ALBERT E. BURGER

The following paper was presented af the “Infernational Conference on The New Infla-
tion’ and Monetery Policy” held June 24.26, 1874 in Milan, Italy. The Conference was spon-
sored jointly by Banca Commerciale Ttalicna and the Department of Economics, Universita Boc-
coni. Professors Gaetano Stemmati and Innocenzo Gasparini were joint chairmen of the Confer-
ence. Papers on inflation and the preblems it implies for monetary analysis were presenied by
Professors John Hicks, Earl Brunner, Franco Modiglioni, and Robert A. Mundell. Papers discuss-
ing the inflationary experience in specific couniries were presented for Brazil, the Euwropean
Economic Community, France, the Federal Republic of Germony, Haly, Japon, the United
Kingdom, and the United Staies.

The authors of individual country papers were asked to direct their comments to specific

guestions abowd the inflationary experience in thelr countries. The organization end headings of
the follmweing puper reflect this procedure. The orgenizers of the Conference are arrunging o

have the complete proceedings published in the near future,
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AET ME ?)egin by setﬁng forth 2 position on the
‘Eea’eures of the “new inflation.” First, the current wide-
spread inflation across industrial countries is a “new”
inflation only in the sense that it is a phenomenon of
the last ten vears. The cwrrent inflation has not been
largely determined by the supply behavior of non-
industrial countries. The basic cause of the cument
inflation is the same as the cause of all previous infla-
tions — too much money chasing too few goods.

The most disturbing aspect of the current inflation
is not that there has been a movement from one rate
of price increase to a new maintained higher level of
price increase, but that there has been a periodic
upward movement in the rate of inflation. There is
ne reason that this process has to contