. Even Professor Friedman admits this, though he plays down its
significance. But it is significant. For example, even a 10-percent
decline in income velocity—a fall from the present figure of about 4.4
per year to 4 per year—would be associated with a decline of more
than $80 billion in the value of GNP, the money supply remaining
constant. In effect, this is equivalent to a 10-percent reduction of the
money supply, which would obviously be significant. Fluctuations of
income velocity by 10 percent or more over the course of a cycle are
by no means uncommon, '

If the rule of a steadily increasing money supply were adopted, in-
come would continue to fluctuate over the business cycle, if for no
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other reason than because interest rates would fluctuate. It is highly
significant that Professor Friedman stands almost alone in contend-
ing that income velocity and demands for cash balances are not sig-
nificantly affected by changes in interest rates. Virtuully all other
investigators have found very significant effects. They differ some-
what on which interest rates are most influential and how' great the re-
sponsiveness is, but all find that increases of interest rates reduce
velocity. This assures that velocity will behave in a procyclical manner.

Consider, for example, the situation in 1966 when rapidly rising
Government expenditures coincided with a strong investment boom.
Interest rates would have risen sharply even if the money supply had
been increasing at an annual rate of 3 or 4 percent. The rise of interest
rates would have induced both business and the public to economize
on their money balances, which yield no explicit return, and this
would have been reflected in a rise of income velocity. Thus at the
peak of interest rates, business and the public would be holding money
balances relative to their expenditures which would continue to be
satisfactory only so long as interest rates remained at that level. When
the boom subsided and interest rates tended to fall, they would de-
mand to hold more money relative to their expenditures, and their
attempts to replenish their balances to the new and higher demanded
levels would delay and retard the downward adjustmeat of interest
rates and a general easing of money market conditions. Thus what
could have been only a mild recession may be translated into a more
serious recession or even into a depression, especially if an expansion-
ary fiscal policy is not initiated.

It is for reasons such as these that Professor Friedman’s inflexible
rule would not yield acceptable results, especially so in view of the
fact that he virtually rules out the use of fiscal policies for stabiliza-
tion purposes. I was pleased to see that the proposal advanced by
Congressman Reuss as a basis for discussion avoids these inflexibili-
ties. For one thing, he suggests not just one rate of ircrease of the
money supply but a band of rates between 3 and 5 per:ent. Then he
would allow the Federal Reserve to depart from the b:nd under six
specific types of situations. I believe all of these exceptisns are essen-
tial; perhaps more should be added. I submit, however, that when all
the desirable exceptions to the rule are included, we arz well on our
way toward restoring discretionary power to the Fedeial Reserve.

I conclude, then, that while it may be feasible to rovide more
specific guides relating to the objectives of monetary pclicy, it is not
feasible to formulate more specific and appropriate operating guides
for the policy actions to be taken to promote those objectives,

I see no workable alternative to discretionary monetary actions. I
say this despite the many shortcomings of discretion:sry policies—
difficulties of forcecasting, lags in the effects of monetary policies,
and so on. The Federal Reserve has made mistakes and "vill doubtless
make more. But one need not think that Federal Reserve officials and
their staffs are infallible to believe that their discretionary actions
based on flows of current information, on forecasts for the coming
months and on continuous revision of those forecasts, will yield better
monetary policies than those dictated by some inflexible rule formu-
lated and prescribed months, or even years, in advance.
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1 should like to end with a few comments on fiscal policies and their
relationships to monetary policies. I believe that in recent years we
have relied too heavily on monetary policy and have not properly
exploited discretionary fiscal policies. In fact, fiscal policy has too
often been destabilizing in its effects. For some years after 1960, Fed-
eral tax collections were too large and retarded the growth of private
demands for output. By delaying tax reductions until 1964 and 1965,
we lost billions of dollars worth of potential real output and millions of
man-years of employment. Then, late in 1965 fiscal policy turned
strongly inflationary. Rapidly rising Government expenditures on top
of a strong investment boom escalated demands for output and injected
huge amounts of additional income into the hands of business and
the public. In the absence of tax increases to drain off this excess
income the result was inevitable—strong inflationary pressures were
created.

The Federal Reserve need not, of course, have responded by stopping
the growth of the money supply, however defined. It could have al-
lowed the money supply to increase steadily at some prescribed rate,
which would have allowed prices to rise faster. Or it could even have
created money fast enough to hold interest rates down, which would
surely have escalated inflation.

‘Whether the Federal Reserve followed the most appropriate poli-
cies under these circumstances is debatable. But one thing is clear: a
highly inflationary fiscal policy exacerbated the problems faced by the
monetary authorities and must bear at least some part of the respon-
sibility for the ensuing extremely high rates of interest, the diver-
sion of funds from thrift institutions, and the sharp impact on the
construction industry.

The very least that fiscal policies can do is to avoid creation of such
unfavorable conditions for monetary policies.

Thank you.

Chairman Proxmire. Thank you, Professor Chandler.

Professor Modigliani?

STATEMENT OF FRANCO MODIGLIANI, PROFESSOR, DEPARTMENT
OF ECONOMICS AND SLOAN SCHOOL OF MANAGEMENT, MASSA-
CHUSETTS INSTITUTE OF TECHNOLOGY

Mr. MobieLianNt. I also wish to congratulate the committee for
carrying out these very important hearings, and -express my appreci-
ation for being allowed to share my views with you.

I hope these hearings will persuade the committee of the undesira-
bility of imposing any precise rules of behavior on the Federal Re-
serve, particularly rules taking the form of a stated rate of increase in
money supplIy.

I might also say that Professor Chandler has, I think, admirably
stated the main points that I would have liked to make, and perhaps
the only thing I can do is to elaborate on some of the points he has
made and try to provide some answers to the questions that have been
raised by Mr. Reuss.

It is certainly true that if we lived in a very static world, in a world
in which things never changed, or changed according to some very
stable rules, where population grew at a constant rate, where tech-
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nological progress were constant without changing its nature, where
exports behave regularly in time—in such a world, it is rrue that one
would find that a steady rate of growth of the money supply would
be needed to have both a stable high level of employment and a stable
price level.

And by the way, this is fundamentally the reason that justifies
rules of the kind that have been proposed by many people such as
Mr. Friedman. If, let us say the population plus the vechnological
progress lead to a situation where, with a stable high level of employ-
ment, GNP rose at 3 percent per year in real terms, then by and large
the money supply would have to rise at this rate. But, of course, we
do not live at all in a world of this kind. There are all ki1ds of things
that are continuously changing, sometimes abruptly.

Some things change more smoothly, such as la%or for:e and popu-
lation ; some things change less smoothly, such as technological change.
There are variations in the nature of this change, variations in inven-
tions that change the contribution of capital to productio:r and require
corresponding changes in the rate of return to capital.

Finally, we live in a world in which our fiscal policy has been far
from stable because of a variety of circumstances, ranging from re-
sponse to changing domestic needs, to response to internutional situa-
tions, responses with which one might disagree, but nonetheless, must
be taken into account. We find very sharp variations in Government
expenditures and, given the complex process of adjusting taxes and
the politics involved in this, these changes in expenditures have fre-
quently not been promptly accompanied by corresponding; appropriate
change in revenues.

Under these conditions, I think most economists would agree, that
the appropriate behavior of the money supply is not at all one in
which the money supply would rise at the steady rate.

I believe, in fact, that the attempt by Mr. Reuss to form ulate specific
rules of monetary action, spelled out in his “Supplemertary Views,”
is an excellent illustration of the difficulty one has in formulating
such rules. He started out by modifying the 3-percent rule to a range
of 3 to 5 percent, which is already a considemgle depariure from the
pure rule, because the difference between a 3-percent and a 5-percent
rate of growth of the money supply it sustains is hy no means
negligible. )

econd, he had to introduce a large number of exceprions. I think
I agree with most of the exceptions made, although not 1l of them—
I think there are some questions about his rule saying that if there
is a cost push, then the money supply should adjust and permit any
expansion, any increase in the price level that the cost push is creating.
I think that would be a dangerous principle.

However, once you allow for all these exceptions, it is clear that
you are back to a discretionary policy, especially if you consider that
some of these exceptions are really not easy to formulate in opera-
tional terms. He makes some reference to the extent t¢ which other
forms of near moneys substitute for money. Now, we co know that,
in some sense, the substitution exists, but you cannot put a number
on it and therefore, to say you have to allow for it just means you
have to use your discretion or all the information you have, in de-
ciding how to respond to variations in these other assefs.



10

Also, I think if you look at the list of Mr. Reuss’ exceptions, you
cannot fail to be impressed by the fact that some of his exceptions were
colored by very recent experience. I think, for instance, that in formu-
lating his qualification 3, he clearly had in mind the specific situation
that developed early in 1967. It is clear, however, that the exceptions
that he has listed are not all, that there are many other circumstances
which have not occurred in the past which might occur in the future,
which would also require exceptions.

Tn other words, I think it 1s impossible at any point in time to list
all of the exceptions, and if you list them all, then I think you are
really back to favoring a great deal of discretion and room for the
central bank to maneuver.

It is, of course, true that if we allow the use of discretion, discretion
may be misused; that is, trying to do the best we may not do very
well. I think Professor Friedman is prepared to agree that, on the
whole, a world in which the money supply rose at 3 percent per year
would by no means be an ideal world. It would be a world in which
there would be significant fluctuations in employment, fluctuations in
prices. But he would argue that these fluctuations, as bad as they
might be, are not as bad as those that might be generated by an at-
tempt to respond to circumstances by an a propriate money supply
policy. In principle this is a possibility, and I think Profesor Fried-
man 1s correct in pointing to some past exgriences in which the Fed-
eral Reserve has made very large errors. However, I think it is also
true that we learn from past errors, and I believe the Federal Reserve
has learned and is continuing to learn a great deal.

The question, therefore, of whether in fact it is preferable to use
discretion at some risk versus tying your hands by a mechanical rule
is an empirical one which has to be looked at against the record.

Let me put it this way: It is true that if one takes aspirin to cure
headaches, one does not really know everything about the right dose,
and when it should be taken. Sometimes we wait and take aspirin
after the headache has come, and sometimes we take aspirin and the
headache really was not developing and we have some stomach
acidity. But I would still be against replacing rule discretion in usin,
aspirin with a saying, every day take half an aspirin. That Woulg
be analogous to the kind of rule it is proposed to prescribe for the
money supply. I think this rule would be most of the time too much
and sometimes too little.

I have attempted a study of the record, trying to compare discre-
tionary policies with certain rules in a recent paper, “Some Empirical
Tests of Monetary Management and of Rules versus Discretion,” in
the Journal of Political Economy, University of Chicago, June 1964.
Although such an attempt is fraught with difficulties, and my attempt
can be probably improved, my own conclusion was that on the whole,
the Federal Reserve is able to pursue very effectively the goals which
1t wants to pursue.

That leads directly to the question of the choice of goals, the dis-
tinction Professor Chandler has made between discretion about goals
and discretion about tools for achieving those goals. I find that on the
whole, in most of the cases in which the ppolicy the Federal Reserve
pursued did not agree with the one I would have liked to see them pur-
sue, it was mostly because of differences in goals that were pursued,

A}
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not because of disagreement as to the best means of aciieving those
goals. I think a good illustration of this has been our 1ecord during
the early 1960’s, when I think the economy was kept in a state of rela-
tively low employment and output, essentially becaus: the central
bank was concerned with the balance-of-payments protlem which it
rated as the highest priority and was willing to sacrifice the domestic
goals to that particular goal. Thus, what I got out of the study of the
record is the conclusion that it is all right to give to the Federal Re-
serve ample discretion in the pursuit of goals, but that much could be
done in specifying these goals more explicitly.

One of the dangers of not having these goals explicit.y specified, I
think, is that it is hard to tell in the action of the Federal Reserve to
what extent they are due to discrepancy of goals with those of other
people and to what extent to a difference of views as to what are the
means for achieving those goals. By essentially deciding simultane-
ously on goals and on the means of pursuing those goals, there is also
a danger that the conflict between goals is not brought out into the
open. I think if the Federal Reserve in the early sixties F.ad pursued a
goal of high employment instead of the balance-of-payments goals, it
would have brought out into the open the conflict whicl. existed then
perhaps between maintaining a high leve] of employmen; and control-
ling our balance-of-payments problem, and bringing this into the open
would have facilitated a discussion of a ranking of these goals and the
establishment of trade-offs between them.

Just how these goals can best be set is a question which we cannot
handle here in these few minutes, nor is it clear whetaer the goals
should be set by the administration or they should be set by Congress,
or perhaps by both. I have at some point suggested that ¢, sensible way
of stating goals might be to state some target in terms of aggregate
demand, a target that would essentially be binding on the administra-
tion and on the Federal Reserve. Perhaps associated with this aggre-
gate demand goal there should be some provision that if pursuing this
aggregate demand target should lead to an excessive ra:e of increase
of prices, then some trade-offs should be established in order to let go
of one goal or reduce our aims in one direction and increase them in
some other direction.

Now, we might ask: If we agree that the Federal Raserve should
bo given ample discretion, should anything be done in tiorms of limit-
ing this discretion about tools in any way? I doubt there is anything
that can be done by way of legislation to put any limits on this
discretion.

Perhaps the only point on which there might be a wide agreement
among experts in this area is that in a period in wkich economic
activity is declining, money supply should not be allow:d to decline.
I think most people would agree with that.

One can point in the past record several occasions in vshich this has
not happened, in which we have had at least for a while decreasing
economic activity and decreasing money supply. I believe this was due
frequently to errors of the Federal Reserve—sometimes to a delay in
recognizing the onset of a recession, sometimes, perhaps, to the Fed-
eral Reserve looking at the wrong target—for instance, at interest
rate targets—and being satisfied with the interest rate level and per-
mitting the money supply to shrink.
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So I think there might be a case for saying such a situation should
not be allowed to develop. But even here, Igfavor a general recom-
mendation that this should not be allowed to happen, accompanied
by an obligation for the Federal Reserve to provide an explicit expla-
nation of why it happened, should it happen.

In other words, we might simply say there is a prima facie case that
this should not happen but allow for the possibility that this might be
desirable, except that an explanation should be provided.

Of course, there is much to be said for an economic environment in
which it would be proper for the money supply to change at a con-
stant rate, possibly a very stable rate. But, as Professor Chandler has
pointed out, this is a matter of the economic environment in which we
live. In particular, much could be done to bring about such a world by
a more rational fiscal policy, by a fiscal policy in which expenditures
and revenues are tied together in the appropriate way, with a view
about their effect on aggregate demand.

Let me finally say that when I suggest that we should therefore
allow ample freedom to the Federal Reserve in choosing its policy, I
am certainly not asserting that the Central Bank will be able, con-
tinuously, to choose the optimal policy, the optimal money supply,
or the optimal interest rates. Mistakes have been made, and mistakes
will continue to be made. All T am saying is that the mistakes which
are being made, particularly in the recent experience, are smaller
than those that would result from any other mechanical rule.

I also believe that we should stop taking refuge in the propositions
which Professor Friedman and others frequently make, that we can-
not use monetary discretionary policy because the problem of using
it is too hard, because there are lags and variable lags. I think we must
try to understand the mature of these lags. We should devote our
effort to improving our understanding of how the monetary and fiscal
policy works, what are the lags involved, and if they are variable,
why they are variable. The fact that lags are different at different
times does not mean they are unpredictable.

For example, the lags between change in monetary conditions and
expenditure for equipment tends to vary with rate of utilization of
capacity in the exiu:ipmen-t industry. If it is heavily utilized, there
may be a longer lag. If the capacity is not utilized, the lags will
be shorter. But this 1s within the realm of the things we can study,
analyze, and predict.

Now, I would like tto stress the fact that the central bank is very
much aware of the necessity of this study. I think anybody who has
followed the kind of research that is being done at the Federal Re-
serve cannot fail to be impressed with the tremendous improvement
we have had in recent years in the quality of the research and the
way this research is being applied to decisions. As a matter of fact,
I feel that the very recent record of the Federal Reserve is, on the
whole, a very creditable one. I believe that the way in which the
Federal Reserve handled the situation in 1966 and 1967 has been
quite good. One might feel that through a part of 1967, the money
supply was rising too fast, that perhaps conditions were too loose.
But I think one has to take Iinto account the fact that the central bank
was entitled to suppose that the Congress would pass legislation
to increase taxes and, given the long lags there are in monetary
policy, it was appropriate under those conditions to see to it that
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interest rates should not rise any further if, in fact, the current
pressure of demand would be relieved by an appropriate increase in
taxes.

I should finally like to stress that the Federal Reserve is deeply
ooncerned with continuously improving understanding of the con-
nections and lags between the tools at its command aixd economic
activity. As evidence of this concern I should like to 10ention that
the Federal Reserve is currently participating in a sizble research
focusing on these issues and which involves jointly its research de-

artment and a group of universities including MIT, the Wharton

chool of the University of Pennsylvania and the University of
Chicago, and with some cooperation of Harvard, Princetcn, and Yale.
We are trying to work to the best of our ability to try to put numbers
into this process.

I feel that the Congress should encourage the Federal Reserve in
pursuing this line. The payoffs may not be immediate, but I think
we are gradually learning. We are at least learning to «sk the right
questions. And I believe that the process can also be helpel by the pro-
duction of better data which, in some cases, are very much needed.

Thank you.

Chairman Proxarre. Thank you, Professor Modigliani.

Professor Wallich, you are next. You have a detailed statement,
which is a fine statement. If you could abbreviate it, it wo'1ld be appre-
ciated. But go right ahead.

STATEMENT OF HENRY C. WALLICH, PROFESSOR OF ECONOMICS,
YALE UNIVERSITY

Mr. Warricn. Thank you, Mr. Chairman. Let me first express my
gratitude for the opportunity to appear here today.

I have a very long paper, which enables me to be brief.

I agree very largely with what the two previous speakers have said.
That really implies that Professor Friedman, whose rule has been re-
ferred to here repeatedly, is under-represented today. I think that will
be remedied tomorrow, but perhaps it would be only fair to say at the
outset that there are some things that I think would be worse than the
rule that he proposes. The rule that he proposes I have great doubts
about. But if some other rule were proposed, such as to peg the interest
rate at a fixed level or to peg the rate of unemployment at a fixed level,
and if these levels to which we tie the rate of money creatisn should not
be levels that permit the economy to remain in equilibrium, we would
have progressively accelerating imbalance. The econoriy would go
up in rapidly advancing inflation or, less likely, sink into rapidly rising
deflation.

‘What would happen under Professor Friedman’s rule and, to some
extent—a lesser extent—under Representative Reuss’ rule, is that we
might go off the rail of stability to a certain extent. But we would not
land very far from stability. We might have a moderate rate of infla-
tion. We might have wider cyclical fluctuations. But worse things
could happen to the economy than what would happ:n under the
application of those rules.

I would like to simply go down the list that I have in my paper of
problems raised by a fixed money supply rule. I realize this neglects

94-340 0—68——2
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all the other guides of monetary policies such as interest rates or free
reserves or the rate of credit creation, all of which the Federal Reserve
says they look at.

The multiplicity of objectives is suspicious, and I shall focus on
the one objective that I believe is of interest to the committee, namely,
a fixed money growth rule.

First, I am sorry to have to differ with some of the witnesses. I am
not at all convinced that the Federal Reserve can make the money
supply anything it pleases. There are a number of slips between cup
and lip. A small one occurs at the level of the banks which can accumu-
late excess reserves. When the Federal Reserve pumps reserves in, they
may not use them to expand.

The second occurs because the banks can borrow from the Fed when
the Federal Reserve tries to tighten. This is a minor thing and will
be overcome within a month.

Second, there is a flow into time deposits; when the Federal Reserve
wants to increase demand deposits, it may turn out that the public
converts these demand deposits into time deposits. We had an experi-
ence of that sort early in 1960.

But the most important leakage is the international one. We in-
crease the money supply, thereby driving down interest rates. Money
will flow abroad and that will counteract the rise in the money supply.
In a large country like ours, the Federal Reserve probably can over-
come this, but at great sacrifice in reserves. In a small country, if that
is relevant here, it is quite impossible for the central bank to determine
the money supply, and few central banks around the world in con-
vertible countries would thing of trying to set the money supply, be-
cause any excess money they create will simply flow abroad. It is a
matter of pouring water into a glass that is already full. No more than
a single Federal Reserve district in this country can fix the money
supply in that district than can a central bank in a small county con-
trol its money supply.

There is 2 remedy to this, and Professor Friedman has always rec-
ognized it. We could go on a floating exchange rate. If then, excessive
money supplies are generated, changing the relation of interest rates
in this country to interest rates aboard, that differential would draw
money out of the country. All that would happen, however, is that the
dollar depreciates. That removes the need to pay out gold. Professor
Friedman has always recognized that in strict thought, a flexible ex-
change rate is the necessary concommitant of a fixed rule. But that
has not been, I think, what has been said to the committee, and I think
we ought to be clear about it. If we want to go with a fixed money
growth rate through thick and thin, we do need flexible exchange
rates. Our gold supply will be exhausted if we set a high money growth
rate that drives down the interest rate and money flows abroad.

Alternatively, if we set a low money growth rate that causes interest
rates to rise in this country relative to rates abroad, we will be sucking
in gold from the rest of the world, denuding them of reserves, and
creating trouble internationally.

Third, if we take into account balance-of-payment objectives, assum-
ing the balance of payments is a legitimate objective of policy, as I
think, then it is not the money supply that ought to be our target, but
interest rates. We ought to look at interest rates abroad and so conduct
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our monetary policy that rates here will not give rise to the wrong
kinds of flows out of or into the country. A money supply target in
that case is inferior to interest rate target.

Fourth, the consequence of a stable money growth rate will be
highly unstable interest rates. The need for money in the economy
varies from day to day. There are payment dates, dividen 1 payments,
tax payments, and wage payments. On those days, a larger amount of
money is needed than on others. This is automatically accommodated
by the Federal Reserve with its existing procedures. By :naintaining
a reasonably stable interest rate, by maintaining stable-f:ee reserves,
they, in effect, vary the money supply to accommodate duily, weekly,
monthly, quarterly, varying demands.

If we go on a strict money supply rule from week to wevk, month to
month, we will certainly have great instability of interust rates. If
we go on a quarterly rule as Representative Ruess suggests;, instability
will be less, but not much. If the Federal Reserve, for instance, were
to accommodate the Treasury for 2 months, and thereby greatly to
increase the money supply during the 2 months, and the1 were com-
pelled in the third month to get the money supply down on target, it
might create a serious squeeze.

nstability of interest rates is not a great tragedy. It is bad for the
central bank, it is bad for participants of the money mar zet. It hurts
the real economy only to the extent that this instability is transmitted
to it. It will be transmitted in some small degree. The ir ain effect, I
think, would be that interest rates on the average would be 2 little
higher than they are. :

If rates fluctuated widely, everybody who deals in monay will have
to charge a risk premium to protect himself against these fluctuations.
He will charge that into the interest rate. The average interest rate will
be a little higher thanks to the money target and its :nterest rate
insability.

Fifth, the rule requires some definition of money. It makes a differ-
ence whether we use time deposits or whether we do not. We know that
time deposits have gyrated widely in recent years. If the theory says
that that makes no difference, then all one can say is that it is a pretty
rough and ready theory.

Next, the relationship of money and income which is postulated by
the growth rule is not very clearly spelled out. The theory says that the
rate of growth in money 1s related to the level of activity. It is not ob-
vious why something that slows the rate of growth, but leaving that
rate of growth positive, should lead to a positive down turr. in economic
activity. You would expect a relationship that relates either levels of
money with levels of income, or rates of growth of money with rates
of growth of income. The reason why this peculiar relaiionship was
chosen is mostly a statistical one; one would not get the l:ad-lag rela-
tionship that has been discovered unless one made that assumption.

Likewise, the mechanics by which changes and money a ffect changes
in income are not very clearly known. I defer here to Professor Modi-
gliani. Maybe he knows, but I do not. We know some pars of the me-
chanism, but we know that this mechanism works unstably. It is a mild
effect, that money exerts on economic activity; it is by n> means true
that money has economic activity on a tight string and can pull it this
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way or that. To say that by changing money we can really control the
economy 1s a vast exaggeration.

We are also uncertain about what is the proper rate of growth in
money. Is it the rate of growth of the economy? There are findings
that money, including time deposits, needs to rise almost twice as fast
as economic activity. That is Professor Friedman’s finding. Other find-
ings say that, as transactions get larger, there are economies of scale in
the use of cash balances. Bigger transactors can get by with a propor-
tionately smaller cash balance. If that were true, money should grow
less rapidly than income. It makes a great deal of difference which
theory isright.

One piece of evidence that also makes a great deal of difference
is the postwar period. Had we raised the money supply since 1946
at the rate of growth of the economy, we would have had a much
bigger inflation than we have had. We had inflation even though
money grew less rapidly than income. I will grant that this example
is mildly biased, because we entered into the postwar period with an
excessive money supply and had to grow into it. Still, that money
supply was needed to have the low interest rates of that time. Had
we_tried to maintain those low interest rates by generating more
and more money, we would indeed, I think, have had a horrible
inflation.

Next, there is the lag question. It is argued that we need a fixed
rule because the lags with which monetary policy affects income are
so long and so unstable that it is better not to work on a discretionary
basis. We might just get the full effects of a policy at a time when 1t
was no longer appropriate. That experience is derived largely from
small changes which, indeed, operate probably with a substantial lag.
If you look at times when the Federal Reserve really tried to exert
a drastic influence, such as in 1967, you will see that they can turn
the economy around within a matter of 6 months or so. I would not
recommend that as a steady diet, but the lag, in case of drastic action,
is relatively short, subject to the qualifications Professor Modigliani
introduced about high backlogs of orders.

Now, to wind up, let us suppose we did %o on a fixed money growth
rule. I would deplore this. I think the rule would get us into unex-
pected situations from which not the rule, but only skillful discre-
tionary action could extricate us. For instance, if we do not accept
a flexible exchange rate but continue with a stable dollar, paying
out gold when we have a deficit, the rule might very well produce
low interest rates at a time of economic slack. Money then flows
out of the country, gold follows. And we find ourselves confronted
with an exchange crisis. Now, we are asked to believe that in that
crisis, the Federal Reserve will happily go on grinding out money
at 4 percent or 6 percent per year.

We know that that would not stop the crisis. What they will have
to do is to put up the discount rate and cut the rate of growth of the
money supply. It is like saying that driving along the middle of the
10ad we shall be safest. Well, that is true so long as all goes well.
Suppose for some reason, nevertheless, the car veers off and one wheel
goes over the ditch. We have made a rule never to jerk the wheel.
We turn if only very slowly. Are we going to abide by that rule in
that situation?
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I suspect as a matter of realism, if we introduced this r 1le, it would
last just as long as the next crisis. Suppose that crisis were one of
heavy unemployment; then the Fed should be grinding: out money
rapidly—instead, it grinds out money peacefully at 4 pe:'cent a year.
I think the Congress would not stand for it, economists would not
stand for it, the Federal Reserve itself would not stand fcr it. As soon
as the rule produces a crisis, the rule almost inevitably is: going to be
abandoned 1n order to get out of the crisis. I would rega.r% that as a
fortunate development.

Thank you.

(The prepared statement of Professor Wallich follows )

PREPARED STATEMENT OF HENRY C. WALLICH

STANDARDS FOR GUIDING MONETARY ACTION

Among the numerous standards of monetary policy that have L een suggested,
such as money supply, credit, interest rates, and bank reserves, on: has attracted
particular attention: a rule for a stable increase in the mone: supply. This
proposal, associated principally with the name of Professor Milton Friedman of
the University of Chicago, is embodied in recommendations mad: by this Com-
mittee. It was supported, as early as 1930, by Carl Snyder of the Federal Reserve
Bank of New York. A detailed specification has been offered by Representative
Henry Reuss, in this Committee’s Report on the February 1968 Economic Report.
My comments will be principally concerned with the fixed money growth rule.

RATIONALE OF THE RULE

The rule rests upon the theoretical and statistical finding, not universally
accepted, that the rate of growth of money supply and the level of economic
activity are closely related. A downturn in the rate of mony grossth, even when
it does not lead to a positive shrinkage of the money supply, tends to be followed
by 2 decline in the level, rather than the rate of growth, of econom ¢ activity. The
same applies to troughs in the two series. It is argued that the behnvior of money,
because it precedes movements in the economy, causes the latter. "'he effect takes
place with a long and variable lag, however. Hence, while those controlling the
money supply have great power over the economy, the long and unstable lag
makes it difficult to apply monetary policy on a discretionary bas s for stabiliza-
tion purposes. Monetary policy has so often been wrong that it seems preferable
to deprive it of discretion and subject it to a fixed rule. It is not ¢ aimed that the
fixed rule will produce perfect policy. But it will produce betier policy than
discretion is likely to do.

The main burden of my argument will be that this reasoninz is fallacious.
Before proceeding with the argument, I would like to point out however, that
while the rule at times is likely to have very bad results, it will probably have
better results than alternative fixed rules that have sometimes been proposed.
For instance, a rule that fixes the rate of growth of money supply is vastly su-
perior to a rule fixing the interest rate. The fixed money grow:h rule may at
times lead to wrong action. It may also have bad side effects through insta-
bility in the capital markets and in ithe balance of payments. Bu. so long as the
money supply is kept growing at a stable rate, roughly commen:urate with the
growth rate of the economy, cumulative instability is unlikely to develop. Short
run fluctuations may be wider than under a competent discretionary policy. But
in the long run money and income will move broadly hand in hand. with at most a
moderate rate of inflation or deflation, and moderate changes in the foreign ex-
change value of the dollar.

A rule pegging the interest rate, on the other hand, for which some time ago
there was widespread support, would be cumulatively destabilizing. If, for in-
stance, interest rates were pegged below their equilibrium values, i.e. below the
level consistent with stable prices or a stable rate of inflation, t1e open market
purchases required to keep rates at the pegged level will sharply increase the
money supply. Inflation would start or accelerate. This would rtise the equilib-
rium rate of interest, which must be higher, in nominal terms, the faster the rate of
inflation. This in turn would widen the gap between the equilijrium rate and
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pegged rates. The scale of open market operations, and the growth in the money
supply, would then have to be stepped up. The process would lead to accelerating
inflation. In the unlikely case that the pegged rates should be above equilibrium
rates, anaccelerating deflation would follow.

The same is true with respect to a rule that would try to peg the level of
unemployment. In the long run, there is only one level of unemployment con-
sistent with stable prices: ithe unemployment at which real wage increases are
equal to nationwide productivity gains. At a lower level of unemployment, labor
demands, and business is willing to grant, higher money wage increases than are
consistent with productivity gains. This leads to price increases. These reduce
nominal wage increases ito less than what labor and business had anticipated.
In the following bargaining round, therefore, the existing rate of inflation will
be taken into account; nominal wage increases will be higher. Then the process
repeats itself, the bargaining parties always vainly trying, by higher nominal
settlements, to achieve a ralte of real wage increase that, because it is in excess
of productivity gains, the economy cannot provide. A policy rule seeking to peg
the level of unemployment above or, more likely, below its equilibrium value will
lead to increasing deflation or inflation. In this it resembles a fixed interest rate
policy, both contrasting with a fixed money growth rule. This, however, does
not show that a fixed money growth rule is superior to discretionary monetary
policy. I shiall argue the case by pointing to the difficulties that a fixed money
growth rule is likely to encounter. Obviously this does not prove that discre-
tionary policy is bound to be better. Discretionary policy can be worse. All that
can be done is to compare the probable defects of the two systems. In doing so,
I shall draw on some findings in a study I recently completed, the text of which
is appended to this paper. (“Quantity Theory and Quantity Policy”, in Ten
Economic Studies in the Tradition of Irving Fisher, John Wiley & Sons, Inc.,
1967). (Page 25.)

1. Can the Money Supply be Controlled?

The fixed money growth rule takes for granted that the central bank can
make the money supply anything it pleases. That assumption is made also, of
course, by all those who argue for a discretionary money supply target. The
process of money creation encounters leakages, however. These may slow down
attainment of the desired money volume. In the extreme case, they may pre-
vent it altogether. At the level of the banking system, changes in excess re-
serves and in rediscounts can temporarily prevent the central bank from
achieving its objective. The tendency of banks, after a period of great stringency,
to rebuild liquidity by paying off rediscounts rather than purchasing assets is
familiar. The central bank can overcome these obstacles, by operating on a
scale sufficiently large to make its objective prevail. This involves some danger,
of course, of overshooting if the banking system later makes fuller use of the
reserves supplied.

At the level of the money holding public, shifts from demand deposits into
time deposits may frustrate the central bank’s effort to increase the money
supply. Again, operations on a sufficiently large scale will overcome the re-
sistance of the public, again with some danger of overshooting later. Because
the relative expangiveness of an added dollar of demand deposits and of time
deposits, respectively, is not known, the ultimate effects of a monetary ex-
pansion that increases time deposits along with demand deposits are difficult
to estimate. The same applies in the case of relative or absolute contraction.

In the longer run, however, the most serious leakage is thalt via the balance of
payments. A monetary policy that generates either interest rates much below
foreign rates, or prices much above foreign prices, will produce a deficit on
capital or current account, or both. This deficit reduces the money supply. If
the central bank increases 'the scales of its expansive operations to compensate,
it will increase the leakage. In the United States, the desired money supply
may prove attainable most of the time despite this leakage. In a smaller econ-
omy, where the balance of payments leakage is proportionately larger, it is
quite obvious that the central bank cannot put the money supply at any level
it pleases so long as the currency is to be kept stable and convertible,

For all these reasons, control over the money supply on the part of the central
bank is less than complete.

2. A Fized Rule Requires Flexible Exchange Ratcs

Let us assume that the Federal Reserve achieves its money supply objective.
This may, however, lead to large international reserve losses if the money supply
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objective leads to outflows on current or capital account, In time the outflows
will exhaust exchange reserves. Thereafter, unless payments controls are intro-
duce_d, the dollar would be on a floating exchange rate. If the money growth rule
cont}nues to be overly expansive, this would result, not in a deficit, but in a
continuously declining exchange rate for the dollar. Academic dis:ussions of a
money growth rule generally recognize that floating exchange :ates are its
!ogical and necessary counterpart. This has not been the case, so fer as I know,
in congressional discussions. If a flexible exchange rate is not acceptible, then the
money growth rule will have to be modified from time to time to prevent reserves
from being exhausted. Related considerations apply to the case vrhere a fixed
money growth rule would produce a continuing balance of payments surplus.
To avoid draining the world of its reserves, the dollar would have 0 be allowed
to appreciate, or the fixed rule would have to be abandoned.

3. Balance-of-Payments Objectives

If an internationally stable dollar and an equilibrated balance of payments
are desired, any money supply target, whether based on a rule or on discretion,
is inferior to a monetary policy using interest rates as a target. .\n important
part of the balance of payments is determined by flows of short and long term
capital, so long as these are not subject to controls. These flows reflect interest
rate differentials between the United States and abroad. They cail. best be con-
trolled, therefore, by a monetary policy using an interest rate target.

That an interest rate target, pursued without regard to domestic equilibrium,
can be much more disruptive than a money supply target, whether jased on rule
or discretion, has already been pointed out. Nevertheless, monetery policy, in
one form or another, is the appropriate weapon for balance of paym ents manage-
ment. It is superior, in this regard, to fiscal policy. If the objectives of domestic
and external stability should conflict, as they sometimes do, it is test to pursue
domestic stability by means of fiscal policy, balance of payments ejuilibrium by
means of monetary policy. The reason for this is that while both fiscal and
monetary policy affect domestic activity and thereby also the level of imports,
monetary policy additionally affects the balance of payments via capital move-
ments. Thus, monetary policy has a “comparative advantage” in dealing with
the balance of payments. To implement this advantage, an interest rate target
is superior to a money supply target or rule.

4. Stable Money Growth—Unstable Interest Rates

If the volume of money were rigidly fixed from day to day, interest rates prob-
ably would jump about within a wide range. The exact amount of money
demanded by the economy varies from day to day. It depends on the payments
that firms and households have to make, subject to weekly, monthly, quarterly
and annual “seasonals”, and also to purely random fluctuations The normal
policy of central banks is to stabilize interest rates in the short rua by allowing
bank reserves and the money supply to vary. The Federal Reserve’s policy of
maintaining ‘net free reserves” roughly constant over short pe:iods has the
same effect. Any change in the economy’s demand for money is thus validated
by a change in the supply of reserves and of money. Without this flexibility in
the money supply, those in need of money would have to sell short term securities,
thereby unsettling interest rates.

A fixed money growth rule would put an end to this accommolating central
bank behavior. The ensuing instability of interest rates would probably be
moderated, in the course of time, by the market itself. Speculatory and arbi-
tragers would buy short term securities when they seemed depressed by transi-
tory factors and sell them when they have risen because of temporary excess
liquidity. This smoothing activity of the market would not be perfect, however,
nor costless.

Unstable interest rates are not an intolerable calamity They are painful
mainly to participants in the financial markets. They would dainage the real
sector of the economy only if instability was transmitted to it, or (f uncertainty
in financial markets leads to a reduction in the flow and an incre:.se in the cost
of capital for investment. Some cost increase probably would result, since
market participants would have to protect themselves against interest instability
by charging higher risk premia.

Unstable interest rates might destablize international capital flows. It is
true that these international flows would help to limit the amplitude of domestic
interest rate fluctuations. They would also, however, destablize foreign capital
and exchange markets. Foreign countries might reasonably ccmplain about
an American monetary policy that interfered with their own sti.bility.



20

5. What Definition of Money?

Reference was made above to the leakage from the money supply through
the creation of time deposits. The problem goes deeper, however. All near-
monies are substitutes for money in some degree. The exact equivalents are
unknown. No doubt they vary from time to time and from holder to holder.
The higtorical evidence seems to say that it does not matter greatly whether
4 fixed money growth rule is based upon money supply narrowly or broadly
defined, i.e. including or excluding time deposits. For the broad definition, a
higher rate of growth would be needed than for the narrower, since time deposits
have grown more rapidly. But recent gyrations of ‘time deposits and other
near-monies make clear this much: either the conditions that in the past made
the two types of rules equivalent have changed, or else that equivalence and
hence the precision of the monetary growth rule itself was of a very rough
sort. The rules specified by Representative Reuss have tried to take unstable
behavior of near-monies into acount But they do not provide for quantitatively
precise adjustment. In the present state of knowledge, not even a discretionary
policy can take erratic behavior of near-monies adequately into account. To
allow for it accurately in a fixed money growth rule would be even more
difficult. :

6. The Relation of Money to Income

Less than twenty years ago, it was fashionable to argue that money had no
influence on income. Monetary policy was considered powerless by a great
majority of economists in and out of government. Today we are in danger of
overshooting in the opposite direction. The existence of an effect running from
money to economic activity seems well documented. Its mechanics and its timing
are only imperfectly understood.

That the relationship should be between the rate of money growth and the
level of economic activity, for one thing, is not intuitively obvious. One would
expect more likely a relationship between the level of money supply and the level
of economic activity, or else between their respective rates of growth. The prin-
cipal resaon why some investigators have chosen the rate of growth rather
than the level of money supply seems to be that historically the money supply
has declined much less frequently than the level of economic activity. Thus, the
level of money and the level of activity have at times moved in opposite directions,
casting doubt on the relationship. On the other hand, a relationship between a
rate of growth and a level may well be meaningless. It is true of any time series
moving in a cyeclical, i.e. wave-like pattern, that its rate of growth must decline
before tthe absolute value of the series can decline. Thus, tio the extent that money
and economic activity are in fact correlated, the rate of money growth is bound
to decline before the level of activity, without this implying any causal relation-
ship.

Furthermore, while there is good reason to think that money influences activity,
its is obvious also that activity can influence money. It does so by stimulating the
dematnd for bank credit. The banks can meet this demand by using their excess
reserves and by borrowing from the central bank. Moreover if the central bank
is interested in maintaining reasonably stable interest rates, it will supply the
banks with reserves needed to meet a strong loan demand. Alternatively, if the
central bank is determined to curb an expansion, the appearance of incremental
loan demand may cause it to tighten the financial markets even more than the
incremental demand itself would. Thus, an incipient change in the level of
economic activity may very well cast its shadow ahead, in the form of a prior
change in the demand for credit and in the rate of growth of money.

To the extent that money does determine income, the mechanics of this in-
fluence remain only partly resolved. There is wide agreement that interest rates
play a key role. But if interest rates are the mechanism that transmits impulses
from money to the real economy, why look at money instead of at inerest rates?

One possible answer to this question is that there is a “direct effect”, running
from mbney tp income and bypassing interest rates. An increase in money may
raise aggregate demand, not because money holders buy securities and drive
down interest rates, but because they use their excess money holdings to buy
goods directly. This is the manner in which the “quantity theory” often is
explained: “when people have more money than they want, they spend it and
drive up prices.”

But the “direct effect” is less plausible than appears. Households presumably
make a decision how much to consume and how much to save. If they accumulate
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cash, it is by virtue of a prior saving decision. It seems unlikely that, having
just decided to save this money, they should then turn around and spend it on con-
sumer goods. The most likely use of excess money saved would seem to be for
financial assets, for residential housing, and conceivably for durible consumer
goods, if these are regarded as assets. In the case of households, therefore, a
“direct effect” seems to be precluded except in the narrow areas of housing and
durables.

For firms, saving means to retain profits. The resulting cash b:¢lances can be
spent on any of the assets that firms acquire—receivables, invenbories, fixed
assets—or for debt repayment. Here the range for a “direct effect” is wider.

Any demand for physical assets—plant and equipment, inventories, homes—
will stimulate economic activity. This demand may be influenced by the liquid-
ity of households and firms. Very importantly, this demand will depend, how-
ever, on the rate of return that the assets yield, and on the rate >f return that
potential asset holders want to obtain. Anything that raises the return on assets,
e.g. technological improvements, or reduces the return that asset. liolders expect,
e.g., a fall in rates of return on financial assets—will increase tl.e demand for
physical assets and stimulate economic activity. The rate of mon¢y growth will
affect economic activity insofar, directly or indirectly, it affects these key ele-
ments. This is considerably more complex a process than one de;cribed by the
statement ‘“more money means more demand.”

For the setting of a precise rule it is important to know whether money tends
to grow faster, as fast, or more slowly than real income. This de:isive question
unfortunately remains unsolved. According to one theory, money is a luxury
good. It follows that the demand for it should expand more rapidly than per
capita income, i.e. the velocity of circulation tends to fall. According to a second
theory, there are economies of scale in the use of money that allovs larger trans-
actors to operate with relatively smaller balance, i.e. velocity tends to rise.
The historical evidence shows that there have been long periods of declining
velocity of money, which would seem to confirm the “luxury good" theory. Since
World War II, however, velocity of money has greatly increased. This change
has been accompanied by a rise in interest rates, by a growing ei:pectation that
inflation will be a permanent condition, and by various technological improve-
ments that permt economies in the holding of balances.

Another factor that may possibly influence the velocity of money is the pro-
portion of the money supply based upon government debt ané international
assets (“outside money’’). According to the findings of the attached paper, which
must be considered highly tentative, a decline in this proportion tends to in-
crease velocity. In the United States, this proportion has in fac: declined sub-
stantially in the post-war period.

Some progress has been made in estimating the quantitative: impact upon
velocity of these various determinants. But even if we were prepured to rely on
such calculations in setting a money growth rule, which is prem:ature, it would
remain necessary to estimate future levels of the determinants. It would be nec-
essary, that is to say, to forecast such factors as interest rates aid inflationary
expectation as would prevail given any proposed rate of money growth. Only
then would we know what the appropriate rate of money growth should be. To
set a fixed rate of money growth without knowing these determinints is hazard-
ous in the extreme. In the post-war period, for instance, a rule based on money
growth during the interwar period would have been highly inflat onary.

The manner in which money is created may also count, especia’ly in the short
run., Money created through bank loans and therefore spent immediately may
have a more stimulating effect than money created through banks’ purchase from
investors of highly liquid short-term assets.

Likewise, the phase of the business cycle may affect the appropriate rate of
money growth. Historically, velocity has increased during periids of cyclical
expansion, even during epochs when the long run trend of velocity was down-
wards. The same money growth rule may not, therefore, be equally appropriate
for all cyclical phases, assvaning that even under a fixed moncy growth rule
some cyclical fluctuations will remain.

Finally, it is necessary to point out that all these relationskips arve highly
aggegative. Households with different income levels and firms with different
kinds of cash flows have different individual velocities. Nationa. velocity is an
average. Changes in the mix of households and firms almost certaialy would alter
average velocity and hence the appropriate growth rate of money
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7. Lags

Research performed by Professor Milton Friedman and Mrs. Anna Schwartz
has shown that the leg between peaks in money growth and in economic activity
has ranged from 6 to 29 months, The lag from the trough in money growth to the
trough in economic activity has ranged from 3 to 22 months. This great vari-
ability has been interpreted as demonstrating the uncertainty of monetary policy.
It is argued that an action taken, say, to curb an expansion may achieve its main
effects only in the succeeding recession.

This reasoning seems unconvincing. The peak rates of monetary growth rarely
can be interpreted as indicating a deliberate stance of monetary policy. Mone-
tary policy has not been guided by money growth. Certainly one cannot assume
that the start of a decline in money growth marks the moment when the mone-
tary authority decided to put on the brakes. Accordingly, the lag from the peak
in money growth to the peak in economic activity is not indicative of the lag of
moneitary policy. The same applies to the troughs of money growth and economic
activity.

A better test of the lag in monetary policy can be derived from observing its
effect on the occasion of drastic shifts in poliey. Such a shift occurred in 1966.
It took only four months to move from reasonable liquidity in the financial mar-
kets in April to a serious crunch in August. It took little time to convert a
crunch into expectations of recession, and only another four months to move
from the crunch to a positive halt in the growth of industrial production in
November. Mild monetary measures are another thing—their effect may well
be long delayed, since they are not intended to produce abrupt changes in eco-
nomic activity.

At a more theoretical level, the lead-lag relationships exhibited by money
growth and the level of income, respectively, have been examined, as well as
some properties of models embodying a fixed money rule. (James Tobin and Wil-
liam C. Brainard, “Pitfalls in Financial Model-Building,” paper presented at
the December 1967 meeting of the American Economic Association; Richard
Marcotulli, “Lags Undera Fixed Rule and Under Discretionary Monetary Policy,”
unpublished manuscript). These analyses show that the nature of the leads and
lags depends heavily on what factor is assumed to be “driving” a cyclical fluctua-
tion, and what causal relationships are assumed to exist among the various
factors. It is even possible to show that money growth may lead income in a
model where, by assumption, money has no influence on income at all. Under dif-
ferent assumptions, the rate of money growth, or the level of money supply, may
lag changes in income, yet by assumption have a causal effect upon income. The
length of time over which a system, once thrown out of balance, returns to equi-
librium tends to be, in general, longer under a fixed rule than under a reasonable
discretionary policy. While these models cannot form a basis for policy, they
serve to show that observed relationships, such as the lead of money growth
over income levels, do not unambiguously point to any particular casual mecha-
nism. They also show that a fixed rule may be a costly substitute for sensible
discretionary policy. To use a simply analogy, a fall in the barometer usually—
not always—precedes rain. No conclusions as to causality can be drawn.

8. Comparison of Results of a Fized Rule and of Actual Policy Measures

Studies have been made seeking to compare the performance of variously
specified money growth rules with actual performance. Usually this involves
specifying what policy would have been optimal at any given time, and examin-
ing the degree to which the rule and actual policy, respectively, have conformed
to this optimum. The cylical behavior of the economy makes specification of
optimum policy rather uncertain. For instance, it depends entirely on the lags
with which monetary policy is assumed to work, how soon during a cyclical
expansion monetary policy should shift from stimulation to restraint, and
whether it should shift back again from restraint to stimulation ahead of the
upper turning point. Analogous problems arise on the downside. Again, the rela-
tive weight given to full employment, price stability and the balance of payments,
respectively, willl influence what is considered optimal policy. There is also the
question of defining “policy”. Policy may not look the same in terms of a money
supply standard, a credit expansion standard, or an interest rate standard. Thus
the attempt to compare policy by rule and by discretion against an optimal
policy is in any event questionable.

The comparison becomes virtually invalid, however, when another circum-
stance is taken into account. The cyclical and other conditions of the economy, in
terms of which optimal policy is defined, are those brought about, at least in
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part, by the actual policies pursued. They are never the conditions that would
have prevailed had policy been guided by a fixed money growth rule. But if the
money growth rule, under certain circumstances, destabilizes the ezonomy, then
the proper test for it would be how it performs in correcting a disequilibrium
of its own making. To such a disequilibrium, a discretionary policy could react
flexibly. The fixed rule can respond only by doing more of the same. For a while,
at least, that may increase the disequilibrium.

For example, if a fixed rule should lead to inadequate growth >f the money
supply, as it might have in 1967, and cause or contribute to a recession, nothing
can be done under the rule to turn the economy around quickly. Th.» same would
be true in case of an inflation, or of a balance of payments deficit. Conceivably,
very extreme conditions might develop before the economy returns to equilibrium.
Discretionary policy, whatever its defects, usually has succeeded n preventing
the occurrence of such extreme conditions, with a few lamentable exceptions.
Thus a comparison of a rule and an actual policy, employing the actual histori-
cal record, gives the rule the wholly unjustified advantage of alviays starting
from a situation that discretionary policy has kept from going tc an extreme.
Put in simplest terms, a rule could get us into a big mess, yet the tests rarely
confront the rule with such a mess.

10. Will the Rule Be Sustained?

No Congress, no President can bind a successor. Short of being anchored in
the Constitution, any money growth rule can be altered or dropp:d. What are
the chances that a rule, whether simple or complex, whether ena:ted into law
or adopted voluntarily by the Federal Reserve, will be broken?

I Dbelieve the chances are excellent the first time the rule deviites substan-
tially from what discretionary policy would counsel. In a recession, when the
Federal Reserve would be inclined to generate liquidity rapidly, would the Con-
gress, the public, and the Federal Reserve itself be satisfled with money being
pumped out slowly? In an inflation, when money growth shou d be slowed
sharply, would we be satisfied to see the Federal Reserve continuir g to feed the
process? In a balance of payments crisis, would we sacrifice a large volume of
reserves instead of adopting the monetary policy that would stop ~he drain? In
simplest terms, if the car is going off the road and one wheel is oer the ditch,
will we keep turning slowly because we have made a rule neve: to jerk the
wheel ?

In addition to the prospect of major breaches, there is the prcbability that
minor adjustments in the rule will be demanded from time to tin.e, unless the
rule ig very broadly defined. Evolving circumstances will show that any single
percentage growth rate, or narrow range. is not the right one. If the range is
wide, and if full discretion is given to the Federal Reserve within that range, the
policy will not differ greatly from a discretionary one. In the end tl erefore, even
if a rule were adopted, discretion probably would be reestablished soon in one
way or another. I would regard that outcome as fortunate.

(Additional material, submitted as part of Professor Wallich's prepared
statement, follows:)



CHAPTER 10

Quantity Theory and Quantity Policy

HENRY C. WALLICH*

When Irving Fisher, in 1911, undertook what he called a *“restate-
ment and amplification of the old quantity theory,” he wi.s moved
to say, in his introduction, “it has seemed to me a scandal that
academic economists have, through outside clamor, been led into
disagreements over the fundamental propositions concerning money.”
This condition, Fisher thought, was due to “the confusion in which
the subject has been thrown by reason of the political confroversies
with which it has become entangled . . . . The attempts by promoters
of unsound money to make an improper use of the quantity theory—
as in the first Bryan campaign—led many sound money m:n to the
utter repudiation of the quantity theory. The consequence has been
that, especially in America, the quantity theory needs to b: reintro-
duced into general knowledge.”

Since Fisher’s restatement, the quantity theory has experienced
another repudiation, although with party lines somewhat redrawn,
and another restatement. Today it is coming back strongly.

Monetary Policy Trends

The “rediscovery of money” that began in the United States
around 1950 and in continental Europe a little earlier has been
followed, on this side of the Atlantic, by an increasingly vigorous
revival of quantity theory propositions. At a theoretical l:vel, this
re-restatement of the quantity theory has been marked by a high
degree of sophistication, supported by ingenious and imaginative
empirical work. For much of this we are indebted to ’rofessor
Milton Friedman. At the policy level, a highly simplified version of

* I am greatly indebted to Duncan Foley and William Dodson for heip with the
econometric work, to my colleague Donald D. Hester for general ad'ice in this
area, and to my wife for programming. Errors are mine.

1 Irving Fisher, The Purchasing Power of Money, New York, Macmill.n, Second
Edition, 1913, Preface to the First Edition, p. viii.
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the theory is being pushed by its sponsors to its shortest-run con-
sequences. The rate of growth of the money supply is being watched
from month to month and even from week to week. The Federal
Reserve is advised, by the monetary experts of the Congress no
less than by some of its academic critics, to orient its policy toward a
stable growth of money at prescribed rates. Failure of the money
supply to rise for some months is regarded as a reliable harbinger of
recession. The theorist’s hypothesis that demand for money depends
on a number of variables, among which income at best is only one
of several, is permuted, at the policy level, to the assertion of a crude
constancy of velocity.

Strong statements are made about how money behaves, although
there is yet no agreement as to what money is. The broad definition
(including time deposits in commercial banks) competes with the
narrow (currency and demand deposits only). Recent sharp differences
in the movement of the two series lend substance to an otherwise
definitional issue. Government publications such as the President’s
Economic Report and the Federal Reserve Bulletin, though they
have talked about money supply for many years, have had the
courage to designate a particular series—the narrow one—by that
title only since 1960, and they may live to rue the day. Meanwhile,
mutual savings banks, savings and loan associations, and credit
unions sit wondering when someone will propose to include their
liabilities in a very broad definition of money.

The money supply, however defined, competes with a host of
other instrument or target variables. Among these are interest rates,
the volume of credit, money and credit market conditions, owned,
borrowed, net borrowed and total reserves, reserves plus currency
in circulation, and a variety of money market features. Most of them
can be categorized according to their closeness to ultimate goals
like employment, price stability, and balance of payments equilib-
rium, by the extent to which the central bank controls them, by
their speed of reaction to central bank measures, or their measur-
ability. The latter, however, seems to depend in good part on the
willingness to develop data and indexes to replace “feel.” For reasons
which will become apparent presently, moreover, I have little faith in
the central bank’s ability to control any of these variables more than
very partially. The most sensible grouping therefore seems to me
one that distinguishes targets or indicators according to whether they
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represent a quantity, a price, or a set of nonprice terms an. condi-
tions. The principal issue must lie, of course, between quantity
and price indicators, although there is a subsidiary one betv/een the
quantities of money and of credit.

Quantity indicators have in their favor one simple circum-
stance: when the economy is growing at a steady rate (with no
economies of scale), they must grow at the same rate as the GNP,
This supplies a benchmark for sustainable rates of change tt at price
indicators lack. It is the plausible assumption of a stable long-term
growth rate of the economy that led Federal Reserve statistician
Carl Snyder, in 1930, to propose increasing the money suppl/ by 4%
per year as a means of stabilizing the price level.? It would be difficult
to match the intuitive appeal of this proposition with an analogous
one concerning the interest rate, Keynes’ apprehensions concerning
the stickiness of the long-term rate at some conventional level not-
withstanding.

Interest rates have in their favor a high degree of visibility. This
primitive advantage must not be underrated in a world that every-
body agrees is very complex and that almost everybody nevertheless
seeks to explain in terms of one variable. Money supply data until
recently were quite nebulous, being published late and containing a
great deal of “noise” due to lack of weekly or monthly averaging
and inadequate seasonal adjustment. Nevertheless, once good money
supply data became available, this spurious advantage of the price
indicator vanished. There are too many interest rates, and they do
not always move harmoniously. The marginal efficiency o:" invest-
ment, moreover, as well as the cost of capital, the relation between
which presumably determines the demand for investmert, is in
any event not observable. The expansiveness or restrictiveness of any
visible interest rate therefore remains in doubt. The intuitiv:: appeal
of a quantity target gains under these circumstances.

The theoretical foundations of the relation between moiey and
output are not agreed, however. Two related but separable aspects
are at issue. How is the demand for money determined ? And given
a difference between the amount of money supplied and deinanded,
how is the effect transmitted to the real sector?

2 Carl Snyder, “New Measures of the Relations of Credit and Trale,” Pro-
ceedings of the Academy of Political Science, January 1930, particularl/ p. 29.
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On the second issue, there is widespread agreement that interest
rates play a key role. That being so, it is not clear why one should
look at money as a policy target rather than at interest rates directly.
A direct or real balance effect is sometimes postulated, going from
the money market to the goods market and bypassing the bond
market. That effect seems a priori implausible for households,
however. It is hard to believe that households first allocate income to
consumption and saving, respectively, and then, finding that their
saving has increased their liquidity, revise the original saving decision.
Only the allocation of saving to different forms of investment provides
an opportunity for a real balance effect, but household investment
has little direct impact on demand for goods and services except
through housing. The a priori view that household liquidity does not
greatly affect consumption is supported by empirical findings.®

A real balance effect is more plausible in the case of firms. A
firm’s decision to save requires subsequent allocation of savings to
assets, most of which are real rather than financial. Empirical work
has found what amounts to a real balance effect, running from
business cash flows to business investment.

An empirical finding whose theoretical bases remain to be specified
is the tendency of changes in the rate of growth of money to lead
changes in the level of economic activity. Should this phenomenon
turn out to be not simply a consequence of the relation between
the levels of money stock and economic activity, it would be a highly
interesting and somewhat ominous affair. If the rate of money growth
could never fall without danger of recession, a policy of constant or
rising money growth would be required to assure full employment,
and the outlook for price stability would be dim. The chances are
that the phenomenon is simply a reflection of a close though not
perfect correlation between levels of money and income. Declines
in the rate of growth both of money and of income must then in-
evitably precede a downturn of income.

3 Daniel B. Suits, “The Determinants of Consumer Expenditures: A Review of
Present Knowledge,” in Impacts of Monetary Policy, Commission on Money and
Credit, Prentice-Hall, Englewood. Cliffs, N.J., 1963, p. 43.

4 Edwin Kuh and John R. Meyer, “Investment, Liquidity, and Monetary Policy,”
in Impacts of Monetary Policy, Commission on Money and Credit, Prentice-Hall,
Englewood Cliffs, N.J., 1963, p. 381.
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Money Demand Hypotheses

Even without full knowledge of the transmission mecharism, the
usefulness of a money supply target could be established i income
could be shown to be the principal independent variable in ¢. reliable
demand for money function. If other determinants enter importantly,
such as interest rates, the problem of the transmission mect anism is
reopened.

The range of money demand hypotheses is wide. Measured income,
permanent income, wealth, short-term rates, long-term rates, have
been among the principal explanatory variables. The introduction of
what amounts to a general trend variable, in the form for in;tance of
permanent income, and of the lagged value of the dependent vari-
able, as in stock adjustment models, seems virtually to assure a good
fit in some time series models. But knowledge of the re ation of
income to the rest of the independent variables, that is, of the trans-
mission mechanism, is still needed where such variables ar: present
if a money supply target is to be useful.

At a theoretical level, the most striking contrast is that between the
economies of scale model of demand for money presented by Tobin®
and Baumol,® the “‘economies of large numbers” model of ’atinkin,
and Friedman’s” view that money is a luxury good, implying
diseconomies of scale. The Tobin-Baumol-Patinkin hypo hesis so
far has not been confirmed by cross-section analysis of firm;’ money
holdings. Friedman’s evidence is impressive up to the end of World
War I1. Since that time, the income elasticity of money, p ‘eviously
well above unity, has been below unity. If, as seems intuitive ly plaus-
ible, liquidity is a luxury, firms and households seem to have been
enjoying it in other forms besides money.

The empirical evidence employed by most analysts rests upon
monetary data of particular countries, often the United St.ites, and
often in time series form. I have tried to examine some of the more
obvious relations for a cross section of countries. This permits

% J. Tobin, “The Interest Elasticity of Transactions Demand for Cash,” Review of
Economic Statistics, August 1956, pp. 241-247.

8 W. J. Baumol, ““The Transactions Demand for Cash: An Inventory Theoretic
Approach,” Quarterly Journal of Economics, November 1952, pp. 54!-556.

7 Milton Friedman, “The Demand for Money: Some Theoretical and Empirical
Results,” Journal of Political Economy, August 1959, pp. 327-351.
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Table 1

For money narrowly defined M, (currency and demand deposits):

_ Yy P cP A
— = 0.1109 4 0.03261 In ~ 0.00296 P 0.07525 TA 0.01139 R
(4.2810) (—3.2010) (—18175) (—3.9417)
R? = 0.200
F=13.125

standard error of residual: 0.099

For money broadly defined M; + M, (currency, demand deposits, and time deposits):

M+ M, _ '}',' My o 03878 + 0.12263 1n & -0 00784 +0.13414 g— ~ 001049 R
(8.4033) - 4.4247) (1.6911) (—1.8939)
R? = 0.360
F = 29.664

. standard error of residual: 0.190
For cutrency:

_ Y, P cp A
= 0.1874 — 0.00424 In ¥ — 0.00160 7, — 0.06038 -~ — 0.00604 R

(—1.3367) (—4.1530) (—3.5053) (—5.0230)
Rz= 0.243
= 16.838
standard error of residual: 0.041
For time deposits:

M, Y, P cP N
— = —0.4987 . —Z—o0. = . — .
7 0.498 +0090021nN 000488P+020937TA+000091R
(8.4530) (—3.7736) (3.6169) (0.2242)
R? = 0.379
F = 32.088
standard error of residual: 0.139
Where:
M; = Currency + demand deposits, in local currency units
M, = Time deposits
C = Currency
Y = GNP, in local currency units
Y,/N = Per capita GNP in U.S. dollars adjusted for purchasing power
PP = Annual rate of price increase in percent, for the preceding 5 years—

“inflationary climate”
CP/TA = Ratio of claims on private sector to total bank assets—*inside money™
R = Interest rate after ehmmatmg linear influence of rate of price increase,
to approximate a *‘real” rate of interest, laggcd one year
Numbers in parentheses are t values.
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bringing in explanatory variables not easy to deal with in single

country studies, such as the inflationary climate and the :ole of

“inside money.”® It also avoids some of the statistical difficulties -
inherent in time series. It is beset, on the other hand, by the uncertain

comparability or total unavailability of data for many countries.

Country specific influences are troublesome, and the need to avoid

extreme heteroscedasticity makes it necessary to employ some: of the

data in ratio form. Thus what is investigated is not the dem:nd for

money as such, but the demand for money relative to income.

The sample employed is limited to 43 countries for which so ne sort
of interest rate could be found. The period covered by the dependent
variables is 1959-1963; that covered by the explanatory variibles is
1958-1963 and for some 1954-1963. The findings apply only, of
course, to the countries and the period covered. The results are
stated next; the procedures appear in the Appendix.

The regressions for the money/income ratio and some of i's com-
ponents that seemed to give the most satisfactory fit are given in
Table 1. These data suggest the interpretations that follow.

Demand for Money

1. The demand for money, as inferred from the money/income
ratio, is positively related to per capita income, for both definitions
of money. This confirms results obtained in 1951 by Ernest Doblin? as
well as the findings of an unpublished study by Gurley and Shaw.1
The elasticity of the money/income ratio with respect to per capita
income, [taken at the intersection of the arithmetic mean for
M,\[Y and (M, + M,)/Y and the geometric mean for Y, /N is 0.15
for M, and 0.31 for M, + M,. That is, an increase of $100in Y /N
from its geometric mean of $712 will raise M,/Y from 0.2175 to
0.2222 and will raise (M, + M,)/Y from 0.3955 to 0.4127. These

® Inside money, in the terminology of Gurley and Shaw, is money created by
monetization of private debt. Cf. John G. Gurley and Edward S. Shaw, Money
in a Theory of Finance, The Brookings Institution, Washington, D.C., 1960.
In this study, the ratio of the banking system’s claims on the private sector to
total assets is used as a proxy for inside money. Monetization of government
debt and of international reserves represents “outside money."

® Ernest Doblin, “‘Ratio of Income to Money Supply,” Review of iZconomic
Statistics, August 1951, p. 201.

10 John G. Gurley and Edward S. Shaw. **The Impact of Economic Devi:lopment
on Financial Structure: A Cross Section Study" (unpublished manuscr pt).
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figures imply an elasticity of demand for money with respect to in-
come moderately in excess of unity, by either definition, the elasticity
of the broad definition being of course higher. Money appears to
have been, for these countries and years, a “luxury.” .

The demand for time deposits, expressed as a ratio to income, is
positively related to per capita income, as might be expected. The
demand for currency, also as a ratio to income, is negatively related,
which is similarly plausible.

2. The demand for money is negatively related to inflation. The
elasticity of M,/Y with respect to inflation is —0.071 and that of
(M, + M,)]Y is —0.103 (at the point of means): a rise of one
percentage point in the rate of inflation above its mean value of 5.27;
reduces M,/Y from 0.2175 to 0.216 and (M, + M,)/Y from 0.3955
to 0.3914. The effects are small but significant. The higher elasticity
of money broadly defined is of course to be expected. The impact of
inflation on velocity has been demonstrated, for hyperinflation, by
Phillip Cagan!! and, for the general case, by Maurice Allais.'?

3. The demand for money, defined as M, /Y, is negatively related to
the “inside money ratio.” The broader definition is positively related.
Since both coefficients are significant at the 59 level, this finding
should perhaps not be altogether ignored. A negative relation seems
in accordance with expectations. In an economy where a large part of
the money supply derives from private borrowing, the pressure of
credit rationing is likely to encourage economy in the holding
of cash balances. Monetization of private debt, moreover, usually
adds more to the liquidity of an economy than does monetization of
public debt if, in the absence of such monetization, the same amounts
of public and private debt, respectively, had to be held by the non-
bank public. Less monetization of private debt would then be required
for a given increase in liquidity. In this respect, the finding bears upon
the issue of “money versus credit” as a policy target—does the source
of money creation make a difference? But since this reasoning does
not apply to international reserves, the second source of outside
money, any conclusions are bound to be highly tentative.

1 phillip D. Cagan, “The Monetary Dynamics of Hyperinflation,” in Milton
Friedman, ed., Studies in the Quantity Theory of Money, University of Chicago
Press, Chicago, 1956, pp. 26-117.

12 Maurice Allais, ‘A Restatement of the Quantity Theory of Money,” American
Economic Review, December 1966, pp. 1123-1157.
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A positive relation, applicable to the broader definition, seems
prima facie less plausible. Perhaps one may hypothesize that the
banking system of an inside money economy, generating its own
assets, tends to be aggressive also in seeking time deposits.

The elasticity of M,/Y with respect to the inside money proxy is
—0.1765, that of (M, + M,)/Y is 0.1733: a rise in the insice money
ratio of 5%, .in the sample under review, lowers M,/Y from 0.2175
to 0.2156 and raises (M, + M,)/Y from 0.3955 to 0.3989.

4. The demand for money is negatively related to inter:st rates.
The elasticity of M,/Y with respect to R is —0.246, that of (M, +
M,)[Y is —0.1245 (at the point of means), so that a rise in the interest
rate from its mean value of 4.79, by one percentage poit would
lower M,/Y from 0.2176 to 0.2062 and (M, + M,)/Y fron 0.3955
to 0.3850.

The significance level of the coefficient of interest rates is higher
for M,|Y, better than 0.5, than for (M, + M,)/Y. Higher interest
rates may be reflected in higher rates on time deposits, wh.ch could
work counter to the principal relation found. At the same time,
interest rate data are notoriously poor, possibly causing significance
levels to be understated. However, because actual rates probably
fluctuate more widely than those statistically available, the coefficients
and elasticities may possibly be overstated.

To distinguish the response of money/income ratios to short-term
and long-term rates was not possible because of inadequacies
of the data.

Substitutability

Conclusions concerning substitutability among time deposits,
demand deposits, and currency can be extracted from the data.
When M,/M, or C/M, are included ainong the explanatory variables,
both show highly significant negative coefficients. Because :he use of
these variables to explain M,/Y and (M; + M,)/Y is likely to bias the
coefficients of the other independent variables, regressions employing
only In Y /N, and M,/M,, or C/M, respectively, were used for this
purpose. The conclusions follow.

1. A high currency component in M, reduces the joint dcmand for
currency and demand deposits. Currency therefore appears to
circulate more rapidly than demand deposits.
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2. A high level of time deposits relative to M, reduces the demand
for M,. Time deposits are seen to be a substitute for M,, as one
would expect. This conclusion can be reached also by observing (in
the regression in Table 1), that the R® of the variables explaining
M,|Y is practically the same as that for (M, + M,)/Y, and both are
substantially above that for M,/Y. If the better R® were the result
solely of adding a more fully explained relationship to a less fully
explained, the result should fall somewhere in between. The fact
that the (M, + M,)/ Y relation does better suggests that the combina-
tion of M, and M, removes an element of instability which presum-
ably is the substitution of M, for M,.1?

Definition of Money

The appropriate definition of money, especially the inclusion or
exclusion of time deposits, depends partly on the theoretical approach
chosen, for example, income (transactions motive) versus wealth
(asset motive) as chief determinants of demand for money. But it can
also be viewed pragmatically as determined by the quality of the
fit that alternative definitions give with respect to the explanatory
variables.

1. Regressions omitting one or more of the explanatory variables
appearing in Table 1 generally yield a higher R? for the broad
than for the narrow definition of money, as do the regressions in
Table 1.

2. Whereas (M, + M,) is clearly a heterogeneous composite,
the previous finding that currency circulates more rapidly than
demand deposits implies that M, also consists of two significantly
different components. Not too much weight should be placed on this
conclusion, since the various denominations of currency, as well as
demand deposits of different magnitude, probably also behave differ-
ently. Broad aggregates inevitably tend to be heterogeneous. But the
usual objection to the broader definition of money, that it combines
two different variables, is somewhat weakened by similar observa-
tions with respect to the narrow definition. None of these findings,
of course, can be regarded as in any way decisive for a choice among
definitions of money.

13 | am indebted to William Dodson for pointing this out to me.
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Implications for Money Supply Targets

What do these data tell us about the reliability of money supply
targets for central banks?

A central bank contemplating such a target will primarily :mploy
estimates based on local time series rather than internation:l cross
sections. The cross-section results, however, suggest that it will
encounter two difficulties.

1. Since the demand for money is responsive to cha:ages in
interest rates and price movements, as well as to gradually rising
per capita income, stable money/income ratios cannot be e» pected.
The central bank will have to take into account these other viriables
which make much more complex the forecasting of the demand for
money. Efforts I undertook to relate the variability of M,/Y and
(M, + M,)/Y, measured about their trend, to per capita income or
other explanatory variables, including those employed in 7able 1,
were not very successful. The results suggest that countries enjoying
a high rate of real growth of GNP have a more stable relition of
money to income, but further work will have to be done to establish
and evaluate this tentative finding.

2. The variables examined, while significant, account for only a
small part of the total variability of the money/income ratio;. Many
of the influences not accounted for are likely to be country specific.
In time series analysis of national data these influences would dis-
appear. But the suspicion remains that the very high exp.anatory
values achieved in such analysis by a small set of variables s partly
a product of the statistical technique. Quite possibly there lurk
underneath unspecified variables that may upset the central bank’s
estimates. A few are worth listing.

One is the differential behavior of money under alternative defini-
tions. As long as there is no agreement on the choice to he made
between, or the weights to be assigned to, the two kinds of money,
and the two do not correlate closely, whatever signals are th:own off
by one may be countermanded by the other.

Another trap underlies the fact that concepts of money as vvell as of
income are highly aggregated. Households determine their cash
balances with respect to income, and probably wealth; fiims with
respect to sales and perhaps assets; local governments and other
nonprofit entities with respect to payments and receipts. Households



36

268 HENRY C. WALLICH

in different income and wealth brackets, firms in different industries,
may have a significantly different demand for money. To summarize
these divergent functions and their shifting weights in a single relation
of money to income or to wealth requires courage.

The origin of the money supply, that is, for the most part, “credit,”
also must be expected to weigh. Whether money is created against a
liquid asset like a government bond, or against an illiquid one like a
business term loan, makes a difference not only in the first “round”
of the new money. The difference in the degree of liquidity added to
the economy remains. This seems to be partly reflected in the negative
relationship of the demand for money narrowly defined and the
“inside money” ratio in Table 1.

Systematic- differences, moreover, have been found between
cyclical and long-run relations of money and income. If in the long
run velocity falls, as Friedman’s data and the preceding intercountry
comparisons suggest, during cyclical expansions velocity rises with
income. Whether it is permanent income or rising interest rates and
prices that are associated with this phenomenon, it would be necessary
to forecast the cyclical movement, or else interest rates and prices
themselves, in order to use money supply as a safe policy guide.

Short-run variations in the relation of money and income may
result also from the lag with which income responds to exogenous
changes in money. This fact sometimes finds expression in senti-
ments such as “the quantity theory holds only in the long run” or
“to say that doubling money roughly doubles prices does not mean
that increasing money by one percent raises prices by roughly one per
cent.”

Money Supply Targets

All that has been said about the difficulty of relating money to
income and hence, implicitly, about the defects of a money supply
target for monetary policy making does not necessarily mean that the
money supply may not be the best target available—all others may
be worse. I would be prepared to accept this hypothesis whenever
the pursuit of another target produces effects on the money supply
that are unsustainable by any reasonable money demand hypothesis.
If, for instance, during a cyclical expansion, when interest rates,
prices, and velocity tend to rise, pursuit of an interest target, even
a rising one, leads to monetary expansion in excess of the economy’s
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growth rate, such a case could be indicated. The same applies
mutatis mutandis to cyclical contractions. Balance of payments
constraints, which usually find expression in interest rates, ¢f course
at times may predominate over considerations of domestic :tability.

The implicit rule for target choice *“‘when in doubt, use money”
is not equally applicable, however, to short- and long-run target
conflicts. It is hard to believe that an economy could rema n stable
if its policy makers maintained the wrong money growth rate for two
years. There is no reason why an economy should not be ab e to live
with the wrong money growth rate for three months. Monetary
forces are neither immediate nor pervasive nor irreversible enough
to push an economy off its equilibrium path in so short a time.

Adherence to a rigid money supply target in the very short run,
on the other hand, whether stated as an absolute amount or as a rate
of growth, is likely to generate a great deal of instability in short-
term interest rates. The amount of money demanded on ary day is
subject to stochastic as well as seasonal influences. The seasonal factor
can be eliminated after a fashion—the Federal Reserve operites with
“seasonals’ ranging from a year to very short periods. But there re-
mains enough instability of demand from day to day 1o make
interest rates jump about badly if supply does not accomm:date.

In the short run therefore the central bank cannot hzve both
stable money supply and stable interest rates. A choice must be
made. Most central banks probably make the choice without even
asking themselves the question; they stabilize interest rates, .n a very
short-run sense, at the expense of monetary instability. Most central
banks do it by discounting and, in some cases, open market opera-
tions. The Federal Reserve’s “money market conditions” and
“free reserves” techniques leave interest rates a little more flexible,
but essentially they imply preference for control over interest rates
rather than money supply in the very short run.

Central banks probably overestimate the importance of interest
rate stability. The financial markets are not the economy. !Jnstable
interest rates may hurt operators in the market and certainly bring
down criticism on the money manager. They are unlikely to have
farther reaching repercussions of great gravity. Even so, instability
of any sort is a cost. Risk premia must be charged to cove - against
it, in the form of permanently higher rates. Interest rate fluc'uations,
unlike those of the money supply, are very visible; large nu nbers of
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savers and borrowers can quickly respond to them (thereby, of
course, reducing the range of fluctuation). Speculative movements
may be induced that may or may not be stabilizing. International
money flows may be activated.

Thus central banks all over the world, in choosing in the very short
run to stabilize interest rates rather than money supply, probably
are making the right choice. In consequence of this choice, however,
money supplies all over the world behave unstably in the short run.
Believers in stable money growth policies thereby are put in a position
to speak of the destabilizing policies of central banks, as manifested
in gyrating money supplies. In a world in which this advice were
heeded, money would grow stably but interest rates would gyrate.
Other critics then would presumably rise to castigate central banks
for this alternative failing and attribute to interest rate instability
the instability of the economy. The fact is that, with only one policy
instrument at their disposal—monetary policy—central banks can-
not simultaneously control both money supply and interest rates.

It should be noted that in the United States, where during business
cycles money has fluctuated less thanincome, interest rates most of the
time have not been stabilized excessively, at least over cyclical
periods, which of course much exceed the *“‘very short run.” Chang-
ing interest rates, instead, have partly taken the place of changes in
money supply.

Target Shifts

A central bank that operates with a short-run interest rate target
but for the long run wants to attain a money supply target must
continuously negotiate a shift from one target to the other. The
money supply target may be a specific amount, or a given rate of
growth, or a maximal range of growth rates of money. If the central
bank were faced by a stable rather than stochastic money demand
function, and found that it was off its money supply target, it could
approach that target by small weekly or monthly changes in money
supply. If the central bank believed that it knew the tradeoff between
changes in money and changes in interest rates, it could simply
modify its interest rate target periodically and would in time arrive
at its money supply target. If it did not know the tradeoff, it would
discover it by this movement along a stable money demand function.
The time to be allowed for reaching the money supply target would
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be dictated by the maximum tolerable rate of change in interest
rates. In this way, a short-run interest rate target and a long-run
money supply target could be reconciled.

In practice, the central bank faces a stochastic rather than stable
and known money demand function. In other words, it does not
know what the “true” money supply currently is. The o>served
money supply is equal to the “true” amount plus or minus such
periodic additions or subtractions as the central bank has to initiate
or permit, in amounts it does not know, in order to keep interest
rates (or free reserves) at their target level. Thus the central ba 1k does
not know how far away it is from its money supply target, nor what
periodic additions or subtractions it should make in order to reach it.

The stochastic nature of the money demand function also prevents
the central bank from experimentally learning the tradeoff bietween
money supply and interest rate. It can change the money supoly and
observe the change in rates. But, quite aside from lags in the effect
of monetary action, the central bank has no means of knowing
what part of the movement in interest rates is a respons: to its
own action and what part reflects changes in demand.

The estimation of the current value of a stochastic seres is a
difficult matter that besets all policy makers using time series. A
highly sophisticated approach to it is discussed in the study ty Marc
Nerlove in this book.'® A simple procedure is to use a moving ¢ verage.
The moving average will itself be subject to random influerces. Its
variance will diminish, however, with the number of observations
entering into the average so long as the underlying relation (which
in the case of the money demand function in a growing economy
would have to contain a trend factor) does not change in variability.1®
If weekly money supply data are available, as is the case in the
United States, a fairly good moving average could be built up over a
month, certainly over a quarter. If monthly data are the b:st that

14 A transition of this kind is sketched in Jack M. Guttentag, “The St ategy of

Open Market Operations,” Quarterly Journal of Economics, February 1966,
. 1-30.

E”PSee Chapter 6. .

18 The variance of the moving average will behave like the variance of 1he mean

of a sample as the size of the sample is increased, i.e., 0,,® = o%/n prosided the

deviations from the average are independent. If they are autocorrelated, as seems

probable, the variance will diminish more slowly as the number of obs:rvations
entering into the average is increased.
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can be had, one or two quarters may be the minimum period. If the
central bank has reason to mistrust its seasonal adjustment, the.
averaging period may have to be further extended. The important
thing is that, with the moving average centered at th¢ midpoint of
the period, the shortest period over which the central bank can
attain a money supply target is equal to one-half the averaging
period. If an immediate move to the target level or growth rate
should be too disturbing to money rates, a still longer target period
would have to be allowed for in shifting from an interest rate to a
money supply target.

Power to Control Money Supply

These perplexities arise, of course, from the premise that most
central banks start with a short-run interest target. Pursuit of this
target compels them to destabilize the money supply. Because they
do not know what the “true” money supply is under these conditions,
they do not know how to modify it in order to reach the target. A
central bank totally indifferent to interest rate fluctuations and bent
solely on controlling the money supply would know, or so it would
seem, exactly by how much to change it every week or month to be
always on target. It thus could control the money supply perfectly—
if it could control it at all.

On that score, however, there is considerable doubt. The fre-
quently made assumption that the central bank can control the
money supply is at odds with some important facts. These facts are
familiar and can be stated very briefly.

The liabilities created by the central bank can become commercial
bank reserves supporting demand deposits, but they can also be
be absorbed into currency, commercial bank excess reserves, and
reserves supporting time deposits. Of these, the leakage through time
deposits has been particularly important in recent United States
experience.l” If time deposits are close substitutes for securities,
central bank expansion that pushes down interest rates on securities
will lead to the creation of time deposits, thus limiting creation of

17 Lesser elements that recently have become important by absorbing or releasing
reserves are changes in government deposits and shifts of deposits between
American banks and their foreign branches. A shift of deposits to foreign
branches, i.e., the creation of a Eurodollar deposit, liberates reserves, because head
office liabilities to branches are not subject to reserve requirements.
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deposits. I, on the other hand, demand deposits are a close substitute
for time deposits, central bank expansion pushing down the rate on
time deposits will lead to the extinction of time depotits, thus
augmenting creation of demand deposits.?® The evidence of the last
few years seems to indicate very clearly that short-term securities
like Treasury bills are close substitutes for time deposits in the form
of certificates of deposit.

Similar arguments could be made with respect to curr:ncy and
excess reserves. There is little reason, to be sure, for thinking that
currency might be affected by substitutions between securities, time
deposits, and money. But the evidence is uncertain as to the depend-
ence of the demand for currency on money supply and on income,
respectively. To the extent that demand for currency is a function
of income, the increase in money resulting from a given ¢xpansion
of central bank liabilities (the money multiplier) will be larger in the
short run, before income has risen, than in the long.

Furthermore, excess reserves are clearly elastic with respect to
interest rates. Some evidence has been adduced that this elasticity
did not become infinite even during the 1930s, that is, that no
liquidity trap existed at the bank level.?® In recent years, however,
variations in excess reserves in American banks have b:en small
relative to changes in reserves absorbed by time deposits.

As an extreme, it is conceivable that the creation of certral bank
liabilities may reduce the money supply, if a decrease in the rate on
securities resulting from central bank expansion should generate
sufficient increases in the amounts of time deposits, currency, and
excess reserves demanded. As a practical matter, the conclusion
remains that the behavior of time deposits is the most powerful
factor interfering with central bank control of the money supply, as
long as the analysis remains limited to the domestic spher:.

18 Cf. Lyle E. Gramley and Samuel B. Chase, Jr., “Time Deposits in Monetary
Analysis,” Federal Reserve Bulletin, October 1965; and William (5. Dewald,
“Money Supply Versus Interest Rates as Proximate Objectives 0" Monetary
Policy,” National Banking Review, June 1966, pp. 509-522.

19 Cf. David Laidlery “The Rate of Interest and the Demand for Mc ney—Some
Empirical Evidence,” Journal of Political Economy, December 1956, p. 551;
Allan H. Meltzer, “The Demand for Money: The Evidence frori the Time
Series,” Journal of Political Economy, June 1963, p. 245; Karl Brunn¢r and Allan
H. Meltzer, “‘Liquidity Traps for Money, Bank Credit and Inte ‘est’ Rates”
unpublished manuscript; George R. Morrison, Liquidity Preferences of Com-
mercial Banks, University of Chicago Press, Chicago, 1966.
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Internal—External Conflict

Limitation to the domestic sphere, however, is inappropriate. There
are international flows on both capital and current account. Because
in a reserve currency country these flows usually do not lead to
reserve changes for the banking system, and because in the United
States they are in any event small relative to the domestic money
supply, it has been customary to write money multipliers in a form
strictly applicable only to a closed economy. With increasing inter-
national mobility of capital, and with the heavier use of gold to
settle United States payments deficits, international leakages must
be taken into account. For most foreign countries, of course, this has
always been the case.

In a world of near-perfect mobility of capital, the outflow of
reserves, resulting from the appearance of an interest rate differential,
would depend, on the supply side, upon the relative magnitude of
reserves and, on the demand side, upon the interest elasticity of
demand for money at home and abrocd. The adjustment would be
instantaneous. The outflow of reserves, if any, reflecting a current
account deficit, would depend on the response of income to changing
money supply, and on the marginal propensities to importand export,
both at home and abroad. This adjustment inevitably would occur
with a lag. If these difficulties are overlooked by assuming that the
relationships are the same in all countries, and by disregarding the
asymmetry introduced by the gold exchange standard, the expanding
country’s reserve loss is determined by the ratio of its (domestic
commerical bank) reserves to those of the entire world. The familiar
money multiplier could then be written as:

AR(I _%)
Rrpw + Ry

AMH =
ru(l —cy) + ¢y

Where R = Reserves
M = Money = Currency + Demand Deposits
RW = Rest of the World
H = Home
¢ = Currency/Money
r = Reserve Ratio

For most countries with stable and convertible currencies, the term
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Rew/(Rrw + Rpy)is close to unity, and their ability to influenze their
equilibrium money supply is accordingly small. Imperfect or totally
lacking mobility of capital gives temporary power to aff:ct the
domestic money supply. Only a floating exchange rate syste:n fore-
going all use of international reserves validates the traclitional
domestic money multiplier.

The conclusion that a country can only temporarily deterraine its
money supply offers a parallel to an analogous conclusion in
another area of monetary theory: the view that monetary changes
cannot alter the equilibrium values of real variables. National
monetary policy finds its range of action limited in both dimensions.
Neither limitation, however, is absolute. Monetary variables can
affect real equilibrium values if the conditions for neutrility of
money are not met. National monetary policy can permanently
determine the domestic money supply under certain conditions—if it
is prepared to increase the money supply of the entire world.

The degree to which even the world’s richest country can afiord the
luxury of “‘raising the world’s money supply” depends on iis inter-
national reserves. Freedom of monetary policy thus is circurr scribed
by the lag with which heavy reserve drains may set in and by the
willingness to lose reserves. The willingness of other countrics to be

-drained of reserves sets limits of a less binding sort, in the inverse
direction. Thus control of the balance of payments becomes an
objective of monetary policy. Historically, this indeed has teen the
origin of monetary policy, the domestic impact being in the nature of
an afterthought.

When the monetary authorities seek to influence the current
account of the balance of payments, interest rate and money supply
strategies both are adequate. Either works through aggregate
demand. When the capital account is to be influenced, an interest
rate strategy is clearly preferable. The proximate factor dete ‘mining
international capital flows is differential interest rates, not diflerential
rates of money growth.

Even when no particular balance of payments effect is desire d by the
monetary authorities, the habit of international monetary coopera-
tion requires them to watch their interest rates. If they did not, a large
country particularly might inadvertently and needlessly deitabilize
the balance of payments and perhaps the domestic equilibrium of
foreign countries. A money supply target pursued for purely domestic
reasons may have awkward repercussions in the international sphere,
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if it seriously destabilizes interest rates. The important role that
interest rates play in the capital account of the balance of payments
gives the interest rate target an edge in the international area.

Frequency of Conflict Cases

This edge depends to an important extent on the combination of
internal and external policy objectives a country is pursuing. Its
objectives may be compatible, for example, the reduction of domestic
inflation and of a simultaneous balance of payments deficit. A
reduction in aggregate demand will simultaneously redress both
disequilibria. The objectives may diverge, for example, ending a
domestic recession accompanied by a balance of payments dis-
equilibrium. A single instrument cannot cope with this situation.

In the absence of a conflict of objectives, a case can be made for
either an interest or a money supply target. Monetary tightening,
measured by interest rates or by money supply, will reduce aggregate
demand and thus reduce domestic inflation and improve the current
account in the balance of payments. Emphasis on high interest
rates, indeed, would mean to emphasize improvement of the capital
account as well, which, in conditions of domestic inflation, is not
the most convenient means of coping with a payments deficit.

When a conflict is present, the interest rate strategy gains in
attraction relative to the money supply strategy. As has been shown
theoretically, and seems to be confirmed also by contemporary
central bank practice, the proper allocation of instruments to targets
is to assign fiscal policy to the achievement of domestic equilibrium
and monetary policy to payments balance.?® The reason is, of course,
that monetary action works simultaneously on the current and on the
capital account. To maximize effectiveness on the capital account,
an interest strategy is clearly appropriate.

To differentiate still further the conditions that call for an interest
rate strategy, one must distinguish between policy conflicts associ-
ated with domestic inflation and recession. Inflation combined with
payments surplus could be corrected by simultaneous fiscal tighten-
ing and low interest rates. But the goal of payments equilibrium may
not seem very important to a country under these conditions, par-
ticularly when it can be attained only by pushing out capital instead

20 Robert A. Mundell, “The Appropriate Use of Monetary and Fiscal Policy for
Internal and External Stability,” IMF Staff Papers, March 1962, pp. 70-77.
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of by deteriorating the current account. It may be decided to focus
both monetary and fiscal policy on the domestic inflation, mean-
while allowing unwanted foreign exchange reserves to pile up.
Then an interest rate target holds out no advantage over a money
supply target. But in the opposite case, a recession accompanied by a
payments deficit, it will be important to end the outflow o reserves
quickly so that expansionary domestic policy can go forward. An
interest rate target then again has the advantage.

A rough estimate of the frequency of policy conflicts of the two
types can be obtained with the help of the data employed earlier.
A conflict may be considered to be present when a balance of >ayments
surplus coincides with a price increase that is above averaye for the
period, and when a payments deficit coincides with a pric: increase
below average. In the absence of unemployment data for most
countries, variations in the rate of price increase probably are not a
bad indicator of cyclical conditions. Other interpretation;; of what
constitutes a policy conflict could of course be chosen even while
focusing only on price and balance of payments data. Caanges in
the rate of price movements, possibly foreshadowing cyclical turns,
might be more indicative of what policy makers are concerned about
than the actual rate of price increase. Changes in the magnitude of a
payments imbalance, also possibly foreshadowing a reversal, may
be more important than the presence simply of a surplus or deficit.
Payments imbalances, moreover, may mean different things to
policy makers depending on whether they occur on current or capital
account, whereas in the data here employed they are measured
simply by a change in international reserves. Small surplus:s may be
preferred to precise balance. Finally, the need to rely on annual
data undoubtedly limits their significance. The results are neverthe-
less not without interest.

Out of a total of 509 observations, 231 or 45.4 % represent:d conflict
of objectives, as here defined. Among less developed :ountries,
the proportion was 42.3 %, among developed, 50 . Details appear in
Table 2. The difference between developed and less developed
countries is significant at the 10%; level, tested against the hypothesis
that price movements and balance of payments conditions are
randomly associated.

The case of “no conflict” is related, although not unambiguously,
to endogenous instability, provoked by destabilizing domestic

84-340 O - 68 - 4
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Table 2
No Conflict Conflict
Prices 4+ Prices — Prices + Prices —
Reserves — Reserves 4+ Total Reserves 4+ Reserves — Total

Developed

countries 33 69 102 61 41 102
Underdeveloped

countries 86 90 176 ﬁ 67 129
Total 119 159 278 123 108 231
Legend:
58 countries for, in most cases, 9 years, 1953-62
Prices + = P/P > P[P Prices — = P/P < P[P
Reserves + = AR > 0 Reserves — = AR < 0

monetary and fiscal policies. It contrasts in this respect with the
“conflict” case reflecting imported inflation or deflation. The evidence
of the present very simple test does not make it possible to generalize
on the relative importance of the two cases, except perhaps that
conflict seems to be more frequent for developed countries within
this sample and period. The data are quite unambiguous, however,
in demonstrating that conflict cases are in no way exceptional for
the countries and the period of the sample.

It can be shown, moreover, that the frequency of policy conflict
is likely to mount the closer countries come to success in their
attempts at maintaining overall equilibrium. The simultaneous
attainment of full employment and payments balance is likely to be a
relatively infrequent event. But if either is achieved, anything then
done to reach the second will tend to undo the first. Since the interest
target is preferable in conflict situations, evolution toward greater
world stability, as well, of course, as toward greater international
mobility of capital, will strengthen the case for the interest strategy.

APPENDIX

Sources of Data

International Financial Statistics, International Monetary Fund;
Yearbook of National Income Statistics, United Nations; various
country sources.
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Selection of Data

Countries were selected exclusively on the basis of aveilability of
data, the most restrictive criterion being interest rates. ‘The period
beginning in 1959 appeared optimal in view of the desirability of
disposing of five years’ prior price data without disturbz nces going
back to the Korea period. Data for the five years 1959--1963 were
pooled, providing a total of 215 observations.

Adjustments

Income data represent GNP in all but a few cases where NNP or
national income only were available. GNP was estimated in these
cases.

Per capita income was stated in logarithms, to minimi;:e the effect
of extreme values. Alternative experiments with a linear form gave
somewhat inferior results. Per capita incomes were cor.verted into
dollars and were adjusted by a purchasing power factor, derived
from Paul Rosenstein-Rodan, ‘*‘International Aid for Under-
developed Countries,” Review of Economics and Statistics, May
1961, pp. 107-138. In cases of multiple exchange rates, the highest
official rate was used except where this was clearly unrealistic.
Experiments without the purchasing power adjustment gave some-
what inferior results.

Money and all its components as well as claims on the private
sector and total assets of the banking system were taken from IFS,
freely translating “quasi-money” as “‘time deposits.” The heterogene-
ity of these data probably is higher than of the naticnal income
accounts, reflecting the differences in national monetary institutions.
Omission from M, of important intermediaries, such as savings
and loan associations in the United States, following domestic
practice, is a serious shortcoming. Money supply was tal:en as of the
end of the year to reduce feedback upon per capita income. The
per capita income variable was not lagged because in an inflationary
situation this would lead to severe distortions.

Price changes represent average annual changes for the five years
preceding the date of the dependent variable, as a proxy for “in-
flationary climate.” Contemporaneous price changes, aside from
being very unstable, are likely to be significantly affected by feed-
back from changes in money supply. The cost of living index was
used wherever available.
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Interest rates are government bond rates wherever available;
in a few cases discount rates or call money rates had to be used.
Since the effect of inflation on money/income ratios is separately
accounted for, its linear influence on interest rates was removed,
providing an approximation to a “real” interest rate. A one-year
lag was employed to reduce the feedback of money on interest rates.

France

Countries
Australia Germany Peru
Austria Greece Philippines
Belgium Iceland Portugal
Brazil India South Africa
Burma Ireland Sweden
Canada Israel Switzerland
Ceylon Japan Syria
Chile Korea Thailand
China Mexico Turkey
Colombia Netherlands ~ United Arab Republic
Denmark New Zealand  United Kingdom
Ecuador Nicaragua United States of America
El Salvador ~ Norway Uruguay
Finland Pakistan Venezuela
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Chairman Proxaire. Thank you, Mr. Wallich. I want to commend
all three of you gentlemen for a superlative performanc:. I am sure
you understand that, for Members of Congress, this is not an area in
which we are expert. Some of us know a little bit abous it, some of
us know a little less. But you have certainly given us, I think, a won-
derful picture of the tremendous complications involvad here and
some very helpful caveats.

I might point out here that although all of us have the greatest re-
spect, approaching almost reverence for Henry Reuss, 1e 1s a ver
fine person and a kind of expert in these areas, he did not set forth
the view of the committee when he set forth the seven exceptions. That
was his idea, not ours. The committee’s position is without, these ex-
ceptions. ‘

I would agree with you that if you ran these exceptions, as Governor
Maisel and Congressman Reuss would advise us, you night as well
throw the whole thing out. You do not have any rule at all, just ex-
ceptions that give the Federal Reserve Board discretion to operate
as they wish.

1 would like to call your attention to what you gentlemen who have
indicated are, after all, mistakes, and your assurance we :re not going
to make mistakes like that in the future. Since 1960 or sc, the Federal
Reserve Board has made what appear to be, in hindsight, three very
serious and conspicuous mistakes. In the period of 1962, at a time
when we had relatively low economic activity and relati-rely high un-
employment, the Federal Reserve Board increased the rioney supply
almost not at all. It was almost stable. I am looking now at the money
credit and security market section on page 29 of the April 1968
Economic Indicators.

(Page of Economic Indicators referred to follows:)
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MONEY, CREDIT, AND SECURITY MARKETS
MONEY SUPPLY

The seasonally adjusted money supply rose $0.9 billion in March after remaining unchanged in February. Time
deposits increased $1.6 billion, sligfﬂy more than the February increase.
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Chairman Proxuire. Then, later on, in 1965, and there was a rapid
increase in the money supply and this coincided with a whole series of
great stimulating elements in the economy, as you recall. It was in the
beginning of the Vietnam escalation, there were two massive tax reduc-
tions, an unprecedented record of business investment in plant and
equipment, so that the money supply increased at a time when the
economy was expanding rapidly.

Perhaps the most conspicuous example of what seems to be in error
is what happened last year when we seemed to be suffering from serious
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inflation and during one point, the Federal Reserve pumped money
Into the economy at an annual rate of 10 or 11 percent.

In hindsight, it seems we would have been far better off to have
followed the prescription the Joint Economic Committee, as a com-
mittee, recommended, that we fall within the band of 3 to 5 percent
or so, or 2 to 4, depending on whether you are a Republican or Demo-
crat, and try to have a fairly stable kind of monetary policy. This
would not have put the handcuffs on in the sense that they could not
vary ; there is a considerable difference between 2 percent on the one
hand, and 4 percent on the other, between 3 percent anl 5 percent.

But it does suggest that we might have followed a inore moderate
monetary policy which, in hindsight, might have been better. What
Is your answer to that?

Mr. CraNDLER. I would like to speak about the—I dc¢ not remember
the 1962 episode as well as I should, but I would like to speak about
1965 and 1967.

With the benefit of hindsight, the restrictive policy by the Federal
Reserve was several months too late. That discount rae increase and
some tightening up on unborrowed reserves should have been initiated
some weeks earlier and should have been progressing: more rapidl
toward restriction. However, I think one needs to reme nber that until
the latter part of 1965, there was an unemployment rate of around
5 percent, and there was a great deal of adverse reacticn to the initia-
tion of the tightened money policy when it was initiatad.

My guess is that this was a mistake. They did not tighten it quickly
enough. But my guess is that a major reason for that was that no one
knew at the time how rapidly the defense expenditure:; were going to
rise.

It is my impression that not only the Federal Reserve, but even
this committee was not fully informed as to how quickly and how
rapidly Government expenditures would rise, and tht that made a
great deal of difference.

With respect to 1967——

Chairman ProxMIre. You see, what T am getting at is that this is
part of the whole problem. We were able to predict that. We may be
able to predict these things a little more in the future, bat if the admin-
istration had been completely frank and given us the defense indicators,
we would have been better informed. I am not sure we vrould have been
well-enough informed to have made a different kind of policy judg-
ment. But as Professor Wallich so well indicates, the problem is one
of considerable lags. You initiate a money policy in which you think
you are going to try to follow policies to increase money supply be-
cause you think the economy needs the stimulation this would warrant.
This does not have an effect for several months. The paper of Dr. Wal-
lich indicates from 3 to 22 months, but he says you can turn the econ-
omy around if you take drastic action in 6 months.

The Bureau of Economic Research has made what I think is a com-
petent and objective study, that indicates forecasts for more than 6
months to the economy are poor, no matter who makes them. This
seems to me the heart of it. If you gentlemen can convince us that you
can forecast pretty accurately what is going to happer for a year or a
year and a half or two years in advance, then T think there is no ques-
tion that we should just leave it to the discretion of the Federal Reserve



52

Board completely and let them do what they wish to with the money
supply. But if this cannot be forecast accurately, it would seem to me
to make sense to have a policy which would provide for a fairly regular
and moderate expansion of money supply.

Mr. Cuaxnprer. It should be noted that the problem of lags also
exists in the case of a steadily increasing money supply. For example,
suppose that a boom ends, investment demand falls off. If one does
not use fiscal policy at that point for a stimulus, note the length of time
before there is any significant stimulus from the monetary section.
You have to wait for the very slow rate of increase of the money supply,
plus a fall in the level of the income, to buying a decrease of interest
rates and greater availability of money. And the lag also applies in
this case, except that it starts at a later time than it presumably would
under a discretionary policy.

Chairman Proxmire. This is on the assumption that we say you
should have a fixed 3 or 4 percent of the increased money supply. I
would not argue, certainly, with widening the band. But I think the
thrust of our position has been that there should be an increase. It is
hard to argue that in the kind of economy that we expect in the future
you should at any time have a decrease, but that you can have a rather
large increase in the money supply, or a rather mild one.

After all, a 6 percent increase in the money supply over a year’s
period has not happened very often in our history. It happened last
year at the time it should not have happened, in the view of many peo-
ple. But it is not very often that you can go back and find a money in-
crease of this size.

Professor WaLLIicn ¢

Mr. Warnics. I think it is fair to say that what today loom as
the obvious mistakes of the Federal Reserve are not as obvious as
they seem. In other words, the type of mistake that the Fed makes
is not the sort of mistake that I would be making if I came to this
hearing on the wrong day, an obvious error. It 1s more nearly like
an investment adviser guessing wrong on the way the market moves
or failing to pick Xerox or IBM. It is a high-grade mistake that is
almost certain to happen to some extent. Perfection such as we demand
in the light of hindsight is simply impossible. The question is how
badly will the results of a fiscal rule depart from perfection? In my
judgment, more.

In terms of the particular example you cited, Mr. Chairman, 1962
called for expansive policy. The reason 1t was not done was the balance
of payments. We would have had to be prepared to pay our large
amounts of gold or go off gold had we been trying to expand mone-
tarily very sharply. We have certain principles about the mix of fiscal
and monetary poﬁcy. When there is unemployment, and a payments
deficit simultaneously, the proper mix—I know this committee has
heard this many times—is tight money and easy budgets. It was as
much a failure of fiscal policy as of monetary policy to do the right
thing at that time, although I think basically, our fiscal policies were
not bad at that time, either.

In 1965, it is evident the Fed acted too late, with the long lag to
which monetary policy is subject. But recall, this does not excuse dis-
cretion, but it excuses the Fed—their first step in raising the discount
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rate in 1965, December, was very ill-received. They acted too late, not
too early, as many of us said at that time.

In 1967, their reason

Senator Proxarire. All of us could have been wrong in 1965, I think
I was one of those who criticized them. I think I was wroag. In hind-
sight, though, I say reflecting on what would have been th 3%est policy
over the past several years, it might have been better if taey had had
the guideline.

Mr. Warricu. We would have been better off had not 1 stable rule
gotten us into this ditch before. I think this is very likely-.

Now, 1967 is a case in point. The demand for money chi.nged. After
many years in which corporate treasurers were proud of not having a
cent too much nor uninvested, it became fashionable in :.967 to have
money for 5 years to spare. They all rushed out and borrowed. This
demand for money could not have been accommodated by the rule.
Had the rule been followed in 1967, I feel fairly confident that the
mini-recession would have become a normal recession.

Mr. Mobicriant. I would like to really indicate full agreement with
Mr. Wallich on his explanation of the three episodes; 1962 is within the
period to which I referred in my testimony when I spoke of the conflict
of goals between the balance of payment and domestic employment
and how the Federal Reserve had chosen the balance of payments. The
explanation in fact for that behavior is visible from the very same
chart you have, if you will turn to the chart which gives the bond yields
and interest rates. You will observe that in 1962, despite :he fact that
money supply was not rising, interest rates were stabl: or flexing.
If you will look particularly at the treasury bill rate, it was in fact
quite stable and some of the other rates were rather flexing. And the
balance-of-payments situation essentially as interpreted by the Federal
Reserve required that short-term interest rates preferasly rise, but
certainly should not fall. Now, you see, if you have a stable pattern
or a slightly declining pattern with a constant money sug ply, you can
see you would have declining short-term interest rates with an expan-
sive monetary policy. They just did not feel it was appropriate. I think
it is quite clear that during the period of the 1960’s, until the tax cut,
the Federal Reserve Bank was concerned that the short-term rate
would not decline, and should move up whenever poisible. So as
the demand expanded, they used part of the pressure to raise rates.
This is the type of situation to which I referred earlier where it would
have been helpful if the conflict between goals would hac. come out in
the open that we could not, relying just on monetary policy both
maintain the dollar as the reserve currency of the world by avoiding
a balance-of-payments crisis, and pursue the goal of high- evel employ-
ment. The conflict might have been partly resolved only through an
expansionary fiscal policy. I think the administration was in favor
of a tax cut earlier and I think Congress delayed in passing a tax cut.
Tt took the death of the President to get through a tax cat. If we had
acted quickly, we would have been able to have a more rapidly ex-
panding money supply, without risking a deterioration 11 the balance
of payments.

As for 1966, I think on the whole, the tight policy of 1966 was
exactly what was required under the circumstances. And the rapid
expansion of 1967, I completely agree with Professor- Wallich, was a
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good piece of statesmanship. I think they handled it quite well. We
had the beginning of a contraction. I am sure that with the GNP
falling in real terms in the first quarter of 1967, and long-term interest
rates rising, verﬁ few people would really have advocated then that
the increase in the money supply be kept to some 2- or 3-percent rate
oreven4.

Senator Proxmire. In hindsight, you say it would have been wise,
but that is another story.

My time is up. I yield to Senator Miller.

Senator MiLLer. Thank you, Mr. Chairman.

Professor Wallich, in your statement evaluating the rule proposed
by Dr. Friedman, you say that the rule rests upon a statistical and
theoretical finding, that the rate of growth of money supply and the
level of economic activity are closely related. What do we mean by
level of economic activity? Are we talking about gross national prod-
uct, for example? Are we talking about other factors in the economy?
Could you elaborate on that ?

Mr. Warurch. Yes, Senator. I personally would take gross national
product as the best indicator. I would want to shade that judgment
possibly by looking at the production index. We have had periods
where GNP rose and the production index remained constant. That
has to do with the growth of services while there was stagnation in
manufacturing. That means unemployment in manufacturing and
that is a consideration of great seriousness.

Now, the standard way, as I am sure you know, of defining when ac-
tivity in general is rising or falling is to take the National Bureau of
Economic Research’s turning points. This great body of experts, long
after the event, tells us that indeed there was a turning point in Au-
gust 1957, and I think there was a turning point in February 1961.
These things can only be defined after all the series are in. So it is
completely right that contemporaneously, we do not see what happens.
We see only with a lag whether we are turning the corner on the upside
or the downside.

Senator MiLLER. But you can get about a 3-month indicator on the
increase or the decrease in GNP ?

Mr. WarricH. Yes. In fact, you can do even better than that. The
GNP being published quarterly, we usually have some data from the
first 2 months and the major series that go into the GNP, like retail
sales, are early available on a flash basis. The Federal Reserve produc-
tion index is available monthly. Some series—steel, autos—are avail-
able every week or every 10 days so that we have a pretty good fix
on which way things are going in a broad sense.

Senator MiLLer. When we talk about GNP, I assume for this purpose
that you are referring to real dollar GNP and not inflated dollar GNP ?

Mr. WarrLicH. That is an important question, because in an infla-
tionary period such as we have had, dollar GNP may be rising and
real GNP may be falling. By one test we may have had a minireces-
sion in 1967; by another test, we may not. This distinction exists and
it is easy and dangerous to fudge it.

Senator MiLLer. You would be more inclined to look at the real
dollar GNP rather than the inflated dollar GNP, would you not?

Mr. Warricn. Yes, sir; and I also would look at the rate of unem-
ployment and plant excess capacity. For instance, if for some reason,
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real GNP leveled off and unemployment did not rise ¢s one would
expect it to do as the labor force grew, then I would conclude that the
labor market for some reason had remained tight and that there was
less room for compensatory expansion than one would have hoped
there to be. And the same is true of utilization rates in menufacturing.

If, for instance, as at the present time, unemploymeat is low but
utilization rates are high, there is some indication that the economy is
off balance. We ought to be able to utilize plant and equipment better
without putting a %igger strain on labor markets than we are already
putting.

Senator MILLER. Getting back to this economic activity again and
GNP, I think you were here one time when the committee went into
this feature of it. I believe there was a conclusion on tlie part of the
panel appearing before us that GNP—that is, just plain dollar GNP,
1s interesting, real dollar GN'P is much more important, and per capita
increased real dollar GNP is even more important.

Mr. WarvicH. That is certainly true, Senator. If we try to measure
the growth of welfare, since welfare relates to the individual, we have
to look at per capita GNP in real terms, not in inflated dollar terms.

When we look at the business cycle and ask ourselves, should money
be eased or tightened, then we are dealing with total (:NP. There I
would add the qualifications that we have already talked about.

Senator MiLLer, Might we go a step further and say that of even
greater interest than real dollar increased GNP per cajital would be
that figure coupled with the real dollar increased per cagita debt. I am
talking about, now, all kinds of debt—National, gbate, irdividual, and

rivate.

P Mr. WarLicH. Debt can become a very serious problem when it be-
comes excessive. I think it quite evidently became excessive for some
families in 1967, when interest rates rose high, when it became hard
to get mortgages, and people who, for instance, had to refinance for
some reason just were unagle to do this. It just froze tliem into their
existing home if they did not own their home outright and could not
sell it for cash and buy another home.

Debt in the aggregate for the economy as a whole worries me less.
I think we are in reasonably good shape there, among other things,
for an unfortunate reason : the inflation 1s reducing the b arden of debt.
This year, the Government took about 4 percent off the F :deral debt b
inflating the price level by 4 percent. This is not a policy I recommend,
but one has to recognize that is the result. So I would focus the debt
problem principally on the individual households that wre hit in par-
ticular periods Ey inability to refinance their debt, to pay off their debt,
and to incur new debt.

Senator MiLLER. So looking at the debt side of the picture, you
would be more interested in the private sector of the debt and the
increase therein than in the public sector of the debt?

Mr. Warrics. That is certainly true even in the aggregate; not just
speaking of households but looking at the total private sector. What
has happened is that the private sector has greatly increased its in-
debtedness relative to the income base from which it must service that
debt. The same happens to be true of States and municipalities. It is
not true of business and it is least true of the Federal Government. It
is the consumer, the homeowner, who has most heavily gone into debt.
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This can become a problem for those who have gone farthest in that
direction.

Senator MiLLer. I recently did a little research and I found that
over the last 7 years, 1961 through 1967, we had a very dramatic in-
crease in our gross national product; as I recall, in the neighborhood
of $250 billion. But then I found that during the same period of
time, we had an even more dramatic increase 1n total debt, Federal,
State, local, and private, amounting to around $500 billion. When
one realizes that much of that debt would be reflected in turn in pur-
chases going into the GNP increase, assuming the general accuracy
of my figures there, Professor, would that not indicate to you that
GNP, without taking into account the debt increase, is a rather soft
basis for reaching economic conclusions?

Mr. WarricH. I think, Senator, there is a longrun relationship of
debt to GNP that is a little below 2 to 1. Since 1929, that relation-
ship has been going, I think, at an average ratio of 1.85 of debt to
GNP. But it is certainly clear that debt can become burdensome for
particular people and sectors and most particularly, there is a danger
that debt can be financed badly. If debt is too heavily financed by
the banking system, then too much money is created. Excess money
causes inflation. And if we allow increases in debt to be excessively
financed by the banking system, and excessive means that more 1s
created than the amount of money that ought to be created annually,
then we have nothing to expect but inflation.

Senator MiLLer. My time is up. I would like to go into that with
you in = little more detail. But I would just like to footnote this last
question.

Do you think that ratio of 1.85 of debt to 1 of increased GNP
is a healthy ratio? Why should it not be 1 to 1, or even less than 1 to 1¢

Mr. WarrLica. Well, it depends on the amount of investment that
the economy needs. After all, for everybody who goes into debt, there
is somebody else who wants to save money. Now, savings need to be
invested ; otherwise, money is withdrawn from the income stream and
jobs are lost. Therefore, every time somebody saves a dollar, somebody
else, or maybe himself, needs to invest a dollar. I would not want to
discourage borrowing in the face of a high rate of saving. Our prob-
lem, I think, is to prevent excesses to make sure that particular sectors,
particular firms, households, do not go beyond their debt capacity.

Senator MiLLEr. Thank you very much.

Chairman ProxMIire. Mrs. Griffiths ?

Representative Grirriras. Thank you, Mr. Chairman.

May I ask you, each or any of you. Do you really think this country
can survive full employment merely with the use of monetary and fiscal
policy ? Survive?

Mr, MopicLiant. What do you mean by survive?

Representative Grirrrras. Well, we would not have to take some
sort of drastic action in some other area, with full employment, just
by the use of fiscal

Mr. Warrica. The answer surely is “No,” Mrs. Griffiths.

Representative GrirriTHs. I agree. :

Mr. WarLica. One policy instrument among two, driving toward
fnll emnlovment. and the other seeking to achieve all our other objec-
tives—it. depends, of course, on what we mean by full employment.
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Representative Grrrrrras. I mean hunting up all these people—
those that the unemployment security people in all theso States are
now ignoring.

Mr. Wacrich. If by full employment, you mean that we really solve
the problem of these pockets of unemployment, knowing; that some
European countries did and go to a one-half of 1 percent unem-
ployment rate, then it is very clear that by trying to do the same we
would go up in rapid inflation. It does not help to say, let us use
fiscal policy to stop that inflation, because fiscal policy ard monetary
policy pull on the same string. They both work an aggregite demand.

There are no known instruments that really work that will accom-
plish what you would like to accomplish, short of tight controls on
prices and wages. I do not believe those will work in peacetime,
because it is basically the Congress that would feel the pressures to
break these contracts—and I think they would be broken.

Now, there is one piece of very cold comfort. If a 2-percent unem-
ployment rate is inflationary, we do not really have the cho ce of saying
let us accept that inflation. If the inflation is 3 percent, let us live
with it and if it is 8 pecent, let us live with it, too. There is every reason
to believe that this inflation would accelerate. At a 2-percer.t unemploy-
ment rate, labor will not be satisfied with a real wage iicrease of 3
percent, which productivity permits, but they may want, .et us say, 6.
The economy cannot give 6 percent. If wage settlement such as are now
made at a 6-percent rate, inflation will occur that reduces the nominal
6 back to a real 3 percent. When labor observes that, they will have to
add that inflation mnto the next wage demand and will ask for a higher
rate. That will give a still higher rate of inflation. In the. next round
thereafter, labor will again have to escalate its demand. Business, also
counting on inflation, will always be willing to grant it.

Representative Grirrrras. Because they are escalating, too. I ob-
served the other day one of the drug companies in this town on a 17-
percent increase in sales got a 61-percent increase in profii.

Mr. WarricH. Business can take care of itself. If labor asks for
7 percent instead of 3, business raises prices by 4. Labor asks for 11;
business takes care of that by moving inflation up yet again.

Representative Grirrrrms. Now, may I ask you, when we are talking
about stability and trying to create it in the economy with monetary
and fiscal controls, what we really are talking about is stasilizing it at
the status quo. If you could fight y\ur way into the economy stream,
we may accept you, but we are not going to do anything under our
stability policy that really puts any pressure on them to take in new
people. Is that not really right?

Mr. WarricH. The means to that, T think, are different. We have to
recognize that aggregate demand policy will only carry us so far. But
there isa vast range of other policies that we can pursue—job training,
inoreasing mobility, tax incentives to business. We have nct even begun
to scratch the surface of what can be done to reduce the equilibrium
level of unemployment.

Mr. MoprcLiaNt. I would like to comment. Mr Wallich aas used this
sort of mysterious sentence of equilibrium level of unamployment,
which is sort of economic jargon. What we ought to say is that we
should at all times aim at the lowest level of unemployment that is
consistent with stability, and at the same time try to lower that mini-
mum level that is consistent with stability.
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At any particular point in time, given the structure of the labor
market, I think it is sensible to suppose that there is some minimum
Jevel of unemployment that is achievable while maintaining relative
Erice stability—not absolute, but a reasonable amount of price sta-

ility, and no explosive developments. Just what it is, we do not
know precisely. We know it is less than five, probably less than four;
and are pretty sure at the present time that it 1s not less than three.

But in aiming at the lowest unemployment consistent with reason-
able price stability we should remember that what matters is not
just level, it is also how we get there. I believe the problem we are
facing now, where we seem to be running into an inflationary spiral
at something over 3.5 percent unemployment is that we have been
approaching it too rapidly. In 1966, when we were already at the 4-per-
cent level we kept pushing rather hard. I think as you approach this
lower boundary, you have to approach it very slowly to maintain sta-
bility. But beyond that, I think it is absolutely clear that we should
aim at lowering that minimum figure. I do not see why, at some point,
it should not be as low as two and a half. But it takes some programs,
particularly training programs and anything the Congress could do
in this direction would be a great help in the long run.

Representative Grirrrras. Do you think the proposed tax and ex-
penditure cut policy is recessionary and if so, how much?

Mr. CaanprEr. I certainly would not expect it to be recessionary.
It might take some of the inflationary steam out of the economy. But
given the rate of increase of expenditures and the rate of increase of
prices at the present time, surely an increase of taxes by $10 billion and
a cut in expenditures of $4 billion would not put us in a recessionary
situation. My own estimate is that we would still be in an inflationary
situation.

Representative Grirrrras. How much do you think it would require
to make it recessionary?

Mr. Cuanprer. At least $20 billion at the present time, I would say.

Representative Grirrrras. May I ask you, suppose we take a prac-
tical problem. Suppose 15,000 poor people showed up here and we
decide that, well, we will not cut into any other program, but we will
make the money available to train these people and we will see to it
that they are hired ; by the Government, if necessary, but hired. What
do you think the effect of this would be upon the economy? Because
it is going to cost money to train them. You are going to have to spend
money to train them.

Mr. WarLicu. Mrs. Griffiths, we do have a precedent for this. That
is the WPA, which some of us remember. The experience was at least
minimal in the sense that it gave these people an income. It did not
give them pride in their jobs, it did not produce anything worthwhile.
It turned out that the Government as an employer of last resort is not
a very efficient employer.

I really think it would be better to give these people the money,
say via a negative income tax, then let them scout around to see 1if
they can earn some money for doing real work on top of that.

Mr. Mopreriant. I would like to comment by saying that there is a
question of priority within expenditures. I would agree with you
that the training of people who want to be trained and are trainable
is, in my view, the highest priority. But I think there are many pro-
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grams that could be cut and I think everybody is familiar with what
these programs are—supersonic jet and other things of this kind,
and some fat in the defense expenditure. I feel that we should cut those
expenditure programs and really look at these training programs and
some of the other poverty programs as highest priority items which
shlould be regarded as absolutely untouchable and s:rounge else-
where.

Representative Grirrrras. I want to thank you. M/ time is up.
But I think that we spend a lot of our time trying tc stabilize the
economy that stabilizes a lot of people out of the mainstream of the
economy. This really worries me. I do not think we can ask for sta-
bility only. I think this is American and we have to pull these people
into this economy.’

Mr. CaanDLER. May I make one comment on this?

Chairman Proxare. Yes, Mr. Chandler.

Mr. CHANDLER. I certainly agree with the point of view you are
expressing and also the views of my colleague, Professcr Modigliani.
It seems to me that a stabilizing fiscal and monetary policy, even if
we had complete and accurate control of aggregate demand, is not
enough in the American economy. We have to find ways of improv-
ing the performance of both output markets and labor markets in
terms of their response to whatever we do to aggregate demand. We
need retraining programs. We need rehabilitation programs. We need
to knock down all sorts of barriers to freedom of movement and entry
in order to get a more favorable response to whatever the monetary
and fiscal policy may be. It would be absolutely marvelous if the
markets were purely competitive markets, with high d:grees of mo-
bility, and so on, that a lot of us like to think of in perf:ctly competi-
tive systems. But we do not have them. This is one of the reasons we
hgve serious trade-off problems that Professor Wallich was talking
about.

Representative GrirriTHs. Of course, we stabilize ovt a whole lot
of people, but no matter what we do, we are not going o touch those
who are highly organized or those who are in a monopoly. Those pro-
grams are not going to touch these things.

Mr. WarrLicn. On the boards of companies where I serve this is a
No. 1 discussion topic. One encouraging thing is that there seems to
be known ways of accomplishing this retreading of people. It is not
that one is in front of a blank wall. The personnel experts can tell
us it will take this, that, and the other, there will be an attrition ratio
of so much, the total cost of the program will be such. If the organiza-
tion will underwrite this, it is possible to bring into the organization
so and so many blacks.

Representative Grirrrriis. Thank you very much, all of you. Thank
you. It was excellent.

Chairman Prox»ure. Senator Jordan?

Senator Joropan. Thank you.

I want to commend all of you for your constructive statements and
the colloquy you have had with the members of the committee, which
has been very instructive to me.

I am going to direct a question to the entire panel end I will call
on you, each one, in the order in which you have jpresented your
statements. I am concerned about where we go from here with respect
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to current policy. True, we have had an increase in gross national
product of some $20 billion in the first quarter of this year, which
mcludes about 4 percent inflation. We hear in many quarters that the
economy is overheated, and we have to take some steps to cool it down.
Yet, I would submit that there are some segments of the economy
which are not overheated.

I come from an agricultural State. Farm parity prices are the lowest
they have been since farm parity prices were introduced way back in
the depression years. I had a call from a very substantial farmer in
my State the other day. I think his farmland, his machinery, and
storage facilities would be worth in the neighborhood of a million
dollars. He has a $300,000 operating loan at the bank and he pays
814 percent interest.

He says, I have not paid any income tax for the past 4 years out of 5.
He said, please plead with Mr. Martin of the Federal Reserve Board
to reduce interest rates and to put as much emphasis as is necessary
on fiscal restraint by increasing income tax or surtax or what have you,
because, he said, I am not paying any income tax—the interest rate is
driving me out of business.

So I would ask you what do you see as the most prudent monetary
policy to relieve the current inflationary pressure? You may make
whatever assumptions you like about fiscal policy.

I will call first upon Professor Chandler.

Mr. Cuanprer. We have really reached a dangerous state in the
country in terms of price expectations. In 1965, we were in a rather
fortunate position in that prices had been pretty stable since about
1958 and not too many people were worried about price increases. Now,
as a result of the price increases we have had for nearly 3 years, the
expectational situation is extremely dangerous. You see it built into
the new wage contracts, you see it built into forward pricing of prod-
ucts and so. I feel something has to be done to slow down the run-
away behavior of expectations.

My own feeling is that in the absence of fiscal restrictions, the Fed-
eral Reserve simply cannot relax its restrictive policy and it might
even have to go farther in the direction of restriction. I would much
prefer to see some effective restrictive fiscal action taken so we could
live with a somewhat lower level of interest rates. I do not think the
present level of interest rates and the present level of reliance on mone-
tary restriction is conductive to growth of the economy.

T think you have eloquently indicated some of the differences in the
impact of restrictive fiscal policies as compared with monetary policies.

Senator Jorvan. I will add one question to it and ask you to com-
ment on this, Professor Chandler.

What fiscal restraint would you recommend to go along with the
present monetary policy ?

Mr. Cranprer. I would hope that the gentlemen in Congress would
continue to look for expenditures that can be cut with little loss to
the country as a whole. T would hope that you would keep in mind,
however, a sense of priorities about expenditures and not cut back
the ones that are, as Mr. Modigliani said, of the highest priority.

I would prefer heavy reliance on tax increases, especially personal
and corporate income taxes.

Senator Jorpan. Mr. Modigliani?
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Mr. Moprcriant. I think I fundamentally agree with what Professor
Chandler has said. The high level of interest rates we have reached now
reflect a combination of causes. They reflect a very expansionary fiscal
policy. These expenditures were not accompanied by ccrresponding
increases in revenue. It reflects to some extent expectation of rising
prices which typically do lead to higher interest rates, be:ause people
essentially are willing to borrow at higher rates if they expect to gain
from the increases in the prices of the things they buy, >r the plant
they buy while it is being used.

There are also other factors, however, that contribute to the high
interest rates, and I think perhaps people should be mcre aware of
it. I believe that one of the forces that has led to higher interest
rates are fiscal incentives such as the investment credit. The invest-
ment, credit makes it more profitable for firms to acquirs equipment,
and they are, therefore, willing to pay a higher interest rate because
of this higher profitability.

If one were really concerned with trying to reduce interest rates,
and I think there is some point to that, one might want t> look at the
possibility of eliminating some of the incentives that now exist for
borrowing at higher rates. In the short run, the tightering of fiscal
policy would contribute toward making it possible to ¢t least have
no further escalation of interest rates and possibly, by reducing ex-
pectations, by changing the mood, to also reduce interest rates.

After all, we do know that every time Congress seems to be close
to passing a tax bill, the bond market responds by higher bond prices,
lower interest rates. So I think that step would be a he pful step in
that direction. Needless to say, I think it is important to ict very fast,
because the Federal Reserve has been in some sense holding its horses
hoping for such passage. And at some point, it just wil. not be able
to ?101 any longer. So I think time is of the essence, and those steps
are not so easily retraceable. So I hope the tax increase will be passed
very fast.

enator Jorpan. And you, too, would go along for seluctive cuts in
spending ?

Mr. Mobieriant. Oh, absolutely.

Senator Jorpan. Thank you.

Professor Wallich ¢

Mr. Warricu. Senator Jordan, I agree with what my predecessors
have said and would say very brieﬁy, high interest rates ar very largely
due to inflation. I would favor as low interest rates as we can get con-
sistent with economic stability. If the Government will s:op inflating,
interest rates will be a lot lower. As a mild consolation to the farmer
who seems to be caught wearing these two millstones, there is the
possibility that on the debt he already owes, the true interest rate is
substantially reduced by inflation. A four percent price increase means
that the rea{ value of his debt in purchasing power is that much less.
That does not help him very much, however, if the value of the
things he produces is not going up.

Tt is also possible that the value of the real estate he cwns is going
up. That would be a compensation.

Senator Jorpan. That has been his only salvation so far. But if he
does not sell, he does not realize a capital gain, and he c'oes not wish
to sell his property.

94-340—68——5
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Mr. Warrics. It gives him no cash and his dilemma of paying &
percent or 814 percent at low farm prices remains unchanged.

Senator Jorban. What fiscal restraint would you recommend at
this time, Professor Wallich ¢ _

Mr. Warricr. I would go for a tax increase plus expenditure cuts.
My preferred tax increase is not a surcharge, but an across-the-board
increase. The reason for that is that we always try to mix economic
reform or economic equity with a tax change. That is why we get
hung up on accomplishing it. If we instituted once and for all a rule
that when taxes need to be raised, they are raised across-the-board,
and when they need to be lowered, they are lowered across-the-board,
then we have removed the distributional effect, the impact on the
upper and lower income brackets. I think these changes will go
through the Congress with much less difficulty than they do now.

As far as expenditure cuts ave concerned, everybody has his priori-
ties. My colleague, Professor Modigliani, mentioned the SST. Surely,
that looks like a very useless expenditure now. We do not know 10
years from now how we are going to feel about it. We may now feel
In our balance of payments the failure to make certain R. & D. ex-
penditures 10 and 20 years ago that now would be giving us an income.

I would go slow on cutting things that will improve the balance
of payments 10 years from now.

enator Jornan. Instead of being selective, could you give us a
percentage of cut that you think would be a good target ¢

Mr. Warnich. I could very easily, Senator, generate $6 billion—I
cannot do it in percents, but I ean do it in billions.

Senator JorpaN. Yes.

Mr. Warrica. I could do it in billions and bring it up to six or
more. But I am not sufficiently unrealistic to think that some of the
programs that are deeply imbedded in our legislation or in our politi-
cal structure could easily be cut. When I look at the programs that I
think are cuttable, I have quite a hard time getting to 6 percent,

I just want to note that a civil service increase ranks as equally
important in our program at the margin as the poverty program.

Senator Jorban. Would you two gentlemen agree that $6 billion:
is a desirable target for cutting? Would you say more or less?

Mr. MopicrLiant, I would say $4 to $6 billion. I would think that:
would be quite adequate.

Senator Jorban. Professor Chandler?

Mr. CuanpLer. I would find it difficult to answer that without:
knowing which expenditures were going to be cut. If a major part
of it came out of the antipoverty program, I would not be happy. If
it came out of the supersonic program and perhaps nonessential mili-
flary expenditures and some things of that sort, I would be much.

appier.
gna.tor Jorpan. Thank you. My time is up.

Chairman Prox»rre. Congressman Moorﬁead?

Representative Moorueap. Thank you, Mr. Chairman. I would like-
to continue with Senator Jordan’s line of questioning.

My question is: Given the E)roposed package before the Ways and.
Means Committee of a $4 billion cut in expenditures plus approxi-
mately $10 billion increase in taxes and recognizing that there might.
be a better way, do you economists feel $14 billion is too much, not
enough, or just about right for our situation? May we hear from each
of you?
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Mr. Caanorer. I would say it is a minimum package and that if it
t%10% through, it probably will not be enough to permit us to have any-

ing like a sensational turnabout in levels of interest rutes. But as a
minimum it would probably head off the necessity for still higher
interest rates. I would like to see a larger package, but a’; this point, I
am willing to take anything I can get.

Representative MooruEap. Professor Modigliani ?

Mr. Mopteriant. Yes, I would agree that this is about the right
figure to shoot at at the moment. I do not think we can be £ny more pre-
cise at this time. As developments unfold, 6 months from now, we may
want to take a new look and see what the situation looks like then. )t
seems to me that at the moment, this figure is realistic. That is, it is
within feasibility. And I would rate urgency above being precise about
quantity. I think the first thing is to get it going.

One other comment. I would like to stress one point Professor
Chandler has made in his presentation, namely, the while we have
been concerned here with development of rules for the Federal Re-
serve, we should stress the great importance of a flexible fiscal policy
as a long-run program. In particular, I think the proposition—well,
some of the results of the study I have been undertaking rogether with
the Federal Reserve do confirm these long lags in monetary policy
and do suggest that monetary policy is not a good instrument for fine
tuning.

Repgresentative Moorueap. That monetary policy is not—-—

Mr. MobieLiaNt. A good policy for fine tuning. In other words,
there is a point in saying we would like to live in an environment in
which the tasks of monetary policy are to bring about only slow
changes, changes which result from”slow developments. But for the
fast developments such as sudden changes in expenditures or other
kinds of rapid changing conditions, fiscal policy is more suited.

I think one point that needs attention is the development of fiscal
tools which are flexible and also which have the correct expectational
aspect. You see, there is one problem. We have talked frequently about
the possibility of using temporary changes in the incoine tax; that
is, raise it and lower it temporarily.

These temporary changes have one trouble, that they have the
wrong expectational aspects. If the people know the tases are going
to be put up for just 8 or 6 months, chances are there would be little
change in their consumption because they would look forward to be-
ing able to recoup later. Therefore, I think attention should be given
to finding measures that have the right incentives. An example of
such a measure is a suspension of the investment credit Temporary
suspension of the investment credit has the effect of ercouraging a
postponement of spending until the credit has been reinstated.

Therefore, besides reducing expenditure by reducing income it also
reduces it by inducing a postponement to a time at which the higher
expenditure will be useful to support aggregate demand.

A similar provision can be made with respect to excise taxes. The
would have the right expectational characteristics and I think this
would be an excellent tool to add to our box of tools.

Mr. Wavrricu. These last two remarks of Professor Modigliani are
exactly those I wrote down here: Income tax changes do not operate
well on a temporary basis because people will cover the gap by
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borrowing when it is an increase and save the windfall when it is a
decrease in taxes; investment credit changes and excise taxes are the
things that cause postponement, precisely because at a later time, one
one will be able to buy more cheaply; or at a later time, it will cost
more when the tax was changed in the opposite direction.

As far as the effect of this package—I believe it is a 10-8—4 pack-
age—is concerned, T share the views of my colleagues. It will not stop
inflation, it will keep the situation from getting worse. What we
have learned about prospective business cycle developments in the
last month or so points toward strength in the economy in the second
half. The danger of overkill thus is Jess. We have to resign ourselves
to some continued inflation in the years 1969 and 1970 because we
are already building it into the wage structure by 6 or more percent
wage increases in 3-year contracts.

Representative Moorurap. I am very much interested in the excise
tax increase-decrease. Is there any way that this can be made to oper-
ate automatically, or does it have to be either by congressional action
or action by the Congress to delegate this power to the President or
some other agency?

Mr. Waritica. We have backed away largely from automatic de-
vices, Mr. Moorhead. In the early postwar period there was talk of
trigger mechanisms. If unemployment rises above 5 percent or if
inflation goes faster than 3 percent, certain actions are automatically
taken. We have seen evidence that most of these triggers would give
the wrong signals, just as I think the automatic monetary growth
rule would, in effect, be the wrong kind of automaticity. So we are
talking about discretion.

If it were not so completely unrealistic, I would say turn the whole
thing over to the Federal Reserve.

The President has shown that he may have reasons why it may
not be advisable for him to recommend a tax increase at certain
times. The Congress has shown that at certain times, as Mrs. Griffiths
says, a tax change goes through the Congress like a declaration of
war and other times it takes a year and a half. It is not a timely
instrument in the hands of either of these parties. If you could find
a good outside group to whom you could delegate this power, you
could prevail upon yourselves to give it up; it would be a good thing.

Representative Moorueap. I have a suggestion 1 would like to pro-
pose to you gentlemen. I think it is possible that Congress would
be willing to delegate the unpopular task of raising the taxes to the
President—but not the power to lower them, because a President in
seeking reelection would be sorely tempted to lower them just at the
right time to get the maximum political effect.

If we delegated the power to raise them, I think that the Congress
‘has learned the good economics and the good politics of cutting the
taxes, and I believe we could get that through the Congress in very
short order.

Do you think this would be a way of solving the dilemma ¢

Mr. Warrica. That is the first time I have heard this proposal,
Congressman. I am sorry that it did not originate in the private sector,
as it were. I think it is a very interesting proposal.

Representative Moorueap. I introduced a bill one time to give the
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President the power to raise taxes during the time thai Congress is
not in session. But I did not get too much support for it.

Mr. CaaxprLer. I would like to make a comment on a statement by
Professor Modigliani. He pointed out, I think quite proyerly, that an
income tax cut with a stated terminal date might not be ‘rery effective
because people would go ahead and spend. That wouldl argue very
strongly against a tax increase that would expire, say, on December 31
of this year. But I should not expect it to apply to a tax increase of
indefinite duration.

In other words, if the tax were put in and would stay there until
you gentlemen took action to take it off, I think you would avoid
the escape that Professor Modigliani indicated.

Mr. MopicriaNt. I would like to comment on one point I would not
agree on the idea of entrusting that power to the Federil Reserve. I
think 1t is to be entrusted to elected officials. I think if the President
makes the mistake of not raising taxes when they should be raised, he
should bear the blame. He can be defeated next time. Or.e hopes that
this is the way democracy works, that at least in the medium run, it
works.

I think it should be left to the Congress and to the President.

I think your idea that the President could raise taxes, I suppose this
is subject to the approval of Congress. I suppose Congress could dis-
approve, and, also, Congress could propose that the tax e cut, but it
could not be done by the President on his own authority. That is what
you are suggestin%?

Representative MooraEAD. Oh, yes.

Mr. Moprerraxi. This strikes me as quite possibly a very good device,
although there is something to be said for announcing 'n advance a
terminal date for this kind of tax and then, perhaps subject to some
conditions under which the termination would not be automatic or
something of the sort.

Representative MooruEAD. Of course, I would put a limit on the
amount that he could raise them. I am not sure what thut should be.

Mr. Mopicrrant. Oh, of course. He could choose within some limited
range.

Representative MooruEap. Take something like the Reorganization
Act, the Congress could disapprove it if he acted. But ovherwise, the
Congress would retain the complete power of cutting taxes.

Mr. WarricH. Could I add one thing ?

Representative MooruEAD. Yes.

Mr. Warrich. I think it is extremely important to put a terminal
date on this, even though I recognize that it reduces the offectiveness,
because if there is not, it is very likely that the supposedly temporary
tax becomes permanent, like the telep}zone taxes. This mechanism then
generates a gradual rise in the size of the public sector ihat was not
intended.

Representative MooruEAD. Thank you.

Chairman Proxmire. I would like to pursue that on the basis of the
same questioning that Congressman Moorhead was engaging in.

I agree on the terminal date. I would make the date about the day
after 1t was enacted, because I am against the tax increase entirely,
probably for the very interestin% arguments that you gentlemen have
properly made concerning it. You point out that a tax, an income
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tax, with a terminal date is less likely to havean effect on expenditures
and consumption by the taxpayer, for obvious reasons. This is a tax
that is (bemg imposed now, this $10 billion tax—$7 billion of it would
be on the individual taxpayer—that would expire within a year. Testi-
mony we have had heretofore has indicated that tax increases that we
have had in the past or tax changes we have had in the past have a
lag of 9 months. Some have argued a year or 2 years.

_Again, in view of the unpredictability, as we look at the international
situation, the Vietnam war, and so forth, it would seem to this Senator
that it is just a shot in the dark to impose a tax which is going to have
its effect probably in a year or so if at all, and although you gentlemen
seem quite sanguine on the notion that if you put a terminal date on
it it will expire at that time; I would disagree with you, because we
have had very few taxes that have expired at the time that they were
scheduled to?; s0. They are usually reenacted.

You are likely to have a situation, in my view, where you have in-
creasing unemployment, but also continuation of rising prices if we are
realistic about it, so it is going to be hard to get that tax repealed.

We all think it is easy to stop taxes or at Jeast to lower taxes, but 1
think if you will recall the last tax cut experience, in 1964, President
Iennedy struggled and fought and pleaded and tried to persuade the
Congress for 2 years before it was finally put into effect.

So that this whole—I do not want to get into an argument, of course,
on fiscal policy, because that is not our purpose here, except to express
the notion that I think it is a mistake to say we can rely on monetary
policy for the long-term effect and hope that we can have a fiscal policy
which is going to be more responsive to the immediate need.

That may be very good economics, but I think it is very bad politics.

Our experience has just indicated that we are not going to do it. We
are not going to put business on a yoyo with this investment credit. My
experience is that Congress has had 1t with that. We put it on, took it
off, put it on again. Congress does not want to fool around with that
any more. I cannot think of anything worse politically than to put an
excise tax on, take it off, put it on again. The small businessman does
not like it, the businessman reacts most violently to it. The consumer
does, too.

So this relying on tax increase for economic short-run effects I do
not think is very realistic.

Professor MopicriaNT. I think in terms of the lags you have referred
to, I think the studies we have been conducting do suggest that the lags
are not that long. Six months, yes, but there is some impact effect within
the first quarter and the effect builds up.

So that T don’t think one should be that pessimistic. Also I believe
that under the present circumstances, there is a psychological impact
which is extremely important. I think I would expect, in fact, that it
would have some immediate effects in the financial markets. That is one
of the things we seek. We do seek to put an end to the escalation of in-
terest rates with the danger this poses to some sectors of our economy,
such as the construction.

Chairman Proxmire. Let me pose the question a little more sharply
and specifically.

Supposing this package does go through, the $10 billion tax increase,
the $4 billion expenditure cut, et cetera. Mr. Chandler indicates he
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wanted a $20 billion package, and I take it he means a kigger tax in-
crease. I think we all recognize the pressure from the ba ance of pay-
mentsto maintaina tight monetary policy, maintain high :nterest rates.
Under these circumstances do you foresee the possibility ~hat the Fed-
eral Reserve Board could wisely follow the notion of easier monetary
policy, given the international situation, or will we not b constrained
to have, No. 1, tighter fiscal policy with the $14 billion package and
the continuation of a tight monetary policy to keep our capital here, or
attract capital from abroad ?

Mr. Mop1GLIANT. ‘A mix of the sort I have suggested would, I am
sure, be quite acceptable to the foreign central banks.

Chairman Proxmrre. They do not vote in this country.

Mr. Cuanprer. That is right. But if you are talking about the
balance-of-payments effects, the most severe part of that is the gold
problem. They do not like us to have high interest rates in this coun-
try because ofy the effects on their own domestic economies. They have
been pleading for a more restrictive fiscal policy here so t1at we would
not tend to draw funds away from them 1n the loan maikets.

So I would be quite sure that you would get cooperation from the
foreign central bankers even if the interest rates were lower. They
would welcome that.

Chairman Proxmire. They may welcome that, but would this help
our balance-of-payments situation? After all, 1f our interest rates
are lower here, would there not be a tendency for capitel not to flow
abroad or more capital to flow here?

Mr. CHANDLER. %‘his is true, but there may be no more gold
conversion.

Senator Proxaire. Less gold conversion. ,

Mr. Mobieriant. By the cooperation of the foreign cantral banks,
I think he means they would also come along with the easier monetary
policy.

If we stopped increasing or perhaps eased a little on oir long rates,
I think the foreign central banks would try to pursue a policy of the
same kind and this would not deteriorate our balance of payments.

Senator Proxmrre. They might try to, but our past ex-jerience with
them is that they tend to serve their own economic needs.

Mr. Mopreriant. This time I think there is a willingnoss to cooper-
ate and they have indicated a willingness to pursue an easier monetary
policy if we will let them, as it were.

Chairman ProxMmire. I am surprised none of you gentlemen have
espoused the position taken by Governor Robertson. He appeared
before the Senate Banking Committee last week. He said in his
view we should completely ignore the balance-of-payment s policy when
it comes to monetary policy. Our monetary policy should e completely
based on our domestic economy and the needs of the domestic economy.
He said you can ignore the balance of payments and do it with an in-
terest equalization tax and that is what we should do, that you cannot
solve both problems at the same time. If you do, you are going to have a
monetary policy that is going to conflict with your g(»mestic neecls
that are much more important ; there is going to be slow growth or you
need more growth and it is going to be Inflationary.

Mr. Mopreriant. I think you raised this international aspect, so I
was responding to you.
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I think I would agree with Governor Robertson to a point, that
there are devices we can use to insulate our economy. I do not think the
insulation is ever going to be complete. The interest equalization tax,
after all, is one that works on long-term bonds, on long-term instru-
ments.

Chairman Proxmire. Why not? Why can you not devise an inter-
est equalization tax that will work on everything? Whatever you
have to have, you provide that kind of tax.

Mr. MopieLiant. I would be very much in favor of the extension of
the interest equalization tax. I was an early proposer of that tax. I
think one could try, although problems get more and more compli-
cated as you move from more formal instruments like securities to less
formal instruments like loan arrangement.

But I think this is very much worth pursuing, and I think it would
be a perfectly good idea to give attention to increasing the interest
equalization tax if it becomes necessary. I think this is within the
range of desirable changes.

But I do not think one can completely disregard the foreign aspects,
either at the level of interest rates or at the level of the effect of do-
mestic demand and prices on foreign trade. Unless we make recourse
to quotas or additional import duties, there is no way in which we can
prevent higher domestic prices from affecting adversely the balance of
payments and, in this case, balance of trade, which 1s of course the
mainstay of the whole thing.

Chairman Proxmire. Let me ask you gentlemen if you all oppose
under present circumstances imposition of either price controls and
so forth or credit controls.

Mr. WarricH. By credit controls, Mr. Chairman, do you mean a
credit ceiling, such as

Chairman Proxmire. No, of course we have, as you know, consid-
erable controls in that respect. I was referring to a limitation on a
requirement for a downpayment that would be a certain proportion
of the cost of an automobile, for example, and that payment would
have to be over a limited period of time so that we could tend to re-
strain the inflationary tendencies in that area.

Mr. Warrica. We have tried those and it looks as though they were
appropriate at a time when the housing industry was overextended,
the automobile industry overextended. Then they served a purpose on
a temporary basis.

In the long run, they tend to be undermined if liquidity runs high—
peo&)le begin to buy with their own money what they cannot buy on
credit.

At the present time we have what is called a balanced imbalance.
A1l sectors are g little overextended and I see no reason particularly to
hit at the housing industry, which is in great jeopardy from tight
money. Automobiles are not visibly overextended.

If we went to direct credit controls, I would favor what has always
been used abroad when they really meant business to tighten and
that was, in addition to high interest rates and tight money, a ceiling
on overall lending. Each bank is told, “You can increase the volume
of your credit by only 1 percent per month or a half percent per
month,” and let them then allocate among different customers so that
the allocational function of the market is not completely destroyed.
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Chairman Proxmire. I think it would be very helpful because we do
have a problem trying to get money into the housing industry, which
is most serious now and is going to continue to be serious, in my view,
for months and years to come unless we work something 1:ke this out.

Mr. WarLica. If the housing industry were given this leeway while,
say, other intermediaries were also under constraint, this :night make
for better distribution.

I would like to add one thing to the discussion of whether we cannot
ignore the balance of payments. There is just one way by which one can
do that, and that is to cut loose from gold and let the do:lar float. It
will always float low enough so that we can pursue any domestic
policy we please and not have to worry about a disequilibrium.

If we do it in any other way—interest equalization tax. direct con-
trols on corporations, tourist tax, surcharge on import—I would pre-
dict that independent domestic policies that do not pay attention to
what happens to the balance of payments, and particularly the trade
balance, as Professor Modigliani said, will within 5 or 10 years get
us to where some European countries were during the 1930°s: one needs
a license for every single international transaction. A tourist gets 10
units of the local currency as he departs and he can then see how he
makes out abroad ; direct investment is stopped, all foreign assets are
under control and possibly being sequestered by the E‘rovernment.
That makes for a perfectly horrible situation.

Chairman Proxmire. So we come back to a situation wtere, in view
of the international balance-of-payments situation, no rnatter what
we do with fiscal policy, we are going to have a reasonably tight—con-
tinuing tight monetary policy. At Teast interest rates cannot be ex-
pected to fall very rapidly.

Mr. WarricH. We live in this world and we have to wetch the bal-
ance of payments.

I agree with what has been said that tighter fiscal polizy will help
on interest rates. Whether it will bring them down very much, I do
not know. But in the absence of a tax increase, I foresce very sub-
stantial escalation at the short end and some escalation, say 714 per-
cent or so, on bonds at the long end, a crunch on housin;z again, not
guitﬁ of the same kind as last time because the market learas to defend.
1tself.

In general, I foresee again this overuse of monetary a1d underuse
of fiscal policy.

Mr. CaanporLer. Might I comment on two things here? First, with
respect to the ceilings on the total amount of credit extended bi a
bank—this may work with more or less success in a country that has
anywhere from five to 20 banks. Just contemplate the situation with
13,700. And even if you exempted the bottom 2,000, yot. would still
have a problem.

On your question about wage——

Chairman Proxmire. Why ¢ More banks, but why any tarder?

Mr. Cuanpier. It is much harder primarily for this :eason: You
then have the problem of allocating your overall quota among the
different banks. If one thing is certain, it is that demand for credit,
will behave very differently at the different banks. The only way it
could work with anything like satisfactory allocation would be if one
bank had some way of transferring its quota to another b¢nk. Perhaps
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someone could work out such a scheme, but it would be very difficult.

I would like to comment also on the wage-price control. I do think
with some feeling, having spent three hectic years of my life as a.
price controller and we just barely held on until the war was over—
almost as soon as the war was over, the whole thing collapsed.

Chairman Proxmire. Which war was that ?

Mr. CranpLER. World War IT.

Chairman Proxmire. I meant by that——

Mr. Cuanprer. By the end of that war, I thought I had been in it.
since World War I. We had the most favorable possible conditions—
a feeling of natural unity, of patriotism, and the rest. The thing
worked very well during the war, given the pressures, but it could not
survive peacetime conditions.

Given the divided opinion we have in this country and the nearness.
to violence that we experience all the time, wage and price controls do.
not have a prayer.

Chairman Proxaire. I take it that is the unanimous position.

Mr. Mobreriant. That isright.

Also, I would indicate I'am very much against this idea of the credit
ceiling. I think there are other devices by which we control the banks—
namely, through the Federal Reserve—and possibly controls on the
interest rate they can offer to their depositors on the time deposits and
on CD’s. T think that is somewhat less ‘c{)isorim‘i-n atory.

I think Mr. Chandler is quite right in pointing out the problem,.
particularly with so many banks, that you will have a poor allocation
of credit and it will just ge working against an improved efficiency.

It does not seem to me that the present emergency is in any way
that serious.

T also would argue that to some extent the balance-of-payment prob-
lem is now complicated by the gold problem and the problem of
the dollar as a reserve currency. I very much hope that the new ad-
ministration will try to organize and arrange an international con-
ference like Bretton Woods in which there will be a chance of
changing radically the international monetary arrangements and in
which the United States will give up its privileged position as a re-
serve currency. Then I think certain other things will be easier to-
handle because we will have more goodwill and cooperation.

Chairman Proxmme. Senator Miller?

Senator MruLer. Thank you, Mr. Chairman.

First let me say that I have enjoyed very much the discussion by
the panel. It is my observation that this is about the most agreeable
panel among themselves we could find.

Professor Chandler, I take it from what you have said that youw
would conclude it would be whistling in the dark to suggest a fixed
rule on monetary policy without taking into account the gyrations.
of fiscal action—not just fiscal policy, but fiscal action.

Mr. Caanprer. That is true.

Mr. Mopicrrant. True.

Senator MiLLer. Now, all of you seemed to agree that we ought
to go for about a $14 billion package, although Professor Chandler
suggested it may be more than that. But looking at fiscal 1969 with
a $29 billion deficit in the offing, and this does not take into account
possible supplemental appropriation requests, a $14 billion package
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would only cut that deficit in half. That would give us a $14 billion
bul(\ifet deficit.

y recollection is that during calendar year 1967 oar deficit was
in the neighborhood of $19 billion. This laid a foundation for $25
billion of inflation, and the comment was made later that it seems
as though we may have been seeking stability in the economy which
has resulted in excluding many people from the mainstream of our
economy.

I would be inclined to suggest that perhaps we lave not been
having the stability in our economy, because I cannot see much sta-
bility in an economy with $25 billion of cost-of-living inflation, not
to mention about another $18 billion of erosion away o: the purchas-
ing power or the value of life insurance or pension fund reserves and
savings accounts and the like.

Now, this $25 billion can be allocated among the var .ous States on
a per capita net income basis. If that is done, in turn it can be
translated into an impact on the individual citizens of a State ac-
cording to a sales tax equivalent, because it operates in about the
same way in taking purchasing power away from people. Wiscon-
sin’s share—I was over in the chairman’s home State a couple of weeks
ago, and I pointed out that Wisconsin’s share of that $25 billion
cost-of-living inflation of 1967 was the equivalent of a 17-percent
sales tax. I believe it was in the neighborhood of the ejuivalent of a
12-percent sales tax in New Jersey.

If you come along with that kind of an impact of inflation on
people, it seems to me that the lack of stability in the tconomy is in-
deed going to exclude the poor and underprivileged people from the
mainstream of our economy. I do not see how they can even afford
to buy the necessities of life if that continues.

Do you think that this is a realistic approach of she impact of
inflation on the people who are presently excluded from the main-
stream of our economy ?

Mr. CranprLer. The analogy with a sales tax is a rather interesting
one and carries you a certain distance. There is, howeve:, a very great
difference, in that the very same process that brings about the rise of
prices and the decrease in the purchasing power of the dollar also
throws a lot more money income into the hands of the p blic, but does
it in a most erratic type of way, so that some are more than compen-
sated for the sales tax type of thing that you mentiored and others
are not compensated at all.

Senator MmLLER. And those that are not compensated at all or scarcely
at all are the poor and underprivileged, are they not, b and large?

Mr. CaanpLEr. They range widely. Certainly among’ the poor and
underprivileged you have a lot of them whose wages do not go up if
they are working or whose welfare allowances do not go up if they
are relying on those. Of course, at the other end of taie scale is the
chap who 1s living off bond income, who gets hit proportionately just
as hard, though t%e pain may not be as great.

Senator MiLLER. Except that he may also have an estz.te to fall back
on, which the poor and underprivileged do not have.

Mr. Cuaxprer. That is why I say the pain may not b2 so great.

But this is not true of all of them. ’I'Eere are some ‘~vho may have
retired on fixed incomes which are barely adequate to maintain a re-
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duced standard of living from what they had when they were working.
There can be very serious hardships in many of those cases.

Senator MiLLer. Right.

Professor Wallich, you made a statement that surprised me a little.

You said business can always take care of itself in connection with
the rounds of wage and price increases. But do you not have to take
into account the competitive position in world markets?
_ Mr. Warrica. Yes. I think as particular businesses are concerned
in particular sectors, that may well be so. You see it in the steel indus-
try, for instance. Historically—that is what I was referring to—in-
come shares as between capital and labor have been remarkably stable.
The efforts of labor to increase the income share by pressing for
higher wages have been quite unavailing. Over short periods that
may vary, because profit margins undoubtedly get squeezed at cer-
tain times. And we have never had a period like the present of a
heavy payments deficit and heavy pressure of foreign competition.

Senator Mrtrer. I would like to ask each member of the panel a
double-barreled question. And I know how difficult it is for members
of the economics profession to make an absolute statement. But I sup-
pose there are certain axioms in the economics profession—not many,
perhaps, but there are probably some. But would you say that it would
be axiomatic that an increase 1n the money supply over and above the
amount, of the increase in real economic growth would lead to inflation %

Mr. MopreLiant. I can definitely say that it is not so. There is no
such axiom. There is nothing that says than an increase of the money
supply above the growth of real GNP meets——

enator MiLrer, Now wait a minute, please. I do not say real GNP.
I worded it this way : above real economic growth. I might say I cer-
tainly do not subscribe to the thought that GNP has any necessary
relationship to real economic growth.

Mr. MopreLiant. Right. Well, I think even to that, the answer is
that there is no simple relation between the rate of growth of the
money supply, in relation to the capacity of the economy or whatever
other measures you want, and inflation.

Senator MiLLER. Suppose the three of you all agreed that during the
last 3 months we had real economic growth in this country of $10 bil-
lion. Now, that is quite an assumption, because we would have quite
a time figuring out what indeed constitutes real economic growth. But
suppose that you could come up with a formula in computing that that
would be reasonably agreeable among the three of yon. And we saw an
inflation in the money supply of $15 billion.

Mr. MobierL1ANT. Yes.,

Senator MrLLer. Would it follow that we would have had some in-
flation as a result of the disproportionate increase in the money supply
over and above the real economic growth ¢

Mr. Mopicriani. I have tried to precisely answer this question. If
you give the specific figures you give, I would say that today, if in
fact the capacity rose by $10 billion, however measured, and the money
sugply rose by $15 billion, I would have no doubt that would generate
inflation. However, it would not follow that if the money supply
grows faster than the thing to which you refer, inflation must neces-
sarily result.
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You asked if it is an axiomatic thing, something which has no ex-

ception, and I would say it has exceptions.
enator MILLER. Do the other members of the panel agree on that?

Mr. Caanprer. I would agree from your example taat you most
likely would have inflation.

Normally, a monetary increase of something like $5 billion would
finance an increase of $10 billion of GNP.

Mr. Mobicriant, Less than that. More like $2.5 billion.

Mr. WarricH. I agree with that.

Senator MILLzr. 1f it is likely that this will prove ou:, recognizing
there could be some exceptions, might it not be a gooc. idea for the
Federal Government to try to seek out a formula for ar1iving at what
could be called real economic growth? Instead of all -his attention
being paid to various factors—gross national product, production, all
that business—and come up with a formula that will tell us whether
or not we have had any real meaningful economic growth? For exam-
ple, a year ago you may remember that during the first 3 months the
entire amount of increased GNP consisted of inflation. And we were
just standing still. That does not mean that we had no real economic
growth. Possibly our real economic growth went down. I do not know.
But our committee went into this some time ago, I think, Mr. Chair-
man, when we encouraged the development of a long-range balance
sheet for our economy.

I am just wondering why we have not developed something along
the line of a concept of real economic growth which would be uni-
formly recognized %y the economics community.

Mr. CuanbrEr. 1 would like to make two comments on that. The
first one is that I think the number of exceptions would exceed the
rule. I think they would be very frequent indeed. The second thing
is that if we are going to approach it from your point of view, we
would certainly have to use some concept of potential real growth,
because the actual rate of growth is surely not independent of the
behavior of demand for output, which in some sense is related to the
behavior of the money supply.

So one would have to deal with potentials rather than actuals.

Myr. Moprcriant. And I think in this connection, while it is hard
to construct a single—a one-dimensional measure of ecor omic growth,
I think most economists would agree that a measure ¢f capacity to
produce GNP in constant prices is as good an overall n easure as one
can have, and I think you would want to accompany “his by a few
related measures such as productivity measures and measures of em-
ployment and whatnot.

But, in principle, this notion of the full employment GNP, real
GNP, is a good measure, and the way it behaves over time will give
you a reasonable measure of real economic growth.

Senator MILLER. You do not agree with Professor Wallich that we
could refine that still further to real dollar increased GNP per capita ?

Mr. MoprcLIaNI. You see, when I speak of a poten:ial economic
growth, I mean the amount of GNP in constant prices that could be
produced at high-level employment. That still tells you rhe maximum
you could do and what you should shoot for.

You can then, if you want, express it on a per capita basis, that
is fine.
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Senator MiLLer. And you do not think that we ought to take into
account increased per capita debt?

Mr. Mopreriant. It is automatically taken into account——

Senator MiLLer. No, I mean increased per capita debt.

Mr. Mobreriant. I do not see why we should worry at all about debt.
T think debt is a phenomenon of growth and well-being. I do not see
why we should worry particularly about debt. You have to look at it
this way : National wealth is about 415 times aggregate disposable in-
come, 4 to 414 times. And so people Iike to keep their wealth in the
form of other people’s debt.

Senator MitLEr. What about Senator Jordan’s farmer ? What about
the agricultural community as a whole?

Now, I understand, looking at this from a 1-year standpoint, that
you are not going to get increased income. But looking at it from a

-year standpoint, we have an increased agricultural net income of
over $13.5 billion. We have an increased agricultural debt of over $25
billion. The net income per farm is up 55 percent in the last 10 years
while the net debt per farm is up 110 percent.

What ave the farmers supposed to do? Sell off their real estate in
order to pay the debt? I think this debt situation is deeply important,
at least to some segments of our economy.

Mr. Mopieriant. It may be important to some segments of the
economy regardless of the aggregate. It may be that some firms ave
overloaded with debt while the overall of the economy is shrinking 50
percent a year. So I think it would be wrong to look at any overall
measure of debt.

While it is quite true that some people may be in unsatisfactory debt
conditions, it is perbaps becanse the market for their product has not
been developing at the same pace other things have been developing.
But I would say this is a symptom of some other malaise or disease.

T think there is not any real reason to become concerned with the fact
that the debt is growing. The growth of debt is a symptom of economic
growth. Essentially everything grows more or less in proportion. To
some extent the growth of consumers debt, for instance, which some
people have paid attention to, reflects simply a long-drawn consequence
of the fact that more and more things are nowadays produced in the
household. There was a time when transportation was made by public
conveyances, when entertainment was made by firms, Nowadays a great
deal of this has shifted to the household and the household is holding
the capital goods with which it is producing these services. If it is
turning into a firm, it will also borrow like a firm did before. So one
has to look at this phenomenon in terms of the entire situation, and T
see 1o reason to think there is any special danger coming from that
angle.

genator Mirer. You are not concerned that we have had a $500 bil-
lion increase in debt and over a $250 billion increase in GNP over the
last year?

Mr. Moprerzant. That is about par for the course.

Senator Mirrer. That is about par for the course, but Jook at the in-
flation we are in.

Mr. Moprcriant. But the inflation has nothing to do with this
phenomenon, because I think much of that growth of debt to which
you refer occurred between 1959, let us say, and 1965, a period of great
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price stability. That was one of the periods of greatest stability in
our recent history. During that period, if you will look «t the figures,
you will find that the debt grew at about that pace, if not faster.

Senator MILLER. You do not think that may ﬁ?tve laid a foundation
for the hardship weare in now ?

Mr. Mobicriant. Noj; I believe the inflation that followed after came
when we were approaching full employment and we kep: pressing the
throttle when we werealready at the speed limit.

Senator MrLLer. Thank you again for your very fine testimony. I am
sure we all derived benefit from it. .

Chairman Proxmime. I just have one more question of Professor
Chandler. One of the members of the staff asked me to ask this.

If the major drops in velocity are avoided or mitigat:d at least by
‘a gradual expansion of the money, is this not a desirable ;yoal ? Because
arithmetically that would tend to minimize the recession and tend to
minimize inflation. Certainly that is a proper and appropriate, desir-
able economic objective.

This comes back to the argument you were making, 14r. Chandler,
that the drop in velocity to which you referred in your pcsteyclical dis-
cussion seems to be generally preceded by increases of money of less
than 3 percent.

We seem to be getting at a notion that there is a connection and
a favorable connection between velocity and a gradual change in the
money supply rather than abrupt changes in the money supply.

If we could favorably affect velocity in this particular way, it seems
to me that this might be a desirable argument for the Fr edman thesis.

Mr. Cuanorer. There is no question that the behavior of the money
supply has some effect upon velocity. I would say that, for example, an
increase in the money supply that shows up in a fall of interest rates
will probably mean somewhat lower velocity than yo1 would have
had otherwise. But my point would be, and here is where I would de-
part very markedly from Mr. Friedman, that there are a lot of other
things that would affect velocity as well, emanating not. from the be-
havior of the money supply.

Chairman Proxmire. Yes, he could agree to that. I do not know
whether he would, but I would agree that there are many other things
that affect it. But if you have a factor, to wit, the change in the sup-
ply of money that would seem to affect it favorably, why should we
not encourage that kind of policy ?

Mr. Czanprer. The important thing here is not the level of velocity
but the variability of it. The point I was trying to make was that
it is the variability that is important and also that if you move from
-a boom period to a depression period you will probably have unfav-
orable expectational effects if you do not increase the inoney supply.

I do not really see much point in lowering the average velocity of
‘money.

Chgirma,n Proxmire. Frankly, what I get back to is taat the Fried-
man thesis, to the extent that we have modified it, dopends on the
assumption that the economic future, more than 6 months or so, is
very, very hard, impossible to forecast, no matter how zompetent the
people are that you have forecasting for you.

You subscribe to that, that you cannot tell, that you do not know,
that you have no knowledge of what economic conditions will be a
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year from now. Then I think you can make an argument for the
policy this committee subscribes to.

On the other hand, if you contend that you can make a pretty good,
retty wise, prediction as to what the economic situation is going to
e when your policy takes effect, then I think you can argue that you

should rearrange, cut the money supply, increase it, increase it by 20
percent if that seems to be the thing at the time—do what you wish
without any restraint or any guidance whatsoever.

Perhaps you assume that the Federal Reserve can forecast economic
conditions—I do not think they can and that is why I subsecribe to
this position.

Mr. Cuanprer. I guess at some stage you come back to a certain
amount of faith and hunches.

Chairman Proxmire. That is just what I do not have, faith in
hunches.

Mr. Ceanprer. In the first place, much of Professor Friedman’s
material is based on a study of monetary phenomena from 1867 to the

resent.
P Chairman Proxmire. Do you criticize that because he did not go
back far enough?

Mr. CaNDLER. On the contrary.

Chairman Proxmire. Well, he went up to the present.

Mr. Mopreriant. But you mix two periods which have no relation
to each other and what you get is garbage.

Mr. Caanprer. I would say the history of the Federal Reserve and
much of his monetary statistics before 1951 are just irrelevant to the
new situation.

Chairman Proxmire. We tried to go back to 1962 and not before
that in our discussion here.

Mr. Cuanprer. So many of his findings simply do not hold for the
period since 1951. His forecast of a declining velocity of money has
proved to be absolutely wrong, and I think that his comments about
the ability of the Federal Reserve to forecast do not apply to the
present situation. I admit they made virtually every mistake in the
book before World War II. Then they made another big mistake
after World War IT.

Chairman Proxmire. From now on, they are going to be right.

Mr. Cranprer. They have adopted stabilization objectives, too many
of them, in fact. And their whole set of objectives has changed.

Chairman Proxmire. I certainly agree that the competence of the
board is enormously improved. Now you have economists on the board
and that is what we should have had. We have not had them before,
Economists have their weaknesses, as we all know. But at least this is
their life, their job, their training. That makes a difference.

Tomorrow we will have three gentlemen who will disagree with
you gentlemen. I think that should be stimulating. We all agree you
have done a marvelous job today, most impressive.

We recess, to reconvene tomorrow at 10 o’clock in this room.

(Whereupon, at 12:50 p.m., the Joint Economic Committee re-

cessed, to reconvene Thursday, May 9, 1968, at 10 a.m.)



STANDARDS FOR GUIDING MONETARY ACTION

THURSDAY, MAY 9, 1968

Concress oF THE UNITED STAT S,
Joint Economic ComiMITTEE,
Washirgton, D.C.

The committee met at 10:10 a.m., pursuant to recess, in room S—407,
the Capitol, Hon. William Proxmire (chairman of the :oint commit-
teelg presiding.

resent: Senator Proxmire; and Representative Gritliths.
. Also present: John R. Stark, executive director; Willi um H. Moore,
senior staff economist; John B. Henderson, staff economist; and
Donald A. Webster, minority staff economist.

((ilhairman Proxmire. The Joint Economic Committee will come to
order.

This is the second of our current hearings on monetury problems.
Yesterday our witnesses gave testimony that was in the rain skeptical
of the usefulness of simple general rules to guide the operations of
the Federal Reserve Board.

The objectives could be formulated in general terms they thought
but not the specific limiting guidelines.

Today by contrast at least two of our witnesses are known to be
sympathetic to the idea of guidelines for monetary policy. We wel-
come Professor Christ of Johns Hopkins, Professor Dewald of Ohio
State, and Professor Selden of Corneﬁ.

Professor Christ, you might go right ahead. You unierstand that
we have a limitation of 20 minutes on the presentation, ¢lthough I see
you have a nice concise statement and I presume you can present it in
less than 20 minutes.

STATEMENT OF CARL F. CHRIST, PROFESSOR, DEPZRTMENT OF
POLITICAL ECONOMY, THE JOHNS HOPKXINS UNI(VERSITY

Mr. Curist. I was told 10 and I hoped you might give me an extra
10 percent if T needed it.

Chairman Proxmire. Of course.

Mr. Crrist. I am very glad to be here today, Senator, to contribute
what I can and also to learn from the committee and my fellow
witnesses.

The central questions before us today are whether the Federal
Reserve (ag can and (b) should cause the stock of mon3sy to increase
fairly steadily at a rate of about 3 to 5 percent a year, ind (¢) what
circumstances, if any, would justify a higher or a lower rate of growth
of the stock of money.

The main objectives of monetary policy are full employment and a
. stable price level.

(77)
94-340—68—6
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At the outset we have to admit that we cannot hold the Federal Re-
serve responsible for everything that happens in the economy. In the
first place, there are other actors on the scene, and the Federal Reserve
cannot accurately forecast what they will all do. In the second place,
the effects of Federal Reserve policy are not all felt immediately;
they are spread out over a period of variable length, but at least several
months. These two facts mean that the Federal Reserve often cannot
know what is the proper action to take today, in order to offset some
disturbance that will happen next week and whose effects will be felt
next month or next quarter.

But even granted perfect prediction, we could not hold the Federal
Reserve responsible for everything, for there are times when a choice
must be made between two conflicting aims, and even the Federal
Reserve cannot have both.

For example, suppose—not unrealistically-—that the Treasury, act-
ing under instructions from the Congress, undertakes a large increase
in spending, and that the Congress does not increase tax rates—when
I wrote this, the Congress didn’t look as though it was going to in-
crease tax rates and I am very pleased that it now looks as though this
may happen.

The obvious result would be a large increase in the budget deficit, if
there were an increase in expenditure with no increase in tax rates.
The Treasury would have to finance this deficit by offering new U.S.
Government securities for sale. What will happen? Consider two
possibilities.

First, the Federal Reserve could assist in the financing by buying
and holding whatever portion of the new securities is not taken up by
private investors. In that case, the stock of money would increase,
because part of the money that the Treasury spends would be created
when the Federal Reserve buys new Treasury securities.

Or, take the second possibility, the Federal Reserve could decline
to assist in the financing; that is, buy none of the new Treasury securi-
ties offered. In that case, the Treasury would have to offer better terms
to the private market; that is, higher interest rates, in order to induce
the private market to buy all the securities offered. Then the stock of
money would not increase, but interest rates would increase.

Thus, the Federal Reserve has a choice, when faced with a Treas-
ury deficit; the Federal Reserve can increase the money stock while
maintaining interest rates about the same, or hold the money stock
fixed while permitting interest rates to go up. Of course, one could
imagine a policy somewhere between these two, permitting some in-
creases in both the money stock and in interest rates. But the Federal
Reserve cannot stabilize both the money stock and interest rates in this
situation when there is a large deficit.

Similarly, when faced with a Treasury surplus, the Federal Reserve
has a choice between stabilizing the money stock while interest rates
fall, or stabilizing interest rates while the money stock falls, but can-
not stabilize both.

It is pretty clear that the Federal Reserve can control the stock of
money within narrow limits. I mean they can make the stock of
money come within plus or minus one-half percent of any desired
level, 99 weeks out of 100.

By the way, the money stock concept I am using is the Federal
Reserve’s own : currency and demand deposits.
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It is certain that a policy of increasing the money stock at 4 percent
a year, or between 3 and 5 percent a year, would not be the best
possible Federal Reserve policy, if we knew everything about how
the economy operates. But we don’t know that, and therefore, we
don’t know what the best possible policy is.

I would like to argue first that, given our present knowledge, we
will probably have better monetary policy if the Federal Reserve
sees to it that, during every calendar quarter, the increase ¢ f the money
stock is at a seasonally adjusted annual rate of between !> and 6 per-
cent, better I mean than we would have if the Federal Reserve follows
policies like those of the past. I would like to argue second that the
Federal Reserve ought not to change this rate of chanjre abruptly,
from a 2-percent annual rate in one quarter to a 6-percent annual
rate in the next quarter, or vice versa. 7'Aird, it is more important to
stabilize the rate of growth of the money supply than to stabilize
interest rates, whenever the Federal Reserve must make @ choice.

For the long run, a 4-percent annual growth rate in the stock of
money is about right. Real GNP has been growing at 3.9 percent a
year since 1948—when one might say the economy had returned to
normal after World War II. At roughly constant interest rates, which
we have not had within the last 20 years, a roughly constant price
level, the demand for money grows roughly in proportion to real
GNP. If the money stock grows much faster than 4 percent a year, say
8 percent or more, then aggregate demand is induced to grow much
faster than capacity. When demand catches up and overtalkes capacity,
there is upward pressure on the price level. If the money stock grows
much slower than 4 percent a year, say it doesn’t grow at all, or even
declines, then aggregate demand is induced to fall rapidly behind
capacity. When this happens, we have deflation, downw:rd pressure
on prices, and unemployment.

During 194145, the money stock grew at 22 percent a year; every-
one agrees that this was far too fast for stability. During the de-
pressions of 1921 and 1929-33, and all the recessions since 1921—
they were in 1924, 1927, 1938, 1949, 1954, 1958, and 1961-—the money
stock actually declined in absolute terms, which in my opinion should
not be permitted.

I think that is a very important criticism of Federal Reserve policy
in the past, that they have permitted the stock of money to decline
during depressions.

The evidence so far is not persuasive in favor of the claim that
small variations in the rate of growth of the money supply cause
business cycles. But it is clear that an actual decline i1 the money
stock, or a prolonged period of little or no growth, aggravates any
recession that is in progress or that might develop. Similarly, a pro-
longed period of rapid growth in the money stock ageravates any
overheating that is in progress or that might develop.

Furthermore, rapid changes in the rate of growth of money stock are
themselves a disturbing factor.

That is why I would like to see the Federal Reserve keeo the rate of
growth of the money stock fairly steady, between 2 and 6 percent a
year, and to vary this rate of growth only gradually.

It should be pointed out that if the Congress were tc require the
Federal Reserve to follow any such rule, the Congress would thereby



80

restrict its own freedom of choice in some situations. Consider again
the case in which the Congress provides for a large increase in expen-
diture with no increase in tax rates, so that a large deficit develops.
If the Federal Reserve is prohibited from increasing the money stock
at a rate greater than 6 percent a year, say via a congressional rule,
then a large share of the deficit would have to be financed by the sale
of Treasury securities to the private sector, thus driving interest rates
very high, and not completely preventing inflation either—an undesir-
able situation. Notice that, if the Federal Reserve is required to keep
the money stock from growing faster than 6 percent a year, and if the
Congress increases expenditures greatly, then the Congress has only
the following choices open: to endure high interest rates and some in-
flation, or to increase tax rates, or some combination of these two.

The basic alternatives among which the Nation must choose may be
seen more clearly if looked at from another angle. There are three
important ways in which the Treasury’s expenditures may be financed :
(1) by taxation, (2) by increasing the stock of money, and (3) by in-
creasing the amount of Government debt in private hands (that is, by
borrowing from the private sector). By choosing the level of Govern-
ment expenditure and the level of taxes, the Congress determines the
amount of the Government budget deficit, or surplus. Let’s suppose
there is a deficit. Then, it must %}e financed by some combination of
increasing the stock of money, and increasing the amount of Govern-
ment debt in private hands. The most important function of the Fed-
eral Reserve 1s to control how this deficit financing is to be divided
between increasing the stock of money and increasing the amount of

rivately-held Giovernment debt. This the Federal Reserve does chiefly
Ey deciding what amount of Treasury securities to buy and hold
(thus increasing the money stock), and what amount—that is offered
by the Treasury—not to buy, thus requiring private holdings of the
Government debt to increase. _

I have been speaking of a deficit, but if there is a budget surplus the
opposite choice is open to the Federal Reserve, decrease either the
money stock or the private holdings of Government debt.

Just as the Congress has the authority to fix Government expendi-
tures and taxes, and thus to fix the budget deficit, so the Congress has
the authority to decide how much of the deficit should be financed by
increasing the money stock, and how much of it should be financed by
borrowing from the private sector.

T have suggested that the Federal Reserve ought to make the stock
of money grow at a rate between 2 and 6 percent a year. But the fore-
going discussion makes it clear that such a policy will not work well
unless the Congress keeps the budget deficit or surplus within suitably
narrow limits, so that the amounts of Government securities dumped
on the private market by a budget deficit are not too large, and con-
versely so that the amounts of Government securities taken out of pri-
vate hands by a budget surplus are not too large.

When I say the budget deficit or surplus should be kept within
suitable limits, I mean a range something like a deficit of from 15 to
17 billion on the one hand to a surplus of 10 or 12 billion on the other
hand.

In this sense, fiscal policy, which determines the size of the budget
deficit, and monetary policy, which determines the stock of money,



81

ought to be in harmony. The Congress is the only authority that can
make them so.

Treasury and Federal Reserve actions can be substituses for each
other with respect to aggregate demand. For example, the Treasury
alone can stimulate aggregate demand by selling new securities to the
private sector and using the proceeds to buy gods and services for
Government programs. Or the Federal Reserve alone can svimulate ag-
gregate demand by buying securities for the private sector in the open
market, thus increasing the stock of money. But the effects of the two
methods upon interest rates are different. When the Treasury buys
goods financed by borrowing from the private sector, interest rates are
bid up; when the Federal Reserve buys securities in the o2en market,
securities prices are bid up and interest rates are pushed down.

The Federal Reserve can counteract the aggregate-demand effect
of this Treasury action, or in the interest-rate effect, but not both.
Treasury and Federal Reserve action can be substitutes for each other
when a certain effect on aggregate demand is desired, or when a cer-
tain effect on the general level of interest rates is desirec. But when
there is a desired level of aggregate demand, and a desired level of
interest rates, then cooperation between the Treasury and the Fed-
eral Reserve is required.

It is extremely important to realize that the policies required of
the Treasury and the Federal Reserve to achieve the domestic objec-
tives of full employment and stable prices will sometimes conflict with
the achievement of balance-of-payments equilibrium at a given ex-
change rate. This conflict has persisted in the United State; for several
years, programs 3 or 4 years. It may still be with us even if the present
buoyant business temper moderates. In the face of such a conflict,
we have several choices. Since we have gold and foreign exchange re-
serves, we can continue in deficit on our balance of payments, but only
until the reserves are gone. Our other choices, among which we may
choose now, but among which we must choose when our reserves are
gone, are these: reduce Government spending and lending abroad;
1mpose restrictions on private foreign trade and capital :novements;
impose a recession on the domestic economy to dampen private import
demand and possibly increase exports; or seek a new exchange-rate
level where equilibrium is possible. The last of these alt¢rnatives, in
my view, is the best.

It is encouraging to see the development of econometric models of
the U.S. economy, 1n greater sophistication and detail. I believe that
they hold promise of teaching us ever more about our economy and
how it operates and responds to public policy. In spite of substantial
improvements in the past generation, I am sorry to say that I know
of no model that I would now trust with the task of :lormulating
stabilization policy for the United States.

In summary, my answers to the questions before us are these: Férst,
the Federal Reserve can control the stock of money very closely.
Second, 1 believe it would be an improvement if the Federal Reserve
would increase the money stock each calendar quarter at @ seasonally
adjusted annual rate of between 2 and 6 percent. 7Aérd, the Federal
Reserve should adjust the rate of growth of the money stock within
these limits, making only gradual changes in the rate of grrowth, and
raising or lowering that rate of growth in accordance vith its best



82

judgment as to whether economic conditions are—or soon will be—too
buoyant or too slack. Fourth, this policy will work best if the Congress
will keep the budget deficit or surplus from being very large, and from
changing very rapidly.

There 1s the end of my opening statement, Senator Proxmire. I have
an appendix at the end of the prepared statement that might be
useful

Chairman Proxmire. Without objection it will be printed in the
record in full.

Mr. Curist. Thank you very much.

(Appendix follows:)

APPENDIX TABLES

TABLE 1.—DECLINES IN THE U.S. MONEY STOCK (DEMAND DEPOSITS AND CURRENCY, SEASONALLY ADJUSTED)
DURING DEPRESSIONS AND RECESSIONS SINGE 1921

Percentage Number of
decline on the months before

Month during which the money stock reached its peak money stock  the money
during stock regained

recession its previous

peak level
March 1920 . ceecmmeme e 15.0 53
December 1922 2.0 10
September 1925 3.0 26
October 1929 33.0 79
March 1937__ 6.0 20
January 1948 2.0 27
July 1953. .2 9
July 1957 1.0 9
Y 1959 e amcmacmm e cccmmeaeceniesaceeseeneemnm———— 3.0 27

Source: M. Friedman and A. Schwartz, '‘A Monetary History of the United States,” pp. 709-15, and Federal Reserve
Bulletin, June 1964, pp. 682-90.

TABLE 2.—RATE OF CHANGE OF THE U.S. MONEY STOCK (DEMAND DEPOSITS AND CURRENCY, SEASONALLY
ADJUSTED) ANNUAL PERCENTAGE GROWTH RATES FOR CALENDAR YEARS AND QUARTERS, 1956-68

Rate for Rate for calendar quarter
Year lend
year 1 2 3 4
11.1 11.9 11,6 10.3 10.6.
2.7 11.2 2,2 3.1 4.2
2.2 4.0 2.4 11.8 1,6
11,3 1.5 19 16 2.1
1-—.7 10 10 1—.3 1-2.6
3.8 11,8 5.6 3.2 4.6
] 4.0 2.5 1-.3 1-3.9
1—-.6 1-2.8 123 2.9 10
3.0 2.6 2.8 2.5 4.2
1.4 11,7 15 1-1.1 4.4
3.8 3.8 4.3 2.9 4.0
4.1 2.9 3.9 16.2 3.3
4.7 2.5 3.5 5.7 16.8.
2.2 5.8 3.3 1—.2 1.2
16.3 lgg 17.2 16.8 5.1

1 Denotes a rate of change outside the range from 2 percent to 6 percent a year.

Source: Federal Reserve data for monthly averages of daily figures. Each rate is calculated from the difference between
the last month of the period (year or quarter) and the last month of the preceding period.
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TABLE 3.—AVERAGE ANNUAL GROWTH RATES OF SELECTED INDICATORS FOR THE U.S. EZONOMY OVER THE
PERIOD FROM 1948 TO 1967

{in percent]

Total Per capita

. Price level (GNP deflator) . oo .. oo e icacmaeea e
. Population...........__._.
GNP in money terms.
GNP in real terms. . ... oot cmacieenn—————
U.S. Government debt privately held__ --
. Time deposits (commercial banks). ... .. . L it
. Money stock (currency plus demand deposits) - ..o oo et
. Money stock plus time deposits. - ... i
. U.S. Government debt privately held, in real terms._ .o oo iiiii -
Time deposits, inreal terms__ ... il
Money stock, Inrealterms ..
Money stock plus time deposits, in real terms.__._____.. eeena———————-
Velocity of money (GNP divided by the money stock). ... oo ioirmmmiminaaas
. Interest rate (Aaa bonds). ... iiciiiiieeiaeaas

O WWONON S
PWOOOE— WWE

[
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Source: Federal Reserve Bulletin, and Economic Reports of the President, 1968.

Chairman Proxmire. Thank you, Professor Christ.
Professor Dewald, you are recognized.

STATEMENT OF WILLIAM G. DEWALD, PROFESSOR OF ECONOMICS,
OHIO STATE UNIVERSITY

Mr. Dewarp. I have a series of questions that I have raised myself.

Chairman Proxmire. You have a somewhat longer statement too, I
see.

Mr. Dewarp. I am not going to read it, if that is acceptable?

Chairman Proxmire. All right.

That is why I mention that because the entire statement will be
printed in full in the record.

Mr. Dewarp. The first question : Has the Federal Reserve controlled
the money supply? I think there is persuasive evidence that it has not
attempteg to or at least has not effectively controlled monetary growth.

There are very erratic movements in the quantity of money from
week to week or from month to month as is evidenced by the behavior
in 1967 and so far in 1968. The tremendous increase in money in
January of this year, essentially no change in February, a rapid in-
crease again in March, and though the April statistics are still prelim-
inary, apparently very little change in April. On again, off again.

Perhaps that makes sense from the point of view of short-term pat-
terns, but when one looks at cyclical movement of the quantity of
money, I wonder whether it does. On the average monotary growth
progeeded at a 2.6 percent annual rate over the period 1957 tﬁrough
1967,

From the period August 1962 through August 1965, as the economy
was proceeding on its course toward full employment, there was an
acceleration in the rate of monetary growth to 3.6 percent. That also
made sense perhaps. But conceivably that increase in monetary growth
would have made more sese if it had come earlier in the period, when
{,he level of employment relative to capacity in the economy was a lot
ower. :

But then, from the period August 1965 through April 1966, when
increased spending threatened to be inflationary, monctary growth
occurred at a 7.6 percent annual rate.
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Over the next months, April 1966 throngh December 1966—the
period before and after the credit cruch—there was essentially no
monetary growth at all. And in 1967 annual monetary growth was 7.2
percent, a rate that has not quite been matched through the present.

On the basis of that on again, off again performance, I think that
the Federal Reserve is looking at something else than the quantity of
money. Whether it should or not is another question. But in any event
I am willing to conclude that it has not attempted to control monetary
growth.

Question two: Could the Federal Reserve control monetary growth ?
I think there is good evidence that it could, but we can’t be sure be-
cause central bankers here or any place else have never, to my knowl-
edge, made any direct attempt at controlling the quantity of money.

Let’s look at the evidence as far as the quantity of lawful money is
concerned—that is the monetary obligation of the Government con-
sisting of currency and coin and the deposit obligations of the Federal
Reserve. I classify the Federal Reserve as part of the Government—I
hope no one objects. The amount of lawful money depends on factors
that are outside the control of the monetary authority, and other fac-
tors that it can control. Quite obviously there is a problem in predict-
ing the effect of noncontrolled factors on the amount of lawful money.
This is done by the Federal Reserve. Daily and weekly and monthly
projections of these noncontrolled factors are made. For reasons that
I really don’t understand, these projections are not made available
outside the Federal Reserve. But T know that they are available in-
gide. Independent estimates have been made. These would suggest
that over the course of a week or two almost all of the variation in
noncontrolled factors could be accounted for and adjusted for by open
market operations that were directed at a target comparable to the
bracketing of a target by an artillery officer. To%iit a target one would
overshoot and undershoot until the desired average level of lawful
money were achieved.

Controlling the amount of lawful money does not control the money
supply, however. The ratio between the quantity of money and the
quantity of lawful money is affected by policy instruments, for ex-
ample, required reserve ratios, the discount rate, and Federal Reserve
holdings of securities. It is also affected by factors that are outside
the control of the monetary authority. Hence, one has a second level
kind of prediction problem in relating the instruments of monetary
policy to the quantity of money. I label these factors that are not con-
trolled as the “distribution of money.” It involves the distribution be-
tween kinds of money that are subject to different reserve require-
ments, between kinds of assets that are defined as money and those that
are not, between bank required and excess reserves and the like.

On the basis of these noncontrolled but predictable factors, given
the instruments of monetary policy, a very substantial percentage of
the variation in monetary growth can be explained.

Professor Christ has mentioned the quarterly models that have been
prepared in recent years. Many of these have taken the instruments
of monetary policy as exogenous or independent factors, and subject
to that limitation have estimated money flows, with upwards of 80
percent of the money flows from quarter to quarter being explained.

I would suggest that a much greater degree of accuracy in monetary
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control is possible than would be indicated by that 80 percent figure,
on the basis of a kind of monetary policy, if directed ai. moderating
variation in monetary growth, that would react to recent »bservations.
The Federal Reserve does have weekly average statistics on the money
supply, and if the greater monetary growth one week is out of line
from that which is desired, quite obviously there are changes of policy
instruments in the subsequent week that can affect th: amount of
money. And on the basis of the reasonable predictability of the non-
controlled factors that affect money, I think there is no question that
over the course of a period as long as a quarter, the rate of monetary

rowth can be made anything that the Federal Reserve wanted it to
' e;or if directed by the Congress, anything that the public wants it
to be.

There is a statistical problem in terms of feedbacks :n the effects
of changes in instruments on the quantity of money. However, on the
basis of such a bracketing policy as I suggested, and the degree of
predictability of noncontrolled factors, that is likely, I th:nk it is quite
reasonable that money could be controlled.

As far as questions about the effeots of moderating monetary growth,
let me point out that I do not think that a fixed rate of monetary
growth is necessarily the best policy. But it is a norm against which
we might compare particular policies.

If we moderated monetary growth, there would be sorae important
effects on market interest rates. From the point of view «f day-to-day
and week-to-week money market conditions, there would be a greater
degree of interest rate variability than presently. I don’t think you can
establish that on the basis of the evidence in the United States over
the course of the Federal Reserve period, because of the fact that the
Federal Reserve has taken as its oIl))jectives to act as a kind of shock
absorber to buy securities when the market is tighter than it wants it
to be, and to all securities in the opposite circumstances.

But there is evidence elsewhere. I spent last year in Australia at the
Reserve Bank of Australia. The money market there is operated on a
somewhat different basis than here. There are wider spreads than in
the United States between the buy and sell prices on securities that
the Reserve Bank of Australia uses in stabilizing the money market,
and there are correspondingly wider variations in short-term interest
rates on a day-to-day, week-to-week, or seasonal basis in Australia
than in the United States. Increased short-term variation in interest
rates is one of the likely consequences if there were modoration in the
rate of monetary growth variation.

There is additional evidence about this. If you look it the period
before the Federal Reserve, there was much seasonal variation in
interest rates. There is still a bit but certainly there vias a greater
amount of it before the establishment of the Federal Fleserve. Also,
there was a period in the 1930’s when the Federal Reserve conducted
no market operations—the Pontius Pilate effect, it washed its hands
of the whole matter. If you look at that period there was interest
rate variability on a short-term basis, which resulted irom noncon-
trolled factors. And finally, if you look at statements of Federal Re-
serve officials, they have in mind that they are stabi izing money
market conditions and interest rates in response to variations in the
short-term demand for money that would otherwise cause variability
in market conditions and interest rates.
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I would like to point out that this interest rate variability that
would occur as the result of moderating variation in monetary growth,
would be importantly constrained by the market. Changes in interest
rates, if they aren’t expected to obtain for very long, will induce a
market response by people who expect that they can earn a short-
term profit in taking a position. At least that is the experience that
we have on the basis of the operation of government security dealers
here and everywhere else; and there is a parallel experience in other
markets.

As far as Jonger term considerations are concerned, moderating
variation in monetary growth on the basis of the conventional wisdom
would be expected to increase interest rate variability. This is a possi-
bility, but I am not sure, and I think that a reasonably strong case
can be made that if variation in monetary growth were moderated,
it would have the effect of moderating interest rate variability over
the business cycle.

I argue that the slowest rate of monetary growth over business
cycles 1s around cyclical peaks in economic activity. If monetary
growth proceeded at the average rate of the entire cycle, the effect
would be to moderate the peak levels of interest rates that are typi-
cally reached at about the peak of the cycle. And furthermore, there
is a reasonable probability that the peak in interest rates would occur
sooner than it does now. If, as we all expect, there are lags in the
effects of monetary policy and interest rates on the economy, certainly
it would make sense for interest rates to peak and begin to decline
in anticipation of a cyclical peak. One can’t be sure that this effect
would occur but it is a reasonable probability on the basis of the
kind of monetary growth and the kind of interest rate peaks we have
seen in the postwar period. The result would be that interest rates
would be lower at cyclical peaks and their peak would pre-date the
cyclical peak in economic activity.

A similar argument could be made with respect to the increase of
interest rates in anticipation of the economy achieving a full level of
activity. .

Perhaps the most important long period interest rate effect of mod-
erating variation in monetary growth would be that, if it were effec-
tive in damping the cumulative deflationary and infiationary experi-
ences of the economy it would limit extreme interest rate variability
such as that observed in the 1930’s. Interest rates went to almost
nothing on Government securities that were very close substitutes for
money. Indeed interest rates were pretty high on some other kinds of
loans where default risks were high. Because of a variety of factors
but at least partly accountable to unduly tight monetary policies in
the early 1930°s—we had substantial deflation which affected people’s
expectations. And they found it would be appropriate for them to
hold additional default-risk-free assets denominated in money terms.
Interest rates were low because people anticipated additional deflation.
Lenders were willing to accept low rates because of expected increases
in the real value of the money that was promised to them. Interest
rates are high today because of past monetary policies in part and be-
cause of the associated fact that people expect the value of the dollar
will depreciate.
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This kind of long-term, secular peak and trough interes; rate varia-
bility would, in my mind, certainly be moderated by a policy of moder-
ating variation in monetary growth.

As far as economic efficiency is concerned, the average level of unem-
ployment would likely be reduced as a result of a policy of moderating
variation in monetary growth. This isaccountable in part to the cych-
cal effect, but in addition there is an argument included :n the paper
that if we moderated monetary variation over the course of the sea-
sons and permitted interest rates to vary instead, and if this happened
every year, it is conceivable that we could avoid some seasonal varia-
bility in unemployment. For example, there is peak econcmic activity
and employment in October and excessive unemploymen-; during the
summer months. I don’t want to make much of an argunent for this
because it is mainly conjecture, and there is little evidence that bears
on the possible effects of seasonal interest rate variability on the
economy.

As far as the effect of moderating variation in moneary growth
on foreign exchange rates, it is conceivable that it would be necessary
to change foreign exchange rates from time to time as : result of a
drift in prices and interest rates here in comparison w.th overseas.
Nevertheless it is possible that the fixed exchange rate system would
work better than it does now to the extent that excesses in terms of
inflation and deflation were moderated.

Finally, would moderating monetary growth be a bette: policy than
what we have got ¢ '

I certainly think it would be. I don’t think a constant rate of growth
in the quantity of money is necessarily the best policy but it is a norm
against which we ought to compare what monetary policy should be.
I think that over the course of a cyclical downturn, it s reasonable
that the rate of monetary growth at least expand at tha average of
the business cycle; and during a period of high level economic activity
and threatening inflation, it 1s reasonable that the rate of monetary
growth not exceed its average of the business cycle. That has not been
the historical pattern no matter how you define money.

Thank you.

Chairman Proxmire. Thank you, Mr. Dewald.

(Prepared statement of Mr. Dewald follows:)

PREPARED STATEMENT OF PROF. WILLIAM G. DEWALD

CoULb THE FEDERAL RESErRvE CONTROL THE MoNEY SUPPLY AND WHAT WoOULD
HarpeN 1F IT DID?

The Federal Reserve (F.R.) has not tried to control short term variation in
monetary growth, but it could if it tried. Limiting variation in monetary growth
would probably increase day-to-day and week-to-week variation in market inter-
est rates; decrease variation in interest rates over the business cycle; reduce
average unemployment and increase economic efficiency; necessitate changes in
the foreign exchange rate of the dollar if U.S. prices and interest rates got out
of line; and not be the best possible monetary policy but be berter than what
we have had.

I. HAS THE FEDERAL RESERVE CONTROLLED MONETARY GROWTH ?

If this is interpreted to mean that the F.R. has consciously sought to limit
variation in monetary growth, the answer is no. The evidence is that monetary
growth has been very erratic. Money narrowly defined increased ©'.2 percent dur-
ing 1967. If that were the desired rate, there would have been a very strong
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tendency for weeks when the rate of monetary growth deviated from that average
to be followed by weeks when its growth rate deviated from the average in the
opposite direction. The fact is that there were 27 periods in 1967 when the actual
percent change in seasonally adjusted money deviated in the same direction from
the annual average for two weeks or more; ten periods, for three weeks or more;
and three periods, for four weeks. It is not reasonable that these changes could
have occurred without the F.R. finding out soon enough to try to react: Prelimi-
nary but quite accurate weekly data are published with a lag of only one week.

Observed deviations from average monetary growth over longer periods than
weeks are even more persuasive that the F.R. does not control monetary growth.
The average annual rate of increase In money was 2.6 percent from 1957 through
1967. Relative to that historical trend, monetary growth accelerated to a 3.6
percent annual rate from August 1962 through August 1965. This probably made
sense, though it could have come earlier. But then as the economy approached
capacity utilization, the monetary growth rate, rather than decelerating, ac-
celerated further to 7.6 percent from August 1965 through April 1966. From
April through the rest of 1966—during the “credit crunch”-—there was no
growth at all. As mentioned, monetary growth accelerated to 7.2 percent in
1967. A similar on-again, off-again monetary growth is shown in money broadly
defined to include commercial bank time deposits.

The directives of the Federal Open Market Committee to the Manager of the
Open Market Account in New York offer the best testimony of what it is that
the F.R. tries to do. The directives are usually phrased in terms such as reserve
“positions” or ‘“availability” and money market “conditions” or ‘“pressures”.
This is measured by net borrowed reserves (negative free reserves)—the arith-
metic difference between member bank borrowings from the Federal Reserve
and excess reserves

“Long experience has shown that any departure from a relatively steady ratio
between bank credit expansion and the reserves supplied at Federal Reserve
initiative sets forces into operation that tend to encourage bank credit expansion
when free reseres exist and to restrian bank credit expansion when net
borrowed reserves exist.”' Net borrowed reserves and market interest rates
are corrolated; and it is to one or both of these that the Committee usually
refers. In the terminology of the Committee, easing conditions are measured
by declines in interest rates or net borrowed reserves, while tightening or irming
conditions are measured by the comparable increases. Where conditions differ
in New York from elsewhere the Manager may indicate that the “feel of the
market” is tight, aggregate measures to the contrary.

Statements about money market pressures in the directive have sometimes
been made conditional in recent years. The Committee has directed that desired
conditions be attained subject to particular developments that might occur
between meetings. Shocks related to Treasury financing, bank credit, money,
and liquidity developments have been referred to in this way, though it has
been unclear what precisely would have to happen to change desired market
conditions and by how much. According to the record for the December 12, 1967
Meeting, the Committee directed the Manager to conduct operations for the
purpose of *“. .. moving slightly beyond the firmer conditions that have de-
veloped in money markets partly as a result of the increase in Federal Reserve
discount rates, however, that operations shall be modified as needed to moderate
any apparent significant deviations of bank credit from current expectations or
any unusual liquidity pressures.”?

During the intervening period until the January 9, 1968 meeting, bank credit,
estimated by total bank deposits, increased at a 3 percent annual rate but money
narrowly defined increased at an 11 percent annual rate. It is presumably not a
coincidence that free reserves did decrease as directed and were widely inter-
preted as an indicator of tightening policy despite the fact that monetary growth
had proceeded at such a rapid rate. A similar directive was issued by the Com-
mittee at its next meeting. During the following four weeks; free reserves fell
further; the rate of bank credit growth was about the same; and monetary
growth proceeded at about a 1.5 percent annual rate.

It is clear that the F.R. has not tried to control monetary growth, at least not
directly. The proximate targets at which the F.R. has aimed have typically

1‘The Federal Reserve and the Treasury Answers to Questions From the Commission
on Money and Credit.,” Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1963, p. 9.
2 “Federal Reserve Bulletin,”” March 1968, p. 3086.
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been achieved. The timing of changes in desired money market concitions. reveals
that the F.R. has been quick to pick up evidence of a need for action. But actual
policy actions and money supply changes have often been in the wrong direc-
tion and of inappropriate magnitude. The analogy is made that the policy of
manipulating money market conditions or interest rates is like a biseball player
who can’t hit curve balls. The policy is all right if market conditions are at an
equilibrium associated with achievement of objectives. But otherwise, when
the economy throws curves, tardy adjustments in desired money market condi-
tions lead to strikeouts by swinging at where the economy wai rather than
where it is. .

II. COULD THE FEDERAL RESERVE LIMIT VARIATION IN THE RATE OF MONITARY GROWTH
IF IT TRIED?

Generations of American university students have learned how F.R. open
market operations could be used to control bank reserves and other “lawful
money.” This is also called “high powered” or ‘“base” money. It in turn has
been interpreted as the cornerstone on which the money supply depends. The
quantity of money is determined within a supply and demand or inarket frame-
work. But this market process operates subject to important polizy constrainty
including the amount of lawful money and the legal requiremen:s imposed on
banks to hold lawful money.

A number of empirical studies of the determination of the quartity of money
within a market framework have been made in recent years.” Most have used
quarterly data and have accounted for about 80 percent of th: variation in
quarterly changes in the money supply. But these statistical results are not al-
together relevant from the point of view of actual monetary cortrol. It is not
necessary to fix the quantity of the F.R. open market account or reserve require-
ments over the span of an entire three-month period as is the assumption of the
quarterly models. The F.R. has weekly money supply statistics that are pub-
lished with a lag of one week. It is in a position to observe wher deviations in
monetary growth from a desired rate are sufficiently great to warrant a reaction.
It is certainly true that the F.R. must take into account various non-controlled
factors that affect the supply or demand for lawful money. It p1esently makes
day-to-day and week-to-week projections of likely changes in these non-controlled
factors. Independent estimates show a large part of the variabil:ty in non-con-
trolled factors that affects average bank reserves and other lawfrl money could
readily be offset over a week or two by open market operatiors of sufficient
magnitude.!

Changes in the ratio of money to lawful money are accountable to changes in
the distribution of money among deposits subject to different reserve require-
ments, between monetary and non-monetary-deposits, between lawful money
reserve holdings of banks and currency holdings of the publie, ¢nd finally, be-
tween bank required and excess reserves. These changes reflect both supply and
demand factors in the money market. There is a relatively stron;; seasonal pat-
tern in variation with respect to some of these non-controlled distributional
factors; and there is knowledge with respect to their response to 1aarket interest
rates and to spending. Though non-policy factors are important, it has been
shown that a large part of the quarterly changes in money are accountable to
changes in reserves (and other lawful money) and in reserve re(uirements.® At
but one remove from the money supply, another study has shown -hat more than
two-thirds of the variation in changes in net deposits of memler banks over
half-monthly periods were accountable to changes in bank reserves, changes in
required reserve ratios, and predictable changes in distribution of deposits sub-
ject to different reserve requirements. Though the deposit distritution is really
very stable in the short run, taking account of seasonal factors anc market prices
reduces prediction errors by about 50 percent from those base(! on the naive

3 Frank de Leeuw, “A Model of Financial Behavior” in J. 8. Duesenterry, G. Fromm,
L. R. Klein, and B. Kuh, “The Brookings Quarterly Econometric Mod«l of the United
States.” Chicago: Rand@ McNally & Co., 1965, Stephen M. Goldfield. “Ccmmercial Bank
Behavior and Economic Activity,” Amsterdam : North Holland Publishin;: Co., 1966.

+ Willlam G. Dewald and Willlam BH. Gibson, “Sources of Variation .n Member Bank
Reserves,” “Review of Economica and Statistics’” (May 19687), 143-50.

5 William G. Dewald, “Money Supply Versus Interest Rates as Proxim.ite Objectives of
Monetary Policy.” “National Banking Review” (June 1968), 509-22: ard Karl Brunner
;QAGIS)Ch?IIi;‘elg%r the Supply Theory of Money,” “International Fconomic Review* (Janua.ry'
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alternative of assuming that there would be no change in the distribution from
period to period. The estimates suggest that more than half of the time predic-
tion errors would be $3% billion or less.® These errors in prediction must be in-
terpreted in the light of an attempt to control monetary growth. Errors could
be reduced substantially over longer periods than a week or two if monetary
policy were implemented so as to offset prediction errors in one period by com-
pensating changes in the target the following period. For given settings of policy
instruments, reasonable predictability in deposit changes and changes in the
quantity of lawful money over very short periods supports the conclusion that
the Federal Reserve could ordinarily manipulate its instruments to have a highly
predictable impact on the amount of member bank deposits and money on a
month-to-month or quarter-to-quarter basis.

A question must be raised with respect to the actual relationship of money to
policy instruments if monetary control became the proximate policy objective. If
the F.R. utilized its instruments to constrain monetary growth to a desired
level, induced changes in interest rates could feed back to affect changes in
money. The point is that if the structure of the economy has been one such that
policy instruments have moderated interest rate variability, then estimates of
financial behavioral patterns could be expected to be biased. A simple illustra-
tion can make this clear. Suppose there is a change in demand for bank credit
which prompts banks to sell securities. The effect would be to increase market
rates on private and government securities. But if the monetary authority con-
duets open market operations to prevent these increases, it would increase the
amount of lawful money in the system and in the immediate run moderate the
increase in interest rates. Statistical data would show that changes in the amount
of lawful money were directly associated with changes in the quantity of bank
credit and deposits. The question is whether there would be a comparable in-
crease in the quantity of money and bank credit if the F.R. initiated the action
by purchasing the same quantity of securities where there had not first been an
increase in the demand for bank credit.

There is little question that the F.R. could increase the quantity of lawful
money by any given amount. This would induce banks to extend credit and to
issue deposits. In the immediate Tun this would decrease interest rates. And that
in turn would induce the public to borrow and to add to deposit holdings. From
cycle to cycle or historically over long periods, it is reasonable to conclude that
these policy actions have played an independent role.” The question is whether
they have played an independent role, week to week and month to month ; and if
they have not, how can one interpret the short term relationship between money
and bank credit, and the instruments of policy?

Though the evidence is incomplete I am willing to conclude that the predicti-
bility of lawful money and the distribution of money is sufficiently great that
actual manipulation of controlled variables to limit variation in monetary growth
could be accomplished. There is no need over reasonably long periods of time,
certainly a quarter-to-quarter basis, for average monetary growth to deviate from
desired rates. The money supply could be controlled if it were desired.

III. WOULD THERE BE INCREASED SHORT TERM VARIATION IN MARKET INTEREST RATES
AND MONEY MARKET CONDITIONS IF THE FEDERAL RESERVE WERE PERSUADED TO
LIMIT VARIATION IN MONETARY GROWTH ?

The evidence must come from someplace else than the present U.S. For many
years the F.R. has acted as a shock absorber, preventing short term variability
in interest rates or other measures of money market conditions from desired
values. The desired values have been subject to change, but, for a given level,
changes in any of the uncontrolled factors that would otherwise change market
yields and money market conditions have been offset by policy reactions. Indeed
there have been many occasions when the immediate effect on money market
conditions of one monetary policy action has been almost altogether offset by
another.

The prediction that there would be increased short term variability in interest
rates if the F.R. moderated variability in monetary growth is based on the follow-
ing evidence :

There is greater seasonal and random variability in free market rates of in-
terest on short term instruments in other countries where the central bank takes

s Willlam G. Dewald, “Control of Member Bank Deposits,” Econometric Society Winter
Meeting, 1964, unpublished.

7 Milton Friedman and Anna J. Schwartz, ‘““A Monetary History of the United States,
1867-60,” Princeton : Princeton University Press, 1963.
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a less active role in moderating short term shocks to the finanecial system than
is true in the U.S. In Australia, where I was visiting economist to the Reserve
Bank of Australia last year, there are relatively wide spreads betw:en the buying
and selling prices of the monetary authority. It takes a larger chi:inge in money
market conditions to induce an open market operation. The maiket is free to
determine interest rates on short term instruments over a much vsider range of
values than is true in the U.S. And there is substantially more vari:bility in rates
of interest in the short term money market in Australia than in ths U.S., though
it is importantly limited by speculation and international capital ficws where rate
changes are expected to be temporary.®

There was a strong seasonal in interest rates in the U.S. before the establish-
ment of the F.R. This has since been moderated by F.R. actions. There was no
apparent seasonal in interest rate variation from month to month during that
period of the 1930’s when the F.R. did not make any open market transactions
for a few years; but there were substantial month-to-month chan zes in interest
rates, presumubly reflecting non-policy factors. Finally there is th: testimony of
the F.R. officials who repeatedly have reported that there are large changes in
uncontrolled factors in the short run that would cause sharp char ges in market
interest rates and money market conditions in absence of cushioning: operations.

I am willing to conclude that there would be increased short te:m variability
in market interest rates if the F.R. tried to moderate variation in monetary
growth rates.

IV. WOULD LIMITING VARIATION IN THE RATE OF MONETARY GRO' VIH INCREASE
INTEREST RATE VARIABLY OVER THE BUSINESS CYCLE AND SECULARLY ?

Limiting variation in monetary growth would likely decrease interest rate
variability. This is stated with full knowledge that it is an affront to con-
ventional wisdom.

Monetary growth in the postwar period has been lowest around :yclical peaks.
It has accelerated subsequently and then, during expansions, Fas sometimes
accelerated further and sometimes decelerated. It is reasomable to infer that
interest rates would have been lower and would have fallen aster around
cyclical peaks if monetary growth had proceeded at its long period average.
Similarly a steadier rate of monetary growth would have held interest rates
higher than the actual lows at cyclical troughs since these periods ¢ ften coincided
with high points in rates of monetary growth.

There are separate short term and long term forces that affec: the relation-
ship between monetary policy and interest rates. The argument that is most
familiar involves the short run where increases in monetary growth could be
expected to decrease interest rates and decreases in monetary growth could
be expected to increase interest rates. The point dis that policies; that expand
the money supply provide banks and others with the wherewithil to increase
the demand for investments, the effect of which is to bid up their prices, or
equivalently to reduce interest rates. This argument depends or the presence
of relatively sticky prices and wages, and by implication, less than capucity
utilization of resources. When these conditions hold, it is possible for declining
interest rates to stimulate demand without causing offsetting price and wage
increases. A similar argument can be made for a decrease in mo1 etary growth,

Though one cannot be sure, it is reasonable that cyclical interest rate varia-
bility of this variety would be reduced by policies that limit variation in rates
of monetary growth. The present cyclical interest rate pattern riainly follows
the business cycle with peaks and troughs roughly coinciding w.th peaks and
troughs in economic activity. To the extent that steady monetary growth would
represent an acceleration (deceleration) relative to observed growth around
cyclical peaks (troughs), moderating variation in monetary growth would tend
to damp interest rate variability at the extremes. And it could alio be expected
to force interest rates to decline earlier and to precede cycle peals in economic
activity. The argument is that around cyclical peaks when monetary growth
has been slowest, a relative increase in monetary growth would teid to decrease
interest rates. The implication is that the timing of interest rates changes, the
effects of which are inevitably lagged, would be reset to start their stimwlative
effects earlier than under ithe present policies. These policies have deliberately
taken actions to make high interest rates or tight money mar et conditions

8 Willlam G. Dewald, ““The Short Term Money Market in Australa,” the English,
Scottish and Australian Bank Limited Research Lecture, 1967, Brisbant : University of
Queensland Press, 1967.
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coincide with business cycle peaks and to make low rates coincide with cycle
troughs.

The argument that is least familiar involves the long run where increases
(or decreases) in monetary growth could be expected to increase (or decrease)
interest rates. This involves a reformulation of expectations of future prices
on the basis of observed effects of monetary growth on prices. Suppose that
an increase in the rate of monetary growth supports am increase in demand.
This would tend ito increase prices which in turn would eventually induce
savers and investors to anticipate further price increases. Borrowers would be
willing to pay more interest for dollars whose purchasing power was expected
to depreciate. And savers would demand to be paid enough interest to compensate
them for their sacrifice of present purchasing power in real terms and for the
expected decline in the value of money. Under these circumstances policies to
accelerate (or decelerate) momnetary growth would increase (or decrease)
interest rates.

One cannot be sure what effect moderation in variation in monetary growth
would have on overall interest rate variability over the business cycle. But it
is reasonable to expect that interest rates would tend to lead economic activity
more than presently where rates of monetary growth have tended to lead, and
that cyclical extremes in interest rates would be damped. It is eminently clear
that limiting variation in monetary growth would be associated with less long
term variation in interest rates than has been observed historically. The ex-
tremely low interest rates that obtained after the financial collapse of the banks
in the 1930’s resulted from an extremely low level of demand at least partly
accountable to unduly restrictive monetary policies that had occurred earlier.
The extremely high interest rates that obtain today are at least partly accounta-
ble to the high rates of monetary expansion and aggregate demand that have
occurred over recent years, To the extent that moderating variation in monetary
growth could damp cumulating inflation or deflation in the economy, it is reason-
able to conclude that it would limit interest rate variability too. I believe that
lessening variability in monetary growth would have this effect.

V. WOULD LIMITED VARIATION IN MONETARY GROWTH REDUCE VARIATION IN
UNEMPLOYMENT AND INCREASE ECONOMIC EFFICIENCY IN THE LONG RUN?

There is a question whether monetary policy actions have been counter-cyclical
in their effects, and whether limiting variation in monetary growth would in-
crease or reduce the counter-cyclical effects of monetary policy actions. This is
an issue about which there is a lively argument presently in the economics
profession.

Those who have argued that monetary policy actions are perverse and play
a major role in the pro-cyclical variation in monetary growth rates would
conclude that limiting such variation would reduce the applitude of the business
cycle. This implies reduced variability in capacity utilization or unemployment
and an increase in economic efficiency. But even if monetary policy actions have
affected the economy in the right direction, the question is whether that effect
is as great over the cycle as the effect that would have resulted if monetary
growth had been stabilized. This depends on the timing of the reaction of policy
to economic performance and the effect of policy action on objectives. Empirical
results suggest a relatively short lag in the response of policy aims to changes
in economic conditions but a rather long lag in the response of the economy to
policy actions. Part of this response comes in a very short time but overall it is
distributed over many months and is variable from cycle to cycle. Empirical
results would suggest important responses in expenditure to interest rate changes
in six months to a year though much longer average lags have been estimated.”
An interesting theoretical model has been developed in recent years that suggests
that changes in the money supply, if made an independent factor, would tend
to cause augmented changes in market interest rates which would have the
effect of speeding the adjustment to monetary policy actions in comparison with

9 Michael J. Hamburger ‘“The Impact of Monetary Vardables: A Selected Survey of the
Recent Empirical Literature,” “Staff Economic Studies” (August 1966) ; and Robert H.
Strotz, “Empirical Evidence on the Impact of Monetary Variables on Aggregate Expendi-
ture” in George Horwich (Editor), “Monetary Process and Polley: A Symposium,” Home-
wood, Ill.: Richard D. Irwin, Ine., 1967; and such unpublished econometric studies as
those of Stephen M. Goldfeld and Albert Ando, Ronald Teigen, and the MIT-Fed model.
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the lag that one would expect simply on the basis of the relationship of expendi-
ture to interest rates.'

If one assumes that limiting variation in monetary growth would have the
effect of increasing interest rate variation seasonally, it is reasonable to expect
tha't economic efficiency would be improved and that unemployinent variation
over the year would be reduced, though perhaps not very much. The argument
is that where interest rate variation is moderated over the year, the economy
loses the effect of one kind of price change that could direct factor; of production
to employment during periods that would otherwise be slack. Over the year there
are periods of intense employment utilization, peaking at the end of the harvest
season and the pre-Christmas production in October. The high point in un-
employment is in June when the labor supply is increased after s:hool-leavings;
and hard on its heals comes the low point in industrial producticn in July. One
should expect that relatively lower interest rates before and during June would
make it easier for businesses to finance their operations and to increase their
utilization of labor in June and July and that relatively higher interest rates
later in the year would marginally shift production to earlier periods. If there
is no financial penalty to operating during periods of high level resource utiliza-
tion, other than the relative scarcity of labor, then part of the rotential power
of the price mechanism in directing resources toward employme1.t during slack
production periods is emasculated.

The potential effects of interest rates on the allocation of resources are much
greater over cycles than seasons. L.ow interest rates in recession serve a purpose
in stimulating demand. As mentioned, if monetary policy actions and accelera-
tion in monetary growth lag behind cyclical peaks, it follows thar a more stable
rate of monetary expansion at cyclical peaks would speed declines in interest
rates. Similarly, it could stimulate an earlier increase in interest i'ates where the
economy approaches full utilization of resources. Gradual declines in interest
rates after cyclical peaks have been the bane of I'.R. policy. Since policy actions
affect the economy with a lag, it is incumbent to introduce counter- :yclical policies
of sufficient magnitude to have a measurable effect and not to delay their intro-
duction. Where the need for policy response is established, gradua ism in declines
in interest rates or increases in free reserves have often got the F.R. into the
difficulty of taking policy actions that were actually perverse in preventing
interest rates from falling as far as they would have in the absence of actions.™
This has typically been associated with a misconception on the part of the F.R.
It has often interpreted declining interest rates or easing money market condi-
tions as expansionary and rising interest rates or tightening mone) market condi-
tions as contractionary without taking account of the independent effect of its
own actions.

The actual change in quantity of money (and bank credit) can give important
clues about whether policy actions have been sufficiently expansionary in the
face of a declining economy or sufficiently contracttonary in the: face of infla-
tion. The money supply might not always increase even witl expansionary
policy actions, because of the effect of factors outside the contiol of the F.R.
Nevertheless, where there has been a decline in the demand for commodities
at the onset of recession, it would be reassuring that the impuls:: of policy was
in the right direction if the money supply actually increased, at leust at the aver-
age rate it had grown in the past. And where there has been un inflationary
increase in the demand for commodities, it would be reassuring tl.at the impulse
of policy was in the right direction if the money supply actually i wreased at not
more than its long period average rate. By this standard money grew too little
in the year ended June 30, 1960, as the economy moved into recession and too much
in 1967 in opposite circumstances. The rate of growth in the supply of money
can be given the interpretation of early election returns which provide an indi-
cator of the final outcome of an election. The quantity of money can reflect the
thrust of policy action on the economy before the actual effects of those actions
are felt in expenditure, employment, and prices. This has been ~he main point
of my colleague, Karl Brunner’s argument with respect to the interpretation

10 Donald_ P. Tucker, “Income Adjustments to Money-Supply Chanes.” “American
Bconomie Review” (June 1966). 433-449, and a related empirical s:udy, Harold .
Sharpiro, “Distributed Lags, Tnterest Rate Ixpectations, and the Impict of Monetary
Policy: An Econometric Analysis of a Canadian Experience,” “Americ:n Economic Re-
view” (May 1967), 444-461.

11The episode of the 1939—60 decline in money Is discussed In Willlam G. Dewald, “The
Monetary Policy Guide,” Money and Banking Workshop, Federal Reger re Bank of Min-
neapolis, May 1961 and “Free Reserves, Total Reserves and Monetary Ccntrol,” “Journal
of Political Economy” (April 1963), 141-155.
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that one should put money changes. Analysis by Brunner and his collaborator,.
Allan Meltzer, has shown a much closer correspondence between economic
activity and the money supply variously defined that between economic activity
and alternative measures of the stance of monetary policy such as interest rates.
and free reserves.”

It is reasonable to conclude that limiting variation in monetary growth rates
and letting interest rates vary seasonally would moderately reduce average un-
employment. Limiting monetary growth variation cyclically would be expected to-
reduce the amplitude of the business cycle and increase economic efficiency.

VI. WOULD LIMITING VARIATION IN THE RATE OF MONETARY GROWTH REQUIRE
FOREIGN EXCHANGE RATE ADJUSTMENTS?

An implication of a policy to limit variation in monetary growth rates is.
to commit the U.S. to put domestic policy objectives first. It might be necessary
to change the value of the dollar in terms of other monies from time to time.
But there is no reason why one should expect balance of payment disequilibrium.
to be any more of a problem than presently. In fact, if moderated variation in
monetary growth had the effect of damping the business cycle, the critical prob-
lem of inflation and an associated balance of payments deficit would be reduced.
This would make the dollar more attractive as an international reserve cur-
rency. If not only the U.S. but other countries initiated policies of moderating
variation in monetary growth and other policies that had the effect of stabiliz-
ing domestic prices and maintaining production reasonably near capacity, there-
would be much less reason than now for the price of one currency to change in
terms of others.

Over the years, as tastes and productive capabilities changed in different coun-
tries, one should expect that it would be necessary to adjust foreign exchange.
rates. But such fundamental disequilibrium in currency values is best eliminated
by foreign exchange rate adjustments and not by inflation in surplus countries.
or deflation and depression in deficit countries. I't is more than a remote possibility
that the present fixed exchange rate system would operate a lot more efficiently
than now if the U.S. and other countries took steps to limit variability in the
growth rates of their domestic money supplies. Nevertheless, it is an implication
of domestic stabilization policies that any resulting balance of payment disequili~
brium be adjusted by exchange rate changes. If more stable monetary growth
rates than we have had should result in greater relative inflation here than over-
seas, the implication is that foreigners would eventually get more dollars than
they would want and the price of the dollar would fall. On the other hand, if
limiting variation in monetary growth should result in less inflation here, the
implication is that we would accumulate additional foreign currencies or gold—
eventually more than we would want—and the price of the dollar would have to-
rise in terms of other currencies.

VII. WOULD MODERATING VARIATION IN MONETARY GROWTH BE A RETTER POLICY THAN
WHAT WE HAVE HAD?

I have argued that moderating variation in monetary growth would be an
improvement over past policies. This does not mean that a constant rate of
growth in money would be the best policy. But it is a reasonable norm against
which to compare counter-cyclical policy actions. The economic record suggests
that a constant rate of increase in the money supply would have provided more
expansive action before and after cyclical peaks than what we actually got.
It would have provided less expansive actions during the Korean War and the
present Vietnam War. It is reasonable to conclude that a constant rate of increase
in the money supply would have moderated the extremes of postwar booms and
recessions.

The reason why the F.R. has so often pursued policies that caused monetary
growth rates to accelerate with accelerating economic activity and to decelerate
with decelerating economic activity is associated with the idea that the thrust
of policy actions is measured by interest rates and money market conditions. An
implication is that monetary policy actions have often tagged along behind fis-
cal policy, rather than exerted an independent role. This is probably even more

12 Karl Brunner and Allan H. Meltzer, “The Meaning of Monetary Indicators,” in George
goriwiclh (;Ed,ltoi-%é;‘l\lonetury. Process and Policy : A Symposium,” Homewood, 111. : Richard
. Irwin, Inc., .
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of a problem in most other countries than it is in the U.S. Expansive or contrac-
tive monetary policy actions can be induced by budget deficits or sarpluses where
I R. acts to prevent interest rates from changing as much as they otherwise
would. The test of whether the F.R. has added to the inflationary or deflationary
impulse of fiscal policy is not whether interest rates went up or down but whether
the F.R. sold or bought securities or took equivalent actions with .ts other policy
instruments. It is typical, though not necessary, for rising budget surpluses such
as in 1959 to induce deflationary F.R. policy actions and for budget deficits such
as 1967 and 1968 to induce inflationary F.R. actions.

Central bankers the world over share the F.R.’s misconceptior. of the proper
measure of the stance of their policy actions.”® This misconception is particularly
dangerous when the level of total demand is at a peak and begins to decline. In
this situation it is natural for interest rates to decline and money market condi-
tions to ease in the absence of any F.R. policy actions. The danger is that the F.R.
may be fooled into interpreting declines in interest rates as a sigh of expansion-
ary policy despite the flact that it takes actions to prevent interest rates from
falling as far or fast as they would if there had been no policy ac:ions. Similarly
during inflationary periods rising interest rates can lead the F.R. to misinterpret
its policy stance.

Earlier I mentioned the analogy of this policy to a baseball player who
can’t hit @ curve. That analogy can be extended to include the policy of moderat-
ing variation in rates of monetary growth. It's a matural curve ball hitter
just as the F.R. policy is a natural strike-out. Moderating variation in mone-
tary growth-—on the basis of the kind of curves the economy has offered in the
postwar period—would automatically tend to damp the worst excesses of
induced monetary police reaction to the economy. Fifty-five yesrs of swinging
at where the economy was, not where it is, would seem a fair chance for the
central bankers’ policy. It may be time to substitute a new policy—particularly
when one considers the ominous prospects our economy flaces today because
of policies in the recent past.

Chairman Proxmire. Our final witness is Prof. Richard Selden, of
Cornell. Professor Selden ?

STATEMENT OF RICHARD D. SELDEN, PROFESSOR OF ECONOMICS,
CORNELL UNIVERSITY

Mpr. Sewpen. I appreciate very much having an oppor:unity to par-
ticipate in this important discussion of the role of guidelines in gov-
erning Federal Reserve policy.

My statement this morning consists first of some ger.eral observa-
tions about guidelines, and then some more specific commments about
the proposal of Representative Reuss which appeared in the commit-
tee’s 1968 report.

The quest for monetary guidelines goes back at least o the famous
controversy of the 1940’s in England between the currency school and
the banking school. In the 1920’s in this country, there was lively dis-
cussion of proposals to direct the Federal Reserve {o attempt to
stabilize an index of commodity prices. In 1936 Prof. Henry Simons
published an article titled “Rules versus Authorities in Monetary
Policy” in which, after surveying a variety of monetary rules, he con-
cluded that the selection of a particular guideline, such as stabilization
of the price level or of the volume of money, was less iraportant than
acceptance of the principle that some rule should be adopted and
announced to the public.

Simons saw three main advantages to the adoption of a monetary
rule. First, it would tend to stabilize business expectations. According

18 William G. Dewald, “Indicators of Monetary Policy,” Economic Papers, ‘“The Economlic
?ggl’;z)ty fé’_ﬁgstmlia and New Zealand, New South Wales and Victorian E-ranches” (August
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to Simons, the major source of the uncertainties that plague business
planning and lead to fluctuations in investment spending is govern-
ment itself—and especially the monetary authority. The announce-
ment of a simple rule that would be adhered to steadfastly would create
a stable environment within which rational decisionmaking could pro-
ceed with comparative calm. Second, Simons was disturbed by the
antidemocratic implications of vesting great power in the hands of a
quasi-independent agency such as the Federal Reserve Board. Con-
gress, he felt, should retain closer control over this important area.
However, the only feasible way of establishing firm congressional
control over money would be for1t to lay down guidelines within which
the Federal Reserve would have to operate. Third, adherence to a rule
would prevent the monetary authority from following perverse poli-
cies. The case that usually is cited is the 1929-32 period when the vol-
ume of money fell by about 25 percent during one of the most severe
business contractions the country has ever known. It is generally agreed
that a policy of maintaining a constant money stock—assuming this
could have been achieved, and I have no doubt at all that it could have
been—iwould have been far preferable to the one actually followed by
the Federal Reserve, and it is plausible to suppose that instead of
suffering through a great depression the economy would have expe-
rienced somethin% more closely resembling our mild postwar reces-
sions after 1929. This point of view received empirical support from the
work of Dr. Clark Warburton, former chief economist for the Federal
Deposit Insurance Corporation, who found that every business cycle
peak during the interwar period was preceded by a lapse of mone-
tary growth from s “normal” upward trend of 5 percent per year.
Warburton concluded that the Federal Reserve should aim at a
growth rule that would prevent such lapses—as well as inflationary
excesses—in the future.

It is probably fair to say that the contemporary phase of the
cuidelines debate grows out of Prof. Milton Friedman’s work on lags
i the effect of monetary policy, which has provided a fourth reason
for adoption of a monetary rule. While by no means rejecting the
arguments of Simons and Warburton, Friedman has argued that a
flexible; that is, discretionary, monetary policy is likely to intensify
business fluctuations rather than moderate them. The reason is that
policy changes influence the economy only after very substantial time-
lags. The policy initiated in May 1968 may not reach its maximum im-
paot until, say, July 1969. But neither the Federal Reserve nor anyone
else possesses dependable means of forecastmg the state of the economy
a year or more in advance; hence there is every likelihood that today’s
policy will turn out to be inappropriate by the time it matures. And
to compound difficulties, Friedman believes that monetary lags are
highly variable, and unpredictably so. Hence even if we could foresee
the state of the economy a year or two from now there would be
no assurance that the policy changes initiated today would blossom
forth precisely whenintended.

Friedman’s doctrine of long and variable monetary lags has not gone
unchallenged, of course. Critics have disagreed with his stastical meth-
ods and his choice of variables for timing comparisons. It has been
pointed out that the effects of monetary policy are likely to be spread
out over lengthy time spans and that a significant portion of the effects



97

will be felt fairly soon. However, work by others, including Prof.
Thomas Mayer and Prof. John Kareken and Robert Sol>w and even
the Federal Reserve Board’s own staff, has established rather defini-
tive the reality of monetary lags. Moreover, Friedman readily ad-
mits that some of the effects of policy changes will ke felt quite
quickly; what is vital to his position is that a substanticl portion of
the effects are not felt until long after they are needed, and his critics
have not been able to fault him so far on this point. X

While nearly everyone now accepts long monetary lags as a fact of
life, most students of monetary policy remain unconvine:d about the
wisdom of setting guidelines for the Federal Reserve. 'This 1s par-
ticularly true of the policymakers themselves.

Failure of the pro- and anti-guidelines advocates to reach agree-
ment can be attributed largely to disagreements on the fol owing three
points. First, the advocates of discretion seem to have dif’erent objec-
tives of monetary policy in mind than do the advocates of guidelines.
Second, there is disagreement on the theory of monetary policy, that
is, on the channels through which policy changes influer ce the econ-
omy’s ultimate goals. Third, although this is something of a red her-
ring, it is contended by the advocates of discretion that vhe best rule
for the 1960’s may be wholly inappropriate for the 1970’s or some later
period ; rules inevitably become obsolete. I shall offer a few comments
on each of these sources of disagreement.

It is commonplace to observe that the ultimate goals of economic
policy, including monetary policy, are to maintain (1) high levels of
employment of the economy’s resources, (2) a stable price level for
goods and services, (3) equilibrium in the balance of payments, (4)
efficient patterns of resource use, and (5) an adequate rate of economic
progress, whatever that may be. The Federal Reserve athorities, of
course, affirm these objectives like everyone else. Yet at least three other
objectives seem to play a role in the Fed’s determination of proper
policy. One such objective is to aid the Treasury in its task of man-
aging the Federal debt. A second objective is to avoid mak ng member-
ship in the system unattractive to member banks. This unsooken objec-
tive appears to be the major explanation of the Fed’s forthcoming
liberalization of policy at the discount window. A third implicit objec-
tive, often lost sight of by academic critics of the Federal Reserve, is
protection of the money market against the random shocks that con-
tinually buffet it. One gets the impression from reading their commen-
taries that Federal Reserve officials regard the money maricet as a deli-
cate plant that needs constant attention in order to survive.

It should be noted that lags probably do not interfere significantly
with the Fed’s attainment of these three “lesser” objectivis—in sharp
contrast to the ultimate goals discussed carlier. On the contrary, adop-
tion of simple monetary guidelines such as Friedman’s 4 percent
growth rule or mandatory stabilization of a price index would require
abandonment of at least some of these special Federal Reserve objec-
tives, especially that of protecting the money market.

My own view is that these are unworthy objectives thut should be
rejected in any event. Although I cannot pose as an expert on the
money market, I am inclined to think that the Fed as an :xaggerated
view of the value of the role it is playing in the market. Furthermore,
I see no justification for constraining monetary policy in order to
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accommodate the Treasury’s borrowing plans. Finally, I believe that
Congress should make all insured banks, whether members of the sys-
tem or not, subject to the same reserve requirements.

A much more important source of disagreement on the advisability
of establishing guidelines is the lack of consensus on the way in which
monetary policy influences economic activity. Typically monetary, fis-
cal, debt management, and other policy changes take place simultane-
ously, along with a multitude of “exogenous” nonpolicy changes—all
of which influence the economy with varying lags. At any moment it
is impossible to say with certainty just what the contribution of mone-
tary policy has been to the end result. It is possible, therefore, for
. competent economists to hold rather different views about the relative
importance of the money stock (variously defined), bank credit, total
unborrowed reserves, the monetary base, etc., as factors influencing the
ultimate goals. Even if the general idea of guidelines is accepted, there
may be disagreement over the selection of an appropriate target. There
may also be disagreement about the ability of the Fed to hit whatever
target is selected, although I certainly agree with Professor Dewald
that there is not a whole lot of room for disagreement on that point.
But one should not exaggerate the extent of our ignorance of monetary
economics. In my judgment adoption of target growth rates for any of
the variables just listed would probably give better results than we
have been getting from monetary policy in recent years.

This leads us to the third source of disgareement—the likely ob-
solescence of any monetary rule. I have called this a red herring because
those advocating guidelines have always recognized the desirability of
continuous appraisal of results and the possibility of occasional modi-
fications when the results turn out to be negative. Several years ago I
suggested a mechanical device for imparting some flexibility into the
monetary growth rule by making the growth rate of money depend
on a moving average (say over a 15-year period) of past growth rates
in real output and in the velocity of circulation of money. Perhaps
_a more sensible procedure would simply be an annual review of the
guidelines to determine whether they need revision. Of course, the
spirit of the whole guideline approach would be violated by sudden re-
visions of a substantial magnitude but this would in no way preclude
a high degree of flexibility in the long run. -

1 turn now to Representative Reuss’ suggestion that the Fed keep
monetary growth (money defined narrowly) within guidelines of 3 to 5
percent per year. I think this is a reasonable suggestion and one that
would achieve better results over the long haul than those we have
attained in the last decade or so.

My only criticism is of the loopholes Representative Reuss has
creafed by design. I have no quarrel with the idea of allowing for
changes in the relative importance of time deposits and other liquid
assets so long as this is restricted to taking account of what seem to be
longrun trends. However, if we are convinced that the demand for
money is highly sensitive to variations in yields on these assets, then
the solution would be to expand the scope of our monetary target to
include them, Similarly, I am skeptical of the value of Representative
Reuss’ second and third qualifications, which would permit suspen-
sion of the guidelines during slack and inflationary periods and dur-
ing periods when businesses “are making exceptionally heavy demands
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-on credit” in order to replenish liquidity. What we know about lags
in the effect of monetary policy suggests that these deviations from
the guideline would be ill advised.

The next three qualifications seem to be especially questionable. The
fourth, relating to the accommodation of cost-plus inflation, would
guarantee a secular rise in the price level. The basic reason why cost-
plus inflation has been such a minor problem in the U.S. economy has
been the unwillingness of the Fed to underwrite “excessive” wage in-
creases through monetary expansion. With respect to the accommoda-
tion of the Treasury, I see no reason why the Federal debt should be
managed in such a way that large indigestible blocks of debt must
from time to time be refunded, with the tacit cooperation of the Fed.
A more even spacing of maturities over a long time span ‘vould obviate
any special function for the Fed in aiding debt managen ent. With re-
spect to the balance of payments, I certainly share Mr. Reuss’ dislike
for subjecting the domestic economy to monetary chan;re because of
balance of payments problems. However, I believe he is much too
optimistic about what can be accomplished through straegies such as
“QOperation Twist.” Ultimately it will turn out that monetary policy
can ignore the balance of payments only if exchange rute variations
are used as an equilibrating device. This is an expedient I am quite
content to see us follow, especially if “exchange variabi.ity” means a
regime of floating rates.

Finally, I think it would be most unwise for the Fed to engage in
open market operations in obligations of the FNMA anc. the FHLB’s
Down this path, it seems to me, there is a real danger .urking—that
gradually the Fed will be drawn into all sorts of overt interferences
with the free market in order to “improve” the allocatior. of resources.
The Fed already has too many responsibilities—for example, regula-
tion of bank holding companies and administration of “voluntary
guidelines” for bank loans to foreigners—to permit devotion of its
Dest efforts toward achievement of our ultimate goal; it should not
be encumbered with this additional duty. Moreover, in my judgment
the difficulties that beset savings institutions and the housing industry
in 1966 were in part unique events that are not apt to be repeated and
in part the result of the absence of monetary rules in 1965 and 1966
of the very sort Mr. Reuss is proposing. In my opinion the credit
crunch was a result mainly of excessive monetary growih, well above
5 percent, per year, during the 18 months or so prior to the summer of
1966.

I should like to close by making a few observations oa the Federal
Reserve Board staff comments on Representative Reiss’ proposed
guidelines. At the top of page 2 it is stated that “the Federal Reserve
should be chary of rules that seek to specify, once and for all, what
growth of money over the long run is appropriate.” Of ccurse, but that
1s hardly the issue. The problem that the guidelines aie aimed at is
excessive short-run variations in money, as 1in 1965-67. The guidelines
could be adjusted gradually to take care of long-run caanges in the
demand for money.

The illustration of dire consequences that may result from adoption
of a monetary rule given on pages 2-3 of the comment aso is not very
convincing. One can always select time periods that are congenial to a
particular point of view; calculation of growth trends in money over
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the period 1947-67 is highly misleading. Suppose, for example, that
the Fed staff had taken 30-year trends instead of 20 years. I have not
bothered to make the computations but it is clear that a rather differ-
ent picture would emerge. And as stated in the preceding paragraph,
there is no reason why the guideline could not be adjusted gradually
to conform more accurately to the growth trends in output and
velocity. ]

The Fed staff has rightly criticized, Mr. Reuss’ recommendation
that monetary growth be accelerated during periods of cost-plus infla-
tion. Identifying such periods is an extremely tricky business and
certuinly dould not be done quickly enough to assure reasonable
results, even in the absence of significant monetary lags.

Most of the remainder of the Federal Reserve Board staff comment
deals with the specific qualifications that Mr. Reuss has built into his
proposed guidelines. In general I find myself in agreement with the
positions taken by the staff.

In summary, I would like to state my recommendations with respect
to the guidelines issue. I certainly would oppose any attempt to set up
a rigid 2 percent per year guideline for all future monetary growth.
At the same time I feel strongly that the U.S. economy has been sub-
jected to excessive fluctuations in the growth of money and bank
credit, in the recent as well as more distant past, and I would welcome
adoption by the Fed of a 3 to 5 percent per year guideline—without
the loopholes contained in Mr. Reuss’ proposal. In addition I would
like to see a willingness on the part of tﬁe Federal Open Market Com-
mittee to announce exact growth goals in the money stock within the
3- to 5-percent band—for example, 4.6 percent—these targets to be
sought over periods of 2 or 3 months. There would, of course, be ran-
dom weekly deviations from the desired trend but the public would not
mistakenly interpret these as harbingers of change. The targets could be
adjusted at any time, preferably in small steps, and a public announce-
ment to this effect would be made. Hopefully, however, the FOMC
would resist the temptation to attempt a fine tuning of the economy as
in 1965-61. '

Thank you.

Chairman Proxmire. Well, thank you, gentlemen. These are three
more very, very fine papers, more helpful and most enlightening.

Yesterday, as I say, we had witnesses who disagreed with you, and
I have discussed with the staff why they didn’t have panels who dis-
agreed among themselves. I think we would have had a more lively
discussion but they say that professors don’t like to disagree. They
like consensus.

Mr. Dewarp. Who says——

Chairman ProxMire. Whether it is good judgment or not, I don’t
think it is.

Mr. Serpex. I am sure we will find something to disagree about.

Chairman ProxMire. I am sure you will. Anyway, I will try to raise
some of the arguments. One of the arguments that might appeal to a
good many people, is that in 1967 we were confronted with a situation
in which interest rates were high and seemed to be rising and repre-
sented a terrific burden on borrowers, on the homebuilding industry,
ﬁ.ng so forth. They have been worse in 1966 but in 1967 they were still

ad.
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The Fed increased the money supply, as you gentlemen have said, at
a very rapid rate. But because of liquidity preference which was pretty
high at that time, and because of other elements the Fed was unable
to bring interest rates down.

If they had followed the policy you are advocating and limited
their increase in the money supply to, say, 6 percent and presumably
it would be less than that because it was an inflationary period, they
might have limited monetary expansion to the 2-percert level, under
télose circumstances what would have happened to interest rates? Mr.

hrist ?

Mr. Curist. If we start at the beginning of 1967, where the 7-per-
cent rate of increase in the money supply began, and if vse had limited
the increase in the money supply at that point to 6 percent, I think
interest rates would have risen more in 1967 than they actually did.
But we can:

Chairman Proxmire. Wouldn’t there have been an argument, even
at that time on the basis of the philosophy that I undestand lies be-
hind the thesis that you are advancing, that in view of the dominant
inflationary element and the low level of unemployment, and the rela-
tive strain at least on manpower resources, this would have been a
logical time to have increased the money supply at the low end, that
is at 2 or 3 percent rather than at 5 or 6, in W}l)mic 1 case you would have
an even still higher rate of interest.

Mr. Carist. Well, possibly. But let me go back a little bit into early
1966. There was a period of the last 8 months or so of . 966 when the
money supply changed for practical purposes not at all. It shows a
slight negative change and I think that was a mistake, and it is hard
to begin at one point——

Chairman Proxmire. I see what you mean.

Mr. Curist. And say what should be done from here on and expect
there will be no heritage from what happened a few wecks before you
began your rule. So there is probably no time at which one can begin
a guideline of 3 to 5 percent or 2 to 6 percent when you wouldn’t be a
little bit sorry about something that happened at the beginning, but
we have to look on the beneficial effects of such a guidel'ne in the long
run.

Chairman Proxmire. You see what I am getting at is she contention
that although you gentlemen say the Fed will be able to increase the
supply of money, we might agree to that, the argument is; whether they
can increase the supply of money at a rate which will rosult in a level
of interest rates which give you the optimum public interest.

The point that was raised yesterday by Mr. Chandler and Mr.
Modigliani, was that the velocity interferes with all this, and you can’t
control the velocity. You can increase the supply of money but if the
money is being used at a more—at a less rapid rate you lon’t have the
kind of eftect on economic activity that you would like to have to
compensate.

Mr. Crmrist. Velocity is not absolutely constant and Chandler is
known for saying that it varies greatly and can’t be predicted. It
varies, that 1s demonstrable. I think it is reasonably easy to tell what
is going to make 1t change. High-interest rates make velocity increase,
as arule, and low-interest rates make it decrease as a rule.

Twenty years ago we had very low interest rates, and much lower
velocity. Now, we have higher interest rates and higher velocity.
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But it is a mistake to pay heavy attention to attempts to smooth
out the interest rate. It is more important to see to it that the money
stock grows at a fairly steady rate. I would like to see the Fed have
some opportunity toincrease the rate above 4 percent wher they think
it is necessary, and to reduce it below 4 percent when they think it is
necessary. But they have gone too far. Usually they have reactéd about
as soon as you could expect an authority to react, but they have reacted
too much, and I would like to see them not worry so much about
changes in the interest rate and to worry more about moderating
the rate of change of the money stock. I think that the long run effect
of this would be that we would have smoother variation in the things
that really matter, namely real output, and we would have some pe-
riods when we would have to face high or low interest rates, but 1
don’t think that is as important as smoothing the genéral level of
activity.

Chairman Proxnire. Mr. Selden ?

Mr. Serpen. I would like to disagree a little bit with one aspect of
Mzr. Christ’s comment just now. To go back to the beginning of 1967
and suppose that we did have a policy of slower monetary growth, say
514 or 6 percent, I think that the pattern of interest rate changes dur-
ing 1967 would have been different from what it was. But I think by
the time the end of the year had been reached, it is just as plausible
to expect that interest rates would have been lower than they, in fact,
turned out to be rather than higher.

Chairman ProxMire. You think there would have been possibly an
expectation element here if the public, if the borrowing public, the
banks, the bankers and others who were aware of this recognized the
fact there was a limitation on the rate at which the Fed would in-
crease money and that they would try to stabilize it around 4 percent,
give or take 1 or 2 percent, that this would have been constructive
1n maybe stemming the liquidity preference.

Mr. SELDEN. Yes.

Chairman Proxmire. Liquidity preference, I take it or at least affect-
ing the liquidity preference one way or the other?

Mr. Seroen. Well, I simply think it is wrong to argue that we raise
interest rates by reducing the stock of money. I think that tight money
paradoxically leads to lower interest rates rather than to %igher in-
terest rates. There are various ways in which this can be argued.

Chairman Proxmire. That certainly contradicts the conventional
wisdom, doesn’t it ?

Mr. Serpoxn. It certainly does.

Chairman ProxMmire. The argument is that money is like other com-
modities, you increase the supply and the price drops, the price or
interest rate drops. You reduce the supply and the supply or interest
rate increases. Why isn’t there that tendency ¢

Mr. Sewpex. I think one has to distinguish between a rather short
run effect which works over a 8- or 4-month period possibly and the
longer run effect. Over a relatively short period I think that the con-
ventional wisdom is correct. In other words, if the policy of slower
growth had been instituted in January 1967, the course of rates through
maybe April or May of 1967 might have been different—I think there
was some easing tendency in interest rates at that time. Under the policy
I am proposing there would have been less easing probably. :
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Chairman Proxmire. This suggestion though, it seems to me, that
the money authorities have less capacity to influence rctes than we
might otherwise think. I notice that one of you gentlem:n suggested
that in the 1930’, at least in the beginning of the 1930’s, we followed 4
perverse monetary policy, but certainly in the 1930’s, the mid-1930°s
and on, we followed a policy of keeping interest rates so low they
were almost negative. Remember short-term Federal obligations
yielded very little more than zero. Mr Dewald, you apparer.tly disagree.

Mr. Dewawp. Very strongly, yes.

Chairman ProxMire. Good.

Mr. Dewarp. The quantity of money fell by about 25 percent nar-
rowly defined from 1930 through 1933. After the econoiny had gone
through this traumatic experience, banks were afraid of their shadows,
as they should have been. The public was afraid of the banks. People
didn’t just talk about a change in liquidity preference. You really
had it in that period. People did want to hold the most liquid asset,
namely Government money. In that situation the monetary authority
certainly played a role in the change in liquidity preferen:e by scaring
the wits out of the banks and the public. You had very low interest rates
on some kind of highly liquid instruments, not on all. The low interest
rates on close substitutes for money were partly the result of a change in
liquidity prefernce which implies an increase in interest on loans that,
to lenders, aren’t such close substitutes for money. Another point is
that during the 1930’s, the Federal Reserve asked for alditional au-
thority because of the fear of inflation. This is hard tc believe, but
it’s true. There were a tremendous amount of excess reserves in the
system, so the Federal Reserve asked for the authority, ind Congress
gave it to them, to double reserve requirements, to reduce the inflation-
ary potential. That is precisely what they did, and the effect of doubling
those reserve requirements, of course, was to increase interest rates in
that period.

Subsequently, there was a further increase in the demand for highly
liquid kinds of assets, and it was in that period, 1938-39, following this
painful experience—you know recession within a recess on, to which
the Federal Reserve contributed—that you had these close to zero rates
of interest.

Chairman Proxmire. Of course, we are speaking about relatively
different things. It is hard to look now at 1938 or 1937 ¢s a period of
high interest rates because we are not accustomed to nterest rates
that are so much higher. But what I am trying to get at i3 it; is difficult
to see how the monetary authority could have done much more to
stimulate the economy during the period say from 1933 on than they
did. Perhaps they could, you are undoubtedly a much closer student
than I, but the Martin notion of pushing a string by using monetary
authority to keep their rates down and, therefore, the borrowing attrac-
tive to industry, just seemed to be quite sterile in that seriod.

Mr. Drwarp. The argument of pushing a string I think is just a
rationalization for perverse actions. The period of tle 1930’s was
one where monetary policy could have been very different. Let’s con-
sider this possibility. Suppose that monetary policy act ons had been

aken commencing 1n 1930, such that the quantity of money had in-
creased at the average rate that it increased over the period of 1920’s.
This is really the kind of thing that we are suggesting.
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Chairman Proxmire. Right.
~ Mr. Dewarp. That means that instead of the money supply fall-
ing, broadly defined, by a third from 1930 through 1933, it would have
increased by several percentage points—net difference probably about
a T5-percent larger quantity of money in 1933 than there actually was.
If the money supply had been 50- to 100-percent higher than it was in
1983, would that have made a difference? Would fewer banks have
failed? Would that have affected the demand for currency?

Chairman Proxuire. A fter 1933 none of them failed. The FDIC was
established.

Mr. DEwarp. No, when we lost that many thousands you know people
were sufficiently frightened that I think the effect of the policy—

Chairman Proxmire. Maybe it is Democratic instincts, I am trying
to defend Roosevelt’s policies and keep Hoover out of it.

Mr. Curist. We can stop at March 1933 and still make all these
statements.

Mr, Dewarp. By all means.

Mr. Crrist. The greatest damage was done by 1933. It is perfectly
clear that the central bank could have prevented the stock of money
from declining.

Chairman Proxmire. My time is up but it is just a revelation to me

ou very, very distinguished economic scholars contend, at least the
implication is, that much of the depression and terrible unemployment
that we had in the 1980’s, and it continued until 1941 really might well
have been avoided if we had followed a policy of creating money in
view of the fact that I had always had the notion that during much
of this period 1985 on that interest rates were very, very low. But again
I will have to go back and review that more closely. It has been most
enlightening.

Mrs. Griffiths ?

Representative GrirrrTas. Thank you.

Would it be true or not that the more rigid the monetary policy the
more flexible the fiscal policy would have tobe ¢

Mr. Curist. Do you want to ask anyone of us in particular?

Representative GriFriTES. Any one of you toanswer.

Mr. Curist. I will be glad to volunteer.

I think the monetary and fiscal policy are connected to each other
in the sense that, as I tried to point out, the Government expenditures
are going to be financed by some combination of taxing, borrowing
from the public and increasing the money stock. And if we impose a
rule on what the Federal Reserve can do with the money stock, then
whatever adjustment has to be made in financing Government expend-
itures will fall more heavily on taxation and on borrowing from the
general public. So in this sense, if we should, through the Congress,
state to the Federal Reserve that we want them to fd%low a rule, then
I think it would behoove the congressional authority to realize that
it is going to have to make some adjustment in order to keep the deficit
and the surplus from being too large or else the burden will be very
great on the debt market when the Treasury tries to sell securities.

Representative Grirrrras. Have you noted recently how hard it is
to change the fiscal policy of the Government ¢

Mr. Curist. Yes, I have, and I am very pleased at the news this
morning.
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Representative Grirrrras. It is very difficult.

Mr. Curist. Yes; that isright.

Representative Grirriras. First, the Federal Reserve was crying
havoc 15 months a%wlo and asking for a tax increase.

Mr. Curist. Right. '

Representative Grirrrras. Now, it fell really on deaf ears. Then
finally, approximately 2 months ago, it was decided that you could only
have a tax increase if you cut expenditures. Now, we are frozen into
that position. But 2 months have passed and everythiryg looks con-
siderably worse, and I would think you would try for a tax increase
only.

1\)47'.1'. Cagraisr. I think that would be better.

Representative GrirrrTas. I amsure it could be done.

Mr. Carisrt. I think the Federal Reserve could have pointed up the
issue more strongly and perhaps incurred some congressional dis-
pleasuer but perhaps also have raised the flag more vigorcusly in favor
of a tax increase by keeping the increase in the money slock last year
below what it was, What the Federal Reserve did, in effe:t, was to say
“here we have this deficit, it is rather large. We will support it by
increasing the money stock very greatly.” If they had (E)ome that a
little less, if they had increased the money stock a little more slowly,
interest rates, my guess is, would have been at first, higher, and this
would have been more of a signal in the economy that we needed a
tax increase, I think.

Representative Grrrrrras. The real proof is that it would be better
if both policies were in the same hands.

Mr. Curist. Ultimately they are, they are in your hands, you and
the other 500——

Representative Grrrrirrs. We have nothing to do with the monetary
policies.

Mr. Curist. Oh, yes, you do.

Representative Grirrrras. Not that much,

Mr. Curist. The Constitution gives you the right to tell the Federal
Reserve how to act. '

Representative Grirrrras. But we never really have done much about
any of it. We are too slow to react. We are not really reacting. We are
already frozen into a position that in my judgment is riciculous.

Mr. Serpen. I think there are two kinds of lags that are involved
in what you and Professor Christ are talking about. There is a lag
between the need for a golicy and the adoption of a policy. But there 15
a second kind of lag which we were talking about earlier in reference
to monetary policy—between the taking of the step by the Congress
or by the Federal Reserve and the effects of the step on the economy.
So it is even worse than you are saying. It may be son.etime before
the policy changes are made, and after they are made it will be some-
time before they are having their full effects on the economy, and it
may very well be. '

Representative GrirrrTHS. At the worst time.

Mr. SeLpexn. Be completely inappropriate at that time.

Representative Grirrrras. I would like to ask you about the velocity
of money. Wouldn’t there be a certain level of income wlere the velo-
city is constant. ' :

Mr. Dewawo. No; I don’t think so.
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Representative Grrrrrrus. Why not? I mean everybody has to
eat—-—

Mr. Dewarp. Well, the reason, I suspect, is associated with the fact
that the velocity of money is a reflection of the usefulness that money
serves in peoples holdings of various assets, and if interest rates are
high, if the opportunity cost of holding money is high, they will hold
less of it utilizing the money more intensively. Hence, as a result you
could have the same income associated with a number of different velo-
cities depending on the particular kind of institutions that are there
that can issue assets that are utilized by the public in making payments.

It is a complicated affair, of course. It is associated not just with
market interest rates, but it is associated with a market mechanism,
:and that reflects not just these prices, but it reflects the institutions that
are available to provide services,

Representative Grrrrras. Thank you. Thank you, Mr. Chairman.

Chairman Proxumire. I would like to get back very briefly because
T do wantto get on to some other points, but I am fascinated by look-
ing at these Interest rates in the 1930’s. They did reach a peak for
3 months’ Treasury bills of less than one-half of 1 percent in 1937.

Mr. Dewarp. Yes.

Chairman Proxmire. They are now more than 10 times as high as
that. During most of this period they were yielding less than one-
fifth of 1 percent, they were very consistently less. In 1940, for ex-
ample, tthey were yielding a little more than one one-hundredth of
1 percent. Furthermore, when you go over and take a look at prime
commercial paper you find that the rate kept dropping, and this
would, it seems to me, be a better reflection of the impact on the
commercial part of the economy. '

Here is what they were: 1933, 2.73 percent. The following years
1.73, 1.02, 1.76. In 1938 they dropped again to 0.75. In 1937 they
came up, but they came up to 0.94. This is an annual yield. Then 0.81,
0.59. You can see why the bankers were not exactly Roosevelt sup-
porters. But at any rate the argument I am making is that I do think
there is a lot you can do with monetary policy and especially in times
like this, but I do question whether or not in a period of very serious
depression you can do a great deal with monetary policy. It has to
be, you have to have a fiscal policy that is pretty emphatic and far
reaching if you are going to really stimulate the economy very much.
Well, you are right about that 1986 policy which was, of course,
wrong and perverse doubling the reserve requirements, recognizing
that 1t still seems to me the monetary policy in the 1930's was about
as expansionary as it could be made, and if we had doubled the
supply of money, I don’t know just how that money would have
gotten into circulation. After all, it was so easy to borrow at such
low rates would you say instead of being able to, if instead of com-
mercial paper yielding three-quarters of 1 percent, it had yielded
half that. it would have made any difference?

Mr. Curist. I think by the time we got to 1933, and maybe you will
like this being a Democrat, it was @ little late. If we look at the Fed-
eral Reserve’s action in the period from 1929 to 1933, they were doing
the right thing with discount rates for a couple of years from 1929 to
1931, but then in 1931 they raised the discount rate substantially, and
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worsened the decline in the money stock which had bzen proceeding
from 1929 onward. '

Yesterday, Mr. Wallich made one. statement, or at lsast it is in his
printed statement here, saying that the Federal Reserve should have
the authority to depart from any preassigned rule, and he said in a
depression, for example, when the Federal Reserve would be inclined
to inflate would we want to restrict them by preventing them from
increasing the money stock beyond any certain rate? Well, there never
has been a depression so far when they have not permitted the money
stock to decline, and I think if as soon asa downturn is detected they
begin purchasing bonds massively in the open market, there is no
doubt that the stock of money could be kept from falling.

Chairman Proxmire. This 1s a good point of departure because you
say never before, this is one of the things the three eccnomists yester-
day disagreed with you gentlemen on. For instance, they attacked with
great vehemence the Friedman analysis going all the way back to the
middle of the 19th century which they said was just irrelevant, just
a completely different kind of a situation.

Now, another element that occurred to me and I think is significant
is we have changed the quality of the Federal Reserve Board. Until
recently people were appointed to the Federal Reserve Board without
much reference as to whether they had any economic knowledge at all.
They may be a businessman and very successful businessman, but with-
out any understanding of how the money market works or the impact
of monetary policy on the economy. The appointments recently have
been far different.

If you have people of ability who have devoted their lives and are
recognized scholars and experts in this area, as members of the
Federal Reserve Board and, therefore, able to evsluate the staff
which has always been professional, don’t you have a much different
situation ?

What I am getting at is aren’t you putting handcuffs, this would be
their objection, I suppose, aren’t you putting handcuffs, on the Federal
Reserve in the event you do have a recession by saying you should not
increase the supply of money or a depression, more than 6 percent
a year. You say 1n the past they haven’t done it.

Mr. Curist. Right. '

Chairman Proxmire. Well, in the future you have got some real pro-
fessionals here who are dedicated, as all of us are, to eliminating heavy
unemployment by whatever means we have to use. Wh;7.shouldn’t they
beallowed to go ahead with an 8-percent, 10-percent—vrhatever seemed
appropriate—increase in the supply of money if this is going to help
us reduce unemployment ¢

Mr. Curist. It is a very good question and I think that in 1933 I
probably would have been, if I had been old enough and known what
I know now, in favor of permitting an increase in the money stock at
greater than 6 percent. But my point is that I think it is extremely
unlikely that we will get into severe depressions if ‘ve don’t permit
the money supply to gecline in a depression. Now, it has been 6 or
7 years since we have had a test here, it has been 6 »r 7 years since
there has been a recession, and Mr. Maisel and Mr. Brimmer have
been appointed to the Board, these are two professional economists,
and you say the composition of the Board has changed and maybe
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“they will do better. But even since World War II there has not been
a recession in the United States where the stock money did not de-
cline in absolute terms at least for a while and take at least 9 months
to catch up to its previous level and start to grow again and I feel
that at a time when people are uncertain, which they are in a de-

ression, and when they want to hold more money rather than less

ecause of this uncertainty that it is a great mistake for the mone-
tary mechanism of the United States to allow the amount of money
to decline. :

Chairman Proxmire. Now, Mr. Dewald, how about the other side
of this, aren’t there circumstances where the situation is so inflation-
ary, and the unemployment rate is consistently low and expected to
be lower, and perhaps you have military commitments overseas that
we expect to go on for a long, long time and so forth, aren’t there such
circumstances where it might be wise for a period not to increase the
money supply at all, maybe even to retard the money supply in order
to restrain the economy %

Mr. DEwALD. Yes.

Chairman Proxmizre. Is this conceivable ?

Mr. Dewarp. I certainly agree that it is. But first, getting back to
the point you raised in terms of the professional qualifications of the
Eeople who make these decisions I think you judge people not on the

asis of their degrees, but on the basis of what they do and on those
criteria, certainly the kind of performance that we have observed
from our Federal Reserve with its Ph. D.’s today is not far different
from the performance of the Federal Reserve or central bankers any-
where over the course of the long history of central banks.

I think also in this period of inflation as you suggest, that moderat-
ing the level of monetary growth to a somewhat lesser growth rate than
its average, would indeed make sense. But you should know that
monetary policy typically has not taken an independent course. That
is associated with a particular myopia that is present in people who
run central banks whether they have Ph. D.’s or not and that myopia, I
think, is associated with looking at something called money market
conditions or interest rates as a measure of what it is that the mone-
tary authority is doing, rather than looking at the actions that are
actually taken by the monetary authority.

Look at the present period, there was a tremendous budget deficit
last year and this year. What happened to money last year? Did
monetary policy take an independent stance of his budget deficit? It
certainly £d not, and if you look back in history you see exactly this
same pattern of response.% shouldn’t make such speculative arguments,
but it is conceivable that the kind of thing that happened in the year
ended mid-1960 which was a very sharp decline in the money supply,
was accountable in part to the fact that the Federal Reserve was just
laggard in its response to the economy but in part it was induced by the
tight fiscal stance of the preceding year. The very big increase in the
budget surplus in 1959 certainly played a role in this very tight mone-
tary policy. And with rare exceptions, monetary policy and fiscal
policy rather than standing independently have stood together during
periods of inflation as well as deflation.

Chairman Proxmme. Well, after all, I am not sure I understand
when you said independent, are you arguing that monetary policy
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ought to be, might go, in one direction and fiscal policy in the other?

Mr. DEWALD.%‘IOpef?tu that is what we mean by mixtures of policy.
During a period such as 1967 when we just happened ~o have in-
herited a budget deficit because of one thing or the other that was
in the works—the war and other factors, the effects of vshich could
not be readily predicted—presumably a flexible moneiary policy
should have been expected to take an independent stand to achieve the
objectives of price stability, sustainable levels of economic growth,
et cetera.

Chairman Proxaire. Again may be it is just the word that is con-
fusing me somewhat, an in%e endent stand. You would argue in which
inflation is the principal problem that both fiscal policy and monetary
policy should be restrained, we ought to have a fiscal policy which
tends to slow down the economy to some extent, and a monctary policy
that would do the same thing. They ought to work together, they
should not go in opposite directions.

There have been so many periods when they have charged in oppo-
site directions, and that kin(i of independence, it seems to me, is coun-
terproductive. That is, if you have monetary policy expanding the
economy while fiscal economy is contracting it.

Representative Grrrrrras. I think he is suggesting, Mr. Chairman,
that central bankers ave all first cousins. [La.ughter.%

Mr. Srrpen. I wonder if I could add my 2 cents on the qualifica-
tions for membership on the Federal Reserve Board, and I do not
wish to be disrespectful to any of the Ph. D.’s or non-Ph. D.’s on the
Board at present. I think they are very able people. But, personally,
speaking as a Ph. D, in economics and a monetary theorst, I do not
welcome the presence of Ph. D.’s on the Federal {{eserve Board any
more than I would welcome a five-star general as the Siecretary of
Defense.

Chairman Proxmrre. That is very interesting. You want incompe-
tence rather than competence on the Board; is that correst?

Mr. SeLpen. Noj; not at all.

I think, as Mr. Dewald has said, that a review of the last 2 or 3 years
does not do anything to shed a feeling of confidence among us that—-—

Chairman Proxmire. You fellows are too defensive. All of you
are Ph. D.s.

Mr. Serpex. I do not want to denigrate Ph. D.’s, but when it comes
to forming public policy, I would trust the intelligent layman to have
competence in these things.

Chairman Prox»ure. It is awfully hard to find the intelligent lay-
man. I do not know why it should be such a handicap for somebody
to have been trained in this area of monetary policy, who can have
certain limitations and have certain opportunities, an¢ so forth—
why should this be—-—

Mr, Seroex. I think, perhaps

Chairman Proxumize. This is a strange kind of anti-intzllectualism.

Mr. Seupen. All I do say is that I do not think we ought to bias it
one way or the other. I do not think we ought to go out of our way
to find professional economists to serve in this capacity, although I am
sure that some of them are able to make a fine contribution to prob-
lems of monetary policy. .

94~340-—68——8
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Chairman Proxmire. Is there not a great difference between—when
you talk about having a five-star general as Secretary of Defense?
After all, here is a man who, presumably, his whole life has been in
the Army and whose whole attitude is military, and there are many
limitations, if you had that kind of a life, as far as being Secretary
of Defense, and relating it to the broader national needs and integrat-
ing it with the program to promote peace in the world, and that kind
of thing. '

On t‘%e other hand, where you have a Ph. D. whose whole life has
been one of studying this problem, and teaching it, and learning about
it, and debating 1t, and discussing it, it would seem to me that he would
be in an excellent position to exercise judgment.

Mr. Serpen. I suppose a better analogy would be appointing a
banker like David Rockefeller to the Chairman of the Board rather
than—he happens to be a Ph. D. in economics, incidentally, so my
thesis is consistent.

Chairman Proxmire. Would that be good or bad then? You would
or would not?

Mr. Serpen. I think T would have some hesitation frankly in select-
ing a man who was—— .

Chairman Proxmire. Qualified except for that doctorate that he
got. [Laughter.]

Mr. Carisrt. I think a better rule would be we should not take the
members of the Board from the present staff of the Board. This is a
better analogy to the five-star general as the Secretary of Defense.

Chairman Proxmire. That has not been done very much, has it ?

Mr. Curist. No.

Mr. Dewarp. I am sorry; but it has been done. Not in terms of the
Board itself but in terms of the Federal Reserve System. In fact, that
1s the most consistent route by which the present Ph. D.’s on the
Board got to where they are.

Chairman Proxmire. Well, they may have served a little while in
the system, but certainly the principal occupation of Brimmer and
%Iaisgl, and so forth, were not as staff men on the Federal Reserve

oard.

Mr. Serpexn. I think though, fine economists as these men are, and
I certainly would not want to leave the impression that I think they
are not, I will fault them on one point. They all talk as if they do not
believe in the existence of monetary lags, and I think that they are
simply wrong. They talk as if the policies that they are initiating
today will have important effects within the next month or two.

Chairman Proxmire. Very good. I think that is very crucial to this
whole thing, the monetary lag situation.

You say 1t is controversial in your paper, and you say there is some
dispute about it, and you quote Modigliani testified yesterday against
this kind of restraint of the Federal Reserve Board, with great empha-
sis, you quote him as an expert on lags.

He recognizes this, but he apparently feels that this is not a serious
handicap. I think this is the strongest part of your case, because every-
thing I have seen suggests that we cannot predict or forecast the eco-
nomic future very well more than 6 months or so in advance. You can-
not do so, and if predictions are likely to be wrong as often as right,
it might well be that we should follow this policy of a steady rate of
growth in the monetary supply.
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Can you document this except by saying some economists have said
itisso?

Mr. Serpen. In the January issue of the Federal Resarve Bulletin
there is an account of the new Federal Reserve-MIT Quacterly Econo-
metric Model, and for whatever they are worth it is very interesting
to look at the simulations which have been conducted on the basis of
the model. They indicate very substantial monetary lags, so this is
evidence that is developed within the system itself, in addition to the
.other evidence that can be cited.

T really do not think that there is any disagreement on the existence
.of lags. The Federal Reserve Board itself stands out, 1 think, as an
.exception to this statement. They seem to talk as if there are no lags.

Academic economists, on the other hand, have come rather close to
.an agreement on this point. They have different ways of measuring
lags, they have different estimates of the lags, but I think there is
something close to——

Chairman Proxmire. How long are the lags, by and large? More
than 6 months, more than a year?

Mr. SeLpEx. Oh, yes; probably a year or more, on the. average.

Chairman Proxmire. And you feel that this is prett;7 universal in
the profession, recognition?

Mr. Serpen. I would like to get the opinion of my fellow panelists.

Chairman Proxare. Do you agree with that?

Mr. Dewarp. I think the existence of lags is certainly recognized in
the profession. Whether it is a year or not is a difficalt estimation
problem. However, most economists would argue there is a lag in the
effect of policy actions that is distributed over time. 'There 1s some
effect of monetary policy actions or any other kind of policy action
that occurs instantaneously. In fact, if you could detect what is going
to happen there might even be a lead. But on the basis of the kind of
empirical work that has been done, one could say there wre reasonabl
substantial effects to changes in interest rates within 6 months, al-
though the average lag—looking at the lag over the ertire period of
its effect—the average lag would typically be much longer.

There has been some important work of a theoretical nature in
recent years that would suggest a more rapid response ¢f the economy
to monetary policy. If the monetary authority really did use the money
supply to take a countercyclical stance, that is, if money became
independent indeed instead of just in terms of assum ptions in eco-
nomic models, there might be a much faster response {o independent
monetary policy actions than you would estimate on the basis of the
responsiveness of the level of expenditures to interest rates.

That argument goes in this form: if you take accourt of the inter-
action of the various elements of the economy and if monetary policy
-took an independent stance, changing the rate of growt of the money
supply would have a prompt effect and a large effect o interest rates
that would speed up the lag in response of the economy to the policy
action.

I think this is a very important argument. It is a ne'v idea that has
practical importance. Economists are starting to test it empirically.
These results indeed suggest that the length of lag in esponse of the
.economy to monetary policy actions is not as long as we might have
-thought earlier.
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On that basis, I think' we can fault the Federal Reserve not on the
fact that lags are as long as some once thought, but on the basis of the
fact that its policy stance has not been countercyclical, assuming that
there isno lag. '

Chairman Proxmire. Would you all agree that during the last year
or so the policies of the Federal Reserve have been inflationary? This
is a period of inflation, and they have been increasing the money sup-
ply at a much more rapid rate than the growth in the economy ?

Mr. Dewarp. Over the past year? Certainly.

Mr. SeLpEN. Yes; over the past 3 years, on net.

Chairman Proxmire. Inflation.

Youall agree that this policy has been in error?

Mr. SELDEN. Yes. :

Chairman Proxmire. Of course, we have the advantage of hind-
sight, but it has been in error; it has been wrong.

Mr. DEwaLp. Yes.

Chairman Proxmire. The national interest would have been better
served if they increased the money supply at a lesser rate during this
period, just as it would have been much better served if we increased
the money supply at a much more rapid rate in the thirties and in much.
of the fifties, perhaps.

Mr. Dewarp. And in 1966 as well ; yes.

Mr. SELDEN. Yes.

Chairman Proxmire. It would have been steadier.

Mr. DEwaLp. Yes.

Chairman ProxMire. Let me just ask about the point that you make
on Congressman Reuss’ rogosals.

It seems to me, Mr. Iéel' en, you say they are good, and then you
knock them all down. I am inclined to your knociin them all down
because the testimony yesterday was they liked the Reuss proposals
because they just seemed to destroy the limitation. In other words, if
you say you have a limitation of 2 to 5 percent or 3 to 6 percent or some-
thing, and then say but, you can make exceptions pretty much when-
ever you want to, 1t would seem logical to do so, you do not have any
effective limitations.

Mr. SeLpEN. My feeling was that——

Chairman Proxmire. Why do you think they are a good idea, better
than what we have now? _

Mr. SELpEN. I thought the preamble or the major statement of the
proposal was the thing we should focus on, and I took that as the guts,
so to speak, of the proposal.

I think Representative Reuss’ heart was in the right place, and then
I think he had some second thoughts perhaps. He was a little afraid
that this was too constraining, and so he built in contingencies. He is
trying to take account of contingencies in all of these six qualifications
or seven qualifications that he has listed. So T will accept the first state-
ment, but I do not think the qualifications are needed.

Chairman Proxmire. None of the exceptions.

Mr. SprpeN. Yes. ,

Chairman Proxmire. It is kind of a list of—I think it would help
our monetary policy very, very greatly if we could follow what Gov-
ernor Robertson suggested to the Senate banking committee the other
day, and that was insulate our monetary policy from considerations
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of the international balance of payments by utilizing a comprehensive
interest equalization tax, something of that kind. '

At any rate, you may disagree with the device, but to find a wa
to insulate it from international considerations so it would be much
easier for the Federal Reserve Board to concentrate on the domestic
objectives, if they could ignore the balance of payments.

Now, you have two obviously conflicting objectives. You could have
a kind of situation where you have deflation here but continued ad-
verse balance of payments.

Do you think there is a constructive way and a practical way in
which we can insulate other than exchange rates, exchang > rate fluctu-
ations; is there any other way that we can insulate our monetary policy
from the international balance of payments?

Mr. Curist. There are several ways in which we can astempt to in-
sulate it, but it seems to me every one, except permitting 1 he exchange
rate to change, gives up an important objective.

We could impose a large tax on capital outflows, as Governor Robert-
son proposed, but I think this would be a mistake. I think that it
would grossly distort resource allocation. It would alsc build up a
severe balance-of-payments problem some time in the future WEen
our foreign earnings would not increase any more becavse we would
not be able to make investments abroad in the future, and I do not
think it is wise to interfere with current trade either by imposing
large tariffs or quotas.

do not think it is a good idea to have exchange contiol, rationing
the amount of foreign currency that people are allowed to have.

I do not see that the present foreign exchange rate is sacred, and
I donot see why we must maintain it.

Chairman Proxmire. You feel a logical, sensible, practical answer is
just to permit the exchange rate to float.

Mr. (gmus'r. Yes.

hChairman Prox»re. 1 see, Mr. Selden, you seem to agree with
that.

Mr. SELpEN. I certainly do.

Chairman Proxmyire. Do you agree?

Mr. Dewarp. I am not sure. I think it is an empirical question, and
you cannot really answer this question until you measure the bene-
fits of fixed exchange against the costs, and there are al egedly bene-
fits that I, at least, would espouse.

People can make plans to trade on the basis of fixed exchange
rates. Ii’resumably the reason why fixed exchange rates make sense
is associated with the fact that they stimulate trade, perm it specializa-
tion and exchange, and increase the standard of living.

The peculiarity of the present situation is that fized exchange
rates are defended by policies that reduce standards of living by
preventing trade and specialization.

I think that, even though it is a bit of a play on woids, it is pos-
sible that we could insulate the rest of the world from us and de-
fend the fixed exchange rate system better if we emphas zed domestic
stability instead of the on again, off again kinds of policies that we
have had; that is, if we put domestic policy goals fizst, it is not
inconceivable that the fixed exchange rate system would stand better
than it does presently.
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Mr. SerpEN. Yes.

I have always felt that if we could somehow or other achieve a
stable price level that the inflation that is bound to take place in
Western Europe, Latin America and other parts of the world would

robably eventually turn our balance of payments toward a surplus.
%ut that, of course, would just be pushing the problem off onto others.

I do feel that if we could follow a steady course in this country
perhaps we could get by by asking our trading Eartners to do the
adjusting through appropriate monetary and fiscal policies and
exchange rate changes. :

Chairman Prox»ure. I have two more quick suggestions by the
staff. One is this: In 1967, assume we would have%md a 2 percent
growth in the money stock. This is because of the inflationary situa-
fion which would have stowed down. How would the $20 billion deficit
have been financed ?

Mr. Dewarp. By selling securities.

Chairman Proxmire. Well, would this have taken $20 billion out of
housing?

Mr. Currsr. It would have taken some out of housing.

Mr. DEwarp. We argued this point earlier, and I think it i$ a cor--
rect argument. From the point of view of the immediate impact, if
a policy to reduce the rate of monetary growth were initiated in early
1967, I think there is little question that short-term rates of interest:
would have increased. I am not so sure——

Chairman Proxmire. Short-term rates of interest ?

Mr. DEwarLp. Short-term rates of interest, that is, interest on securi-
ties. .

Chairman Proxmire. Why would not all of this

Mr. Dewarp. Well, the reason why not all interest rates would
necessarily have gone up, at least not as much.

Chairman Proxmire. Because the price would have gone up.

Mr. Dewarp. Is associated with the fact that people anticipate what
the future holds in terms of the interest that they can earn on alterna-
tives over the entire period to maturity of a security. Hence if that
lesser rate of monetary growth in early 1967 lead people in the money-
market to anticipate that interest rates would be lower in the future:
because this was a restrictive policy that would damp inflationary ex-:
penditures in the economy, then it is altogether reasonable that long-
term rates of interest would have declined.

Indeed, the period of 1967 was peculiar in that short-term rates
went down associated with the rapid monetary growth while long-
term rates, as you know, went down very little, and then they turned
around and increased very sharply in mid-1967 to the levels now
that are really unprecedented.

It seems quite reasonable that if the money supply had increased
at a 2-percent growth in 1967, although we cannot be sure what would
have happened at the beginning of 1967, I think it quite reasonable
that at the end of 1967 long-term interest rates would have been lower
than they were, and short-term interest rates might have been too.

Chairman Proxare. Well, may be. :

Mr. Dewarp. There is one way of testing this.

Chairman Proxare. It is awfully hard for me to understand how
if you reduce the supply of money, you reduce its price.
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Mr. Dewarp. Well, you do it on the basis that people cannot be fooled
indefinitely by the changes in value of money. Money is a k.nd of veil
in the long run. People get their pleasures out of other things than
money, for the most part.

Chairman ProxMIRe. You are talking about Confederate money.
[Laughter.]

Mr. Dewarp. Well, let us hope that is not an apt analogy.

No; I am talking about our money and, the reason why people de-
mand such high rates of interest now on the loans that they make, and
the reason why people are willing to pay them is because of the fact
that there is general expectation of a decline in the value of money.

A person, in his right mind, that is, is not going to lend a Jdollar now
at the rate of interest of 5 percent, if he expects the value o:} money to
be worth 10 percent less or 5-percent less, or whatever a year from
now.

‘Chairman ProxmIre. So you think the trouble is that too many
people feel the Federal Reserve Board is going to contine to have
this expansive policy of increasing the supply of money at a. rate more
rapid than the growth of the economy.

Mr. Dewarp. Yes. The people in the money market and other in-
vestors are very sharp. They make a handsome living by anticipating
what is go.in%)‘to happen to the economy over its future course.

Chairman Proxmire. They figure that this is the case because this
is one of the two instruments, along with fiscal policy, for reventing
unemployment, and they feel that—or reducing unemployment, keep-
ing it at the lowest possible level, and they feel that the President will
appoint members of the Federal Reserve Board who are going to have
that in mind, and the result of that is going to be a long-:erm infla-
tionary policy.

Mr. Dewarp. Yes.

Chairman Proxmire. Well, let me ask this other question which Mr.
Henderson of the committee staff has just handed me. [t is this:
Why are you so confident that with stable money growt), variable
performance of interest rates, on both investment capital and on money
market instruments, will not induce instability in investment ?

Mr. Dewarp. That must be directed at me, I guess, since that was
a point I made in my paper.

I am confident of this on the basis of the fact there are strong natu-
ral tendencies for greed to rule on this matter, and speculaiors, other-
wise known as investors, will take positions on securities when they
anticipate that a price change is temporary, and to the extent that
a short-term money market fea,ler, for example, expects th.at interest
rates are relaively high today, and he expects them to full, he will
jump into the market to take a position in that security in order to
earn a capital gain because of the expected decline in the interest rate
and increase in 1s value in the future.

At least, this is the experience that we have observed hisiorically in
the United States when we did not have the Federal Reserve acting as
a shock absorber on these things, and this is the experience, as I indi-
cated, that you see all throughout, the world.

Chairman Proxmire. The point that Mr. Henderson is making is
that the Fed’s discretion sometimes creates instability in your view, and
will not rules do the same thing?
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Mr. Dewarp. I am not sure I follow. Changes in the rules and reg-
ulations and changes in the rate of monetary growth introduce insta-
bility. I think to the extent that you did get a response of the economy
to the changes in interest rates associated with stable monetary growth,
the direction would probably be the correct one.

Chairman Proxmire. I am going to ask Mr. Henderson to put
the question.

Mr. Henperson. My question, Professor Dewald, was concerned
with real investment. If you had variability in the pattern of interest
rates that went through from the money markets to the long-term
rates, and.then affected real investment, is it not jpossible that the
variability of the demand for real investment resulting from that vari-
ability of the cost of investing would be destabilizing?

Mr. Dewarp. That is always a possibility. However, presumably in-
vestments depend not only on short-term rates of interest that are
going to reflect immediate day to day and week to week, changes in
the demand for money, but they are presumably going to depend much
more sensitively on longer-term rates of interest, and there is abso-
lutely no reason why there should be much variability in long-term
rates of interest as the result of stabilizing monetary growth.

So I see no reason why there would be increased variability in long-
term rates of interest and hence, I see, no reason why there should be
instability in investment.

Mr. HenpersoN. How are long-term rates of interest to be effectively
stabilized in the event that the money market has unstable interest
rates?

Mr. Curist. I do not think any explicit stabilization would be
needed. If we were to see the money stock growing more steadily, not
increasing its growth rate so much at some times and not decreasing
in a recession, then I think the recessions would be less severe, and
the need for a recovery from the bottom of a recession would be less
severe. This would create an expectation of smoother increases in real
output than we have now, and without such great interruptions as
the business cycles have given us in recent years. I think that given
a steady growth of real output, then long-term rates would not fluc-
tuate very much. The short-term rates might.

But the long-term rates are based, as Mr. Dewald said, on expecta-
tions about what is going to happen in the future.

Mr. Dewarp. Could I comment further on that? Suppose you had
a period when the monetary growth was accelerated relative to what
we would have under the present regime of policy.

Consider the early 1930’s again. Indeed interest rates in that cir-
cumstance might have fallen faster than they did, and from that point
of view you would, of course, stimulate response in expenditure. So that
even if Interest rates become more variable over the cycle, associated
with stabilizing variation in monetary growth, the effect, I think, is
in the right direction. Rather than destabilizing the economy, the
effect of those interest rate changes would be to stabilize the economy.

I cited the seasons. It is conceivable that if we had more interest
rate variability over the seasons of the year, we would have less un-
employment variability, which would be a good thing.

Mr. HenpersoN. May I try to paraphrase what I think your main
point is, that some of the effects that have been taken into considera-
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tion—for example, in Mr. Reuss’ exceptions—are, in large 1neasure, the
product of, and the response of the public to, the actions of the mone-
tary authorities.

Mr. Sewpew. I think that is correct.

Mr. Hexoerson. In other words, the stabilization in your sense
would eliminate or at least very considerably reduce some of the
things that are the excuse for contingency exceptions.

Mr. SeLpex. Precisely.

When he mentions corporations borrowing to build up liguidity,
that whole syndrome came out of uneven Federal Reserve policy in
1965-66.

Chairman Proxyire. Thank you very much for a very enlighten-
ing—did you havea final point ?

Mr. Curist. Could I make a proposal on something you said earlier?

Chairman Prox»i1re. Yes.

Mr. Curist. I would make this proposal: Let us encourage the Fed-
eral Reserve to let the money stock grow between 2 and 6 percent a
year, and when we find them in a depression making it grow at 6 per-
cent and saying that is not fast enough, then I would be happy to con-
sider whether they ought not to have more latitude. So far I think
they have been on the wrong side in depressions. When they are on
the right side and want to go further then I would like to reconsider
giving them more freedom.

Chairman Proxyire. You see one of the arguments made by one of
the distinguished economists yesterday was that Congress would not
stand still for that. Congress would insist in a period of recession
or depression that they have a more expansionist policy, and in a
period of inflation a more restrained policy.

Mr. Serpex. Thank God for Congress.

Chairman Proxyire. When you recognize what they have done, and
with very little congressional outery, at least nothing that is very
broad or deep in Congress, I think that you would get a ('ongress that
would abide by this rule and have more influence on the Federal
Reserve Board than you have ever had before.

Mr. Serpen. As a bare minimum, and I think the panelists from
yesterday would surely agree to this, too, the Federal Reserve should
never, never let the money stock decline under any circt mstances. 1f
we could even have that much of a guideline I think that would be a
clear gain.

Chairman Proxyire. Never let the money stock decline?

Mr. Serpen. Decline. Well, we realize that the weekly series are
going to be jagged.

Chairman ProxMire. Over a period longer than a month.

Mr. SeLpEN. Over a period longer than, say, a month; yes.

) 2Cha,irma.n Proxuire. Regardless of how mflationary the situation
is?

Mr. Sewpen. T would say so.

Mzr. Carrst. The longrun nature of this rule comes in here. I think
if the money stock had just gone up 20 percent the preceding month
there might be a case for letting it decline 19 percent this month. But,
you see, we are proposing that there should be a steady rate of change
here, and if we can:

Chairman Proxumime. It would not be a steady rate of change.
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Mr. Cuzrisr. No, a 20-percent rise would not. That 1s exactly the
point. But if we could have a fairly steady rate of change then it
would be a very good rule not to permit the money stock to decline
ever.

Chairman ProxMire. Once again thank you for a superb job, very,
very helpful and enlightening, and it is especially useful because on
next Wednesday, May 15, we are going to have George Mitchell and
Daniel Brill here to respond and give them equal time.

Mr. Curist. Thank you very much. Senator Proxmire.

Mr. Dewarp, Thank you, Mr. Chairman.

Mr. Seupex. Thank you, Chairman Proxmire.

Chairman Prexmire. Thank you, gentlemen.

(Whereupon, at 12:10 p.m., the committee adjourned, to reconvene
at 10 a.m., Wednesday, May 15, 1968.)



STANDARDS FOR GUIDING MONETARY ACTION

WEDNESDAY, MAY 15, 1968

Coneress oF THE UNITED STATES3,
Joint EconoMic COMMITTEE,
Washington, D.C.

"The committee met at 10 a.m., pursuant to recess, in room 5-407,
the Capitol, Hon. William Proxmire (chairman of the j >int, commit-
tee) presiding.

Present : Senators Proxmire and Miller.

Also present: John R. Stark, executive director; William H. Moore,
senior staff economist; John B. Henderson, staff econom:st, and Don-
-ald A. Webster, minority staff economist. .

Chairman Proxare. The Joint Economic Committee today holds
‘the third of its series of four hearings on “Standards for uiding
Monetary Action.” We welcome as witnesses Governor Mitchell an
Mr. Brill of the Federal Reserve Board.

Governor Mitchell comes to bring us the experience of ;wo long and
.distinguished careers, as a tax official in the State of Illinois, where
he was for a while director of finance, and as a central banker, first
-with the Federal Reserve Bank of Chicago, and now 1s a member
of the Board of Governors of the Federal Reserve System.

I might add, most important of all in many respects, the fact that
he originated in the State of Wisconsin. I am very proid of that, in
Richland Center. His fine character and intelligence were nourished in
‘the soil of our State.

Mr. Brill is the Fed’s staff man par excellence, seninr adviser to
the Board of Governors, Director of the Division of Research and
Statistics, and Economist of the Federal Open Marke: Committee.
Since the Federal Reserve System is the agency charged by the Con-
gress with the task of managing the Nation’s money, your evidence,
gentlemen, will carry the weight of responsibility and axiperience.

I think that you are familiar with the testimony that we have had
from some of the Nation’s outstanding monetary economists, both sup-
porting and opposing the positions taken by the Federal and supgog’t-
g and opposing the suggestions that the Congress provide definite
guidelines.

Governor Mitchell, you may go right ahead.

(119)
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STATEMENT OF GEORGE W. MITCHELL, MEMBER, BOARD OF GOV-
ERNORS, FEDERAL RESERVE SYSTEM ; ACCOMPANIED BY DANIEL
H. BRILL, DIRECTOR, DIVISION OF RESEARCH AND STATISTICS,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM, AND ECON-
OMIST, FEDERAL OPEN MARKET COMMITTEE

Mr. MircreLL. I am pleased to have this opportunity to appear be-
fore this committee to discuss the principles of conducting monetary
policy as part of an overall economic stabilization program. My formal
statement is addressed to a question that has been widely discussed in
the past several years, and in which this committee already has dem-
onstrated an active interest : what financial variable or variables should
be used as intermediate targets of monetary Eo]icy? More specifically,
in assessing whether monetary policy has been tight or easy, what
interpretation should be assigned to the movements in the stock of
money, as against movements in other financial variables such as
broader measures of liquid assets, credit flows and terms, money mar-
ket conditions, or the level and structure of interest rates ?

On a question as complex and as controversial as this, there are
bound to be differences in views among observers—even among those
whose vantage points are very similar. Consequently, I could not hope
to express adequately the judgments of the Board as a whole, nor shall
I try to'do so. The opinionsto be expressed are my own.

The central question with which I shall be dealing—the intermediate
targets of policy—has been debated extensively in the professional
journals, although without sufficient agreement having been reached to
provide any automatic guide for monetary policy decisions. Some
economists affiliate exclusively, or primarily, with changes in the rate
of credit expansion, either in terms of total credit expansion or some
critical segment thereof, such as bank credit. Others look principally
to changes in the economy’s liquid assets, either in the aggregate or
in some segment of the total, such as the money stock. Others look
principally to the terms and conditions on which funds can be bor-
rowed, regarding changes in the level and structure of interest rates
as the basis for establishing the course of monetary policy.

To set forth the conclusion of my argument briefly, it seems to me
that in our dynamic economy, no single variable—whether it be the
money stock, money plus time deposits, bank credit, total credit, free
reserves, interest rates, or what have you—always serves adequately
as an exclusive guide for monetary policy and its effects on the econ-
omy. It follows from this that excessive concentration of our attention
on any single variable, or even on any single group of related variables,
would likely result in a potentially serious misreading of the course
and intensity of monetary policy.

It may be helpful to establish the rationale for this conclusion in
rather general terms first, and then appraise, in this context, the con-
duct of monetary policy in some recent critical periods. Monetary
policies pursued by the Federal Reserve do have an important effect on
the Nation’s money stock. While our knowledge of the effects that
reserve injections have on the time dimension of monetary expansion
is imprecise, the Federal Reserve generally could make the money
stock grow or decline in line with what was thought to be appropriate
for economic stabilization purposes. But it is a mistake to assume that
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Federal Reserve policies are the only factor influencing the money
stock. It is equally mistaken to assume that policy actions c.o not extend
beyond the money stock to affect growth rates of other fin.ncial assets,
expectations of market participants, and the terms on which borrow-
ers in a variety of different credit markets find funds available to
finance spending plans. Failure to appreciate the potentilly disturb-
ing effects of policy -actions on aspects of the monetary and credit en-
vironment other than the money stock could easily lead to serious mis-
takes in monetary management.

We must, and do, guide Federal Reserve policies with a careful
assessment of the effects those policies have on the money stock. But
in interpreting movements in the money stock over time it is essential
to recall that they movements are the result of the irteraction of
many forces: The behavior of the nonbank public, acting in response
to its desire to hold money and other financial assets; ~he behavior
of Federal Reserve in supplying bank reserves, and in setiing discount
rates, reserve requirements, and ceiling rates that banks may pay on
time deposits; the behavior of the commercial banks n using the
reserves supplied to them by the Federal Reserve; the behavior of
all financial institutions in bidding for the savings of tae public. It
is erroneous to interpret changes in the money stock as though they
represented exclusively the result of the operation of a gui lance system
for the economy administered by the central bank. Variations in
money holdings over any period represent the supply behavior of the
central bank acting together with the demand factors existing in the
private sector of the economy.

A meaningful interpretation of changes in the growth rate.of the
money stock must try to take into account, therefore, the fictors under-
lying the public’s demand for money and its ability o substitute
between money balances and other financial assets. It is particularly
important to assess properly what is happening to growth rates of
other financial assets that are likely to be close substitutes for money
in the public’s financial asset portfolio. Our monetary history, as [
read it, does not indicate that there is any unique financial asset, or
combination of financial assets, which satisfies the public’s liquidity
preference.

Indeed, over the past decade—and especially in the past 5 or 6
years—there have been significant changes in the public’s preference
for various types of liqui% assets. For example, in the late 1950’ we
observed that the growth rate of time deposits of comniercial banks
was beginning to respond to changes in monetary conditions. Mone-
tary policies that limited the overall supply of bank reserves and bank
credit tended to raise rates of interest on market securities. Because
rates paid on time deposits by commercial banks were ¢enerally less
flexible, these deposits became less attractive to the public, relative
to market securities, and their growth rate slowed. Exp nsive mone-
tary policies, contrariwise, tended to accelerate time deposit growth.

Manifestly, a given dollar increment to bank credit associated with
a rise in time deposits need not be any the less expansive, in terms of
its effects on spending, than if the increase in bank credit were sup-
ported by a rise in demand deposits—and hence by a growth in the
stock of money. Indeed, it might be more expensive, since banks
might channel funds received through time deposit growth into types
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of uses more likely to stimulate economic activity. For some time,
therefore, we have taken into account the growth rate of commercial
bank time deposits, as well as the money stock, in trying to steer the
course of monetary policy.

But the meaning to be assigned to any given growth of time deposits
is not easily determined. It means one tﬁimg if rapid l%'mwlth in time
deposits reflects ag%ressive bidding for these deposits by the banking
system, with the public responding to banks’ efforts to obtain loanable
funds through this route by reducing money balances. The meaning'
would be very different if the funds attracted to time deposits at
commercial banks represented funds diverted from the close competi-
tors of banks in the savings field—the mutual savings banks and
savings and loan associations. Still a third meaning would be sug-
gested if an increase in time deposits represented funds that someone:
Would otherwise have invested in Treasury bills, while the banking:
system. puts the funds into mortgage loans.

Thus, interpretation of the economic impact of changes in com-
mercial bank deposits involves understanding the sources from which
funds flow into these assets, and the reasons for these flows. And
increasingly, it has become evidence that the posture of monetary
policy—as it affects yields on market securities and the desire and
ability of banks to bid for funds—influences also the flows of funds
to nonbank thrift institutions, and through them the supply of funds
seeking long-term investment, especially in mortgages. When the
effects of policy spread this pervasively through the financial struc-
ture, efforts at setting the course of policy by specifying a relatively
inflexible pattern of behavior for a single financial variable, such
as the money stock, could produce seriously disequilibrating changes
in economic activity.

The problems we face are not likely to be solved by concocti
alternate definitions of money, in hopes that by doing so we will fin
the magic statistical series whose behavior tells us just what we need
to know to establish the posture of monetary policy. Undoubtedly, our
understanding of monetary processes is improved by expanding our
vision beyond the narrowly defined money stock and its immediate
determinants, but we should not expect to find a magic divining rod
for monetary management. What we need is a better understanding
of the meaning of changes in money and in other liquid assets, not
new definitions of what money is.

This point can perhaps be illustrated briefly by reference to the
debate in the course of policy during the early 1960’s, when growth
in the money stock was quite moderate, but growth rates in total
bank credit were relatively high. In 1962, particularly, growth of the
money stock receded to only about 114 percent, while the growth of
bank credit—under the impetus of an 18 percent rise in commercial
bank time deposits—increased to almost a 9 percent rate. Earlier
in the postwar period, that high a growth rate ofp bank credit had been
associated with strongly expansive monetary policies. The result was
a critic’s paradise; Federal Reserve policy could alternatively be
criticized as exceptionally expansive, or unusually restrictive, depend-
m% on the monetary variable used by the critic.

argued at that time—and I would still argue now, given the benefit
of hindsight—that both of these interpretations of monetary policy
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were inaccurate. The growth of time deposits in 1962 —and more
generally, throughout the early years of the 1960’s—reflacted partly
a reduction in the public’s demand for demand deposits. Thhis reduced
demand for money was a response to both the higher rates. banks paid
on time deposits, and the spread in the use of negotiable CD’s by large
corporations as a liquid investment medium. Slow grcwth of t%w
money stock was thus reflecting predominantly a reduction in the
public’s desired money holdings relative to income. But, in part, time
deposit growth also reflected an increase in the banking system’s role
as an intermediary in the savings-investment process. Banks were
bidding for funds that would otherwise have been channcled directly
by savers to market securities, or indirectly through nonbank thrift
institutions to the mortgage market. High growth rates of bank credit
were in large measure a reflection of the increased interraediary role
of the banks. On balance, I have always thought that ths posture of
monetary policy in 1962 was properly described as essentially accom-
modative, or perhaps moderately expansionary, rather than un-
usually stimulative or unusually restrictive.

The best evidence that this interpretation is the proper one stems
from what was happening at that time to interest rates, and what.
happened subsequently to economic activity. If policy had been un-
usually restrictive, as the slowdown in money growth suggested, we
shouldy have expected to see a sharp rise in interest ratos—followed
by a subsequent marked slowing in GNP growth, or at loast in those
sectors of the economy most sensitive to monetary policy, such as resi-
dential construction. If policy had turned exceptionally oxpansive as
suggested by the marked increase in bank credit growtl, we should
have expected to see a marked decline in interest rates, ind a subse-
quent surge of spending, particularly in those areas most responsive
to policy.

Whatyin fact happened was neither of these. Long-t:rm interest
rates were gently declining through most of 1962, whils short-term
interest rates remained relatively stable throughout the year. GNP
growth did slow down temporarily in late 1962 and eairly 1963, but
this moderation in the rate of expansion could scarcely be attributed
to tight money. The homebuilding industry—a good karometer of
the effects of policy on spending—experienced a generally rising level
of activity during the year, ma(%e possible by relatively ample supplies
of mortgage money.

Interest rates, therefore, provide potentially useful inormation as
to the course and intensity of policy, and can never be ignored in set-
ting the targets of policy. Observing interest rate changzes can help
immeasurably in assessing the meaning of changes in money and
other liquid asset holdings. Of course, given sufficient tim3, the impact
of monetary policy on interest rates tends to disappear. Expansive
monetary policies which initially lower interest rates will eventually
increase spending, and the resulting rise in credit demands and income
will tend to push interest rates back up again. Nonetheless, there are
lags between monetary policies and their final effects on spending and
incomes—and in the interim, the impact of monetary policies will be
recorded in interest rates. Interest rate changes, conscquently, are
often of substantial value as indicators of the posture of monetary
policy.
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Of course, using changes in an interest rate or a matrix of interest
rates as the sole guide for policy would be as misleading as depending
solely on changes in the stock of money. For one thing, some of the
important effects of monetary policy in credit markets do not show
up in interest rates, but in other aspects of loan contracts—down pay-
ments, maturities, or the ability of a borrower to get credit at all.
These changes in credit availability may well be as significant as in-
terest rate movements in stimulating or restricting particular types of
spending. More important, perhaps, is the fact that changes in interest
rates result from changes in credit demands as well as supplies. As
with the money stock, interest rate changes are partly the result of
Federal Reserve policy, but they are partly a product of the behavior
of the nonbank public, the commercial banks, and other financial
institutions.

If we are to make use of interest rate movements as guides to policy,
then, we clearly cannot assume simply that monetary policy is moving
toward restraint every time interest rates rise, or conversely that fall-
ing interest rates always imply greater monetary ease. Interest rate
movements have to be interpreted in the light of .accompanying
changes in such financial quantities as the money stock, commercial
bank time deposits, and claims against nonbank savings institutions.
Similarly, interpretation of changes in financial quantities, such as
in the money stock, must be made in the context of changes in the
prices and yields of a wide range of financial assets among which in-
vestors may choose to hold their funds. Thus, neither financial prices
nor quantities alone tell us enough of the story to permit either to
serve as an exclusive guide to policy. _

Moreover, at each juncture the interplay of quantities and prices in
financial markets take on substantive meaning as a guide to policy
only in light of developments in the real sectors of the economy. For
it is only by disentangling the complex inter-relationships between
financial markets and markets for real goods and services that we can
hope to assess adequately the separate roles of both demand and supply
factors in determining quantities and prices of financial assets.

This analysis does not lead to any obvious and simple prescription
for gaging and directing the course and intensity of monetary policy.
This is regrettable, not just because it maximizes the potential for
disagreement, among policymakers and observers evaluating the same
set of facts, but also because it implies that we have found as yet no
simple device for circumventing the arduous tasks involved in making
judgmental decisions at every step of the game.

T would not want to pretend that our economic judgment—or that
of any other economic policymaking body—is infallible. But I would
argue that the procedures we do follow—blending judgment with com-
prehensive, quantitative analysis of current and prospective develop-
ments—have produced better results than would have been achieved
by following any of the simple rules advocated by some economists, I
have already described how misleading it was to have described the
course of monetary policy in 1962 by relying solely on changes in the
money stock. Let me turn to a more recent—and more controversial—
period, the conduct of monetary policy since the middle of 1965. A
frequently voiced criticism of policy in this period, as typically set
forth by those who judge the posture of policy either exclusively or
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mainly on the basis of the growth rate of the Nation’s money stock, is
that monetary policy became excessively stimulative shor:ly after the
middle of 1965, and remained so until the late spring or e:urly summer
of 1966. The high rate of growth of money balances during this period,
it is contended, was a principal source of the inflationary pressures
we suffered in 1966. Also, it is alleged that monetary policy became ex-
cessively restrictive in the late spring or early summer of . 966, and re-
mained so until late in the year—as the monetary authorities charac-
teristically overreacted, it is said, to their earlier mistake of excessive
ease. This criticism goes on to argue that monetary polic;’ once again
swung too far in 1967, producing an unusually high rate of expansion
in the money stock that set the stage for a revival of inflationary
forces late in 1967 and on into the current year,

There is an alternative interpretation of monetary policy during this
period, derived from a more careful and comprehensive view of devel-
opments in the real economy and in financial markets from late 1965
to date, that accords more closely with the unfolding facts of the situa-
tion. As this committee knows well, the problems of excess demand,
economic instability and inflation that have plagued us for nearly 3
years first made their appearance in the summer and early fall months
of 1965. Our defense effort in Vietnam had just begun to be enlarged,
and defense orders were pouring out in volume. At the same time,
growth in the stock of money accelerated from a rate of about 3 per-
cent in the first half of 1965 to about 6 percent in the final 6 months of
that year.

Whatever one’s views on the relative importance of the defense
buildup, as opposed to the rise in the monetary growth rate, as factors
in the ensuing increase in the growth rate of aggregate demand, hind-
sight points clearly to the view that prompter and more vigorous
e['%orts should have been taken fo counter the inflationary head of
steam that was developing in the latter half of 1965. By imposing
measures of fiscal restraint then, and adapting monetary f olicies to the
altered environment, we might have preserved the balaiced, orderly
growth that we had been enjoying over the previous 4 yzars. We did
not, largely because the magnitude of the defense effort ihat was get-
ring underway then, and the reverberations it was having: in virtually
every corner of the economy, were not fully recognized until late in
1965. Given the knowledge that we have presently—which was not then
available—the course of monetary and fiscal policies in the latter half
of 1965 looks inappropriate. '

Once a program of monetary restriction was initiated in December
of 1965, however, we moved to a posture of restraint much nore quickly
and decisively than the figures on the money stock alone would indi-
cate. The accompanying chart shows the percentage changes, at annnal
rates, of the money stock, money plus time deposits at commercial
banks, and savings acounts at a major nonbank thrift institutions.
(These percentage changes are calculated from 3-month averages to
smooth out some of the erratic monthly movements in these series.)
The chart indicates some rather critical differences in the timing of
these three series in the period from mid-1965 to mid-1966. Thus,
though the money stock continued to rise briskly over the 2arly months
of 1966, the growth of money and time deposits together began to de-
cline in the late fall months of 1965. And the growth rat: of nonbank
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savings acounts was already declining sharply by the end of 1965, as
depositors of these institutions responded to the attraction of rising
yields on market securities and on commercial bank time deposits.

Thus, the supply of credit represented by the growth of all these fi-
nancial assets together began to decline well ahead of the downturn in
the rate of expansion in money. This decline in supply, operating
jointly with the heavy credit demands arising from rapid growth in
current spending, underlay the marked and pervasive rise in interest
rates we were experiencing in the first quarter of 1966. Monetary re-
straint was beginning to §evelop in financial markets early in 1966,
even though rapid money stock growth continued.

If any doubt existed that monetary restraint was beginning to pinch
before it became evident in the banking figures, those doubts should
have been laid to rest by what happened to the volume of homebuilding
during 1966. It is widely recognized that monetary policy affects
spending for goods and services only with a variable and often a rather
considerable lag, and that it has a larger impact on housing than on
any other sector of the ecnonmy. In 1966, however, housing starts
leveled out in the first quarter and then began to drop abruptly in the
second, reaching a trough in October. This timing of the response of
housing starts to financial restraint can be explained, I believe, only by
recognizing that the principal indicators of monetary restraint in
early 1966 were not recorded 1 the money stock, but in the steep decline
in the inflows of funds to nonbank financial institutions. Had we
guided policies solely by the money stock in early 1966, we could easily
have overlooked altogether the strong effects on housing that monetary
restraint was in fact producing.

But as the year 1966 progressed, an increasing intensity of monetary
restraint was signaled by almost every indicator of monetary policy
customarily observed. Growth in the money stock was halted for a pe-
riod of 7 to 8 months and the expansion in commercial bank time de-
posits declined marketedly after midyear. Large banks, particularly,
were put under severe strain, as the maintenance of ceilings on large
CD’s at 514 percent—while yields on competing financial assets were
rising rapidly—led nonfinancial corporations and other large investors
to shift there funds out of the CD market. Inflow of funds to nonbank
intermediaries, meanwhile, continued at low levels through the summer
and early fall months. These signs of monetary restraint in the quan-
tities were also reflected in interest rates, which rose rapidly during the
summer of 1966 to the highest levels in about four decades.

Perhaps a case could be made for the argument that some of the
financial indicators in the summer and early fall of 1966 overestimated
the degree of monetary restraint generated by policy actions. Some
of the financial pressure suggested by the declining growth rate of
commercial bank deposits, for example, was being cushioned by large
inflows of funds from abroad—in the form of increased liabilities of
our banks to foreign branches. But the relief to the bank system as a
whole was relatively limited. The fact of the matter is, I believe, that
monetary restraint became quite severe in the summer and early fall of
1966, a conclusion that would have been drawn from a wide variety
of indicators of monetary policy.

As noted earlier, some critics of Federal Reserve policy have con-
cluded that monetary policy became excessively tight during this
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period and point to the slowing of real growth in outpul. late in 1966
and on through the first half of 1967 as confirmation of their point
of view. I would not question that some of the restrictive effects on
spending of earlier tight monetary policies were still being recorded
in the first half of 1967—although 1t may be noted tha: outlays for
residential construction began to rise as early as the first quarter of
that year. What I would question is the contention that vhe inventory
adjustment of early 1967 was entirely, or even primarily, caused by
tight money in 1966.

The undesired buildup of inventories that occurred in the last
quarter of 1966 reflected mainly the inability of business rio foresee the
slowdown in final sales that resulted when consumers began to exercise
more cautious buying attitudes. Personal consumption expenditures
had been rising at a rate of about $8 to $9 billion per quarter in the
year ended with the third quarter of 1966—and so far as anyone
knew at that time, they might well have continued to do so. But
consumer buying slowed materially in the fourth quarter, as a major
increase occurred in the personal savings rate, and consumers con-
tinued to exercise caution in their buying habits throaghout 1967.
At best, this behavior of consumers can be contributed only in small
measure to tight money in the summer and fall months of 1966. Many
other factors were undoubtedly of fundamental importince—includ-
ing a reaction to the rapid income growth and the buildup of stocks
of durable assets in the immediately preceding years, resistance to
rising prices, and the general uncertainties emanatirg from our
involvement in Vietnam. )

But whatever its origin, the economic slowdown of early 1967 did
require compensating adjustments in monetary policy to keep the
economy from slipping into recessionary conditions. Fortunately,
the inventory correction of early 1967 was anticipated ir_time to take
the initial steps toward monetary ease in the fall of 1766, and this
helped to bolster residential construction through the first half of
1967. With fiscal policy also turning expansive and help ng to bolster
final sales substantially during the first half of 1967, excess inventories
were worked off relatively quickly, and by July industrial production
had begun to turn up again. _

The pickup in business activity after midyear 1967 was forescen by a
number of forecasters, including our own staff at the Federal Reserve
Board. Why, then, did monetary policy not take earl’er and more
decisive steps to reduce the rate of expansion in the money stock and
in bank credit during the latter half of the year? There are two parts
to the answer to that question. .

First, the high rate of expansion in the money stock during the final
6 months of lasb year greatly overstates the actual degrec. of monetary
ease promoted by monetary policy. What it represented was the
supplying of funds through monetary policy to permit the satisfac-
tion of a sharp increase in liquidity preference on the part of non-
financial corporations. Their desires to rebuild liquid asset holdings
stemmed only in part from the experience with tight credit policies
in 1966. Of more fundamental importance were_the trends 1n cor-
porate liquid asset management over the previous several years,
together with the heavy toll on corporate liquidity resulting from
the acceleration of tax payments that began in 1966.
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In the years immediately prior to 1966, businesses in the aggregate
had little need to concern themselves with their liquidity positions
or with the availability of bank loans or other sources of funds to
meet their credit needs. Partly as a consequence of this, additions to
liquid asset holdings were relatively modest. Thus, increases in liquid
asset holdings of nonfinancial corporations were less than $1 billion
in each of the years 1964 and 1965.

Businesses entered the period of accelerated tax payments, there-
fore, with little preparation for meeting a heavy excess of tax pay-
ments over accruals. For nonfinancial corporations, payments exceeded
:accruing liabilities by about $2 billion in the second quarter of 1966
.and by about $5 billion in the second quarter of 1967. With credit
markets taut during a large part of this period, liquid asset holdings
were run down by nearly $3 billion in the year ended in mid-l%g?,
‘in reflection of the heavy needs for funds for accelerated payments
of taxes and other purposes.

Many businesses, consequently, took the opportunity afforded by
more ample credit availability in 1967 to do something about their
liquidity positions. Corporate long-term security issues began to rise

rapidly in reflection of these increased liquidity demands during the
spring of 1967, and they remained at exceptionally high levels until
Jate in the year. Observers close to financial markets reported that
an unusual increase in liquidity preference was responsible. The
demand for money had thus risen for reasons not associated with
intentions to spend for goods and services. This is the kind of increase
in demand for money which monetary policy can meet, by permitting
an increase in the supply, without inflationary consequences.

The behavior of interest rates during the latter half of 1967 provided
the confirmation needed that this interpretation was on the right track.
Interest rates on Jonger term securities had begun rising in the spring
months in response to the rapidly growing supply of corporate long
term borrowing. Short-term rates, however, continued to decline until
shortly before midyear. A fter midyear, however, interest rates began to
rise drastically across the range of maturities, and the increases were
much too rapid to be explained by the effects of rising incomes and
economic activity generating increased demands for credit. They were
reflecting increased demands for quick assets to restore balance sheet
liquidity—demands that were not being fully satisfied by the rate
of growth in money and time deposits permitted by monetary policy.
Tt seems evident that monetary policy was much less expansive in 1967
than the high rate of monetary growth, taken by itself, might seem
to imply.

Nevertheless, had it been known that timely fiscal restraint was
not going to be forthcoming, monetary policy would have been less
expansive over the summer and fall of 1967, in order to achieve a pos-
ture more consistent with a return to price stability. Earlier adoption
of a program of monetary restraint would have been difficult, in light
of the turbulent state of domestic and international financial markets
but it would not have been impossible. Such a program was not adopted
earlier, I believe, largely because those of us responsible for making
monetary decisions found it almost inconceivable that this Nation
would once again, following the painful experience of 1966, choose
to rely exclusively on monetary policy to moderate the growth in
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aggregate demand and slow inflationary pressures. Let us fervently-

hope that the brightening prospects for fiscal restraint we presently
see on the horizon provide justification for that expectation,
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Chairman Proxmire. Thank you very much, Governor Mitchell.
Governor Mitchell, apparently you and the Board feel that the
Congress should not require that the Board follow a policy of a grad-
ual %ut definite increase in the money supply, say Eetween 2 and 6
percent or 2 and 5 percent, 3 and 6 percent. I am told that you are
also opposed to an annual requirement of an annual :nnouncement
by the Board setting forth what your monetary policy would be, so
that the Congress might be in a position to judge the Board’s per-
formance by its own standard.

I understand that the Board is also very much oppos:d to any con-
gressional requirement that you purchase “Fanny Ma;” obligations
in order to support the housing market.
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Tt seems to me that although the Constitution makes it clear that
the Congress has the authority to coin money and regulate the value
thereof and has this money power very clearly, that the position of the
Board is that the Congress should delegate that authority to the Board
and then get lost. In other words, listen to these very fine and very
erudite and quite persuasive arguments that you gentlemen make to
us, but do not ever suggest any policies that would direct the Board to
do anything. Give the Board the discretion and rely on the Board’s
judgment to do the right thing.

B%r. MrTCHELL. \VeT], I think that the Board’s position with respect
to various monetary variables is not adequately described by the ques-
tion you raise.

Chairman Proxiire. First I want to ask the overall question. Is
there anything at all that the Congress can do in terms of affecting
monetary policy that you think would be sensible and wise, or can
Congress do nothing ?

Mr. MrroreLn. My view would be that Congress would not be doing
the right thing if it suggested to the Board a very narrow band of
growth in the money supply, just that single target.

Chairman Proxaire. I do not agree with your view of course, but 1
understand your objection to that particular kind of monetary
guidance.

My question is, do you think Congress has any—Congress obviously
has the authority to do anything it wishes in this regard.

Mr. MrrcugLL. Certainly.

Chairman Proxmire. But do you think it would be wise for Con-
gress to give any sort of guidance of any kind to the Board that affects
the monetary policy ¢

Mr. MarcrELL. 1 think if the state of the art or the state of our own
knowledge were such that Congress could prescribe a better rule, one
that would achieve a better result than what we are able to achieve now,
it would be a fine thing to do. But I do not think you can do it. I do not
think the state of the knowledge is such that you are able to do it.

Chairman Proxumire. Let’s get into the specifics.

We argue that the state of the knowledge is such that it is necessary
to prescribe this. In other words, the lags are great, as you have speci-
fied in your presentation here.

- Mr. Mrrcuenn. That is right.

Chairman Proxumire. The lags are great between policies that you
decide to follow.

Mr. Mrrcuewr. That is right.

Chairman Proxmire. And the consequences of those policies, income
and so forth. And because the lags are great, and because you cannot
foresee accurately economic conditions at the time the policies will take
their effect, that for this reason it might be wise to follow some kind
of a general principle or a rule rather than to go by the seat of your
pants. : :

Mr. Mrrcuer. Well, T do not think we go by the seat of our pants.
Any policy decision is made with a projection as a background.

The projection can be explicit or implicit. In our case our projections
before the Federal Open Market Committee and before the Board are
explicit. They may not be perfect, because the state of the forecasting
art is not that good. But over a short-time horizon, I think they have
been quite good.
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Some of the monetary lags are short. The eflect on expectations is
immediate. If monetary policy is moving sharply, the ock-in eftect
is almost immediate.

Chairman Proxumire. The lock-in effect? What is that'

Mr. MrrcueL, Well, if you bought a Government security, say
when interest rates are 5 percent and the interest rates go to 6 percent,
the value of your Government security has dropped substantially.

Chairman Proxyire. I am talking about the effect on tl.e fundamen-
tal objectives of the Employment Act, you know.

Can you give us any examples in which you can contend that mone-
tary policy has a fairly quick effect on employment or or. the housing
industry or anything of that kind?

Mr. MrrCHELL. Yes.

Well, I think that the effect of monetary policy is to defer decisions
ou projects that are in the formulation stage. One of the hest examples
is the Chesapeake Bay Bridge. The Chesapeake Bay B:idge was on
the drawing boards, the plans were complete for, if I recall correctly,
a period of about 3 years, but they were unable to sell the bonds be-
cause they were revenue bonds, and the market would not take them.

Now, that was a project that was vulnerable to the level of interest
rates.

If the level of interest rates had been eased, the pro;ect could be
financed. If the level of interest rates was raised, it could not be fi-
nanced, and when it was eased they did sell the bonds, ard this meant
that the project came into being. Now, the amount of mor.ey was large
and it was spent over a long period of years.

Chairman Proxaore. Are you saying that the Federal Reserve
Board can follow policies that will promptly result in a change in
interest rates?

Mr. MrrcHELL. That—

Chairman Proxmire. That will promptly result. For instance, that
you can increase the supply of money at a more rapid rate, which will
result in a reduction in interest rates?

Mr. MircHELL. Yes, certainly.

Chairman Proxuire. In how long a period ? '

Mr. Mrrcuenn. Well, it depends upon the market that you are talk-
ing of. In some markets the effect is immediate. In other markets it is
more delayed.

Chairman Proxaire. Of course you do not know, do you ¢

In other words, in 1967 you followed a policy of increasing the
money supply rather rapidly and interest rates kept going up.

Mr. MrrcHELL. In the long-term markets.

Chairman ProxMIre. The price of money kept going up ¢

Mr. MrrcuELL. In the long-term market, that is true.

Chairman ProxmIre. You have explained here the reasons for that.

Mr. MrrceELL. That is correct.

Chairman Proxyire. But that did happen, and the effect in terms of
the housing industry therefore could not be foreseen, could it

Mr. Mrrcmein. Well, the effect on the housing industry of
actions——

Chairman Proxmire. The tendency can be foreseen ?

Mr. MircueLL. That is right.
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Chairman Proxmire. You might argue if you had not adopted this
policy, if you had not increased the money supply by the policies you
had followed, interest rates would have gone even higher, and they
would have had a greater restraint on the housing industry than you
had; is that correct?

Mr. MrrcueLL. What the model builders in effect do is construct a
forecast or projection of how the economy is going to perform, and
what we attempt to do is to use this model to estimate how the monetary
variables are going to perform. But this type of analysis, and this tgpe
of operation, 1s in its—I was tempted to say, in its infancy. The studies
continue to go along, and a great deal of progress has been made.

To give you some evidence of this progress, I would just like to refer
to the directives that the Federal Open Market Committee uses. I have
copies of the directives here for the past year.

The second clause of the directive contains the instructions to the
manager of the System’s open market operations. Now, there has been
a quantitative variable in all of these directives, with the exception
of three. For example, here is the directive for January 10, 1967:

To implement this policy and taking into account the forthcoming Treasury
financing system open market operations until the next meeting of the committee
ghall be conducted with a view to attaining somewhat easier conditions in the
money market, unless bank credit appears to be expanding significantly faster
than currently anticipated.

I want to address myself to what we mean by “bank credit expand-
ing significantly faster than currently anticipated.”

The measure of bank credit that we use is the credit proxy, and a
credit proxy is computed on the basis of average daily deposits at
banks. In other words, from the liability side of the balance sheet. We
do not have daily records on bank assets, but we do have daily reports
on their liabilities. So we get changes in the movement of their lia-
bilities, and we assume that these changes are proportional to the
changes in their assets.

This is a quantitative variable similar to what we call M-2, which is
Milton Friedman’s money supply figure. The main differences between
the credit supply proxy and the money supply series are that the credit
proxy includes Government deposits and M-2 does not; the credit
proxy applies to member banks only; while M-2 applies to all banks;
and M-2 includes coin and currency. Despite these differences the
movements in these two series are quite similar.

We not only have up-to-date estimates of what is happening to
bank credit, through credit proxy, but we have a projection of the
credit proxy, and when it says in the directive, “appears to be expand-
ing s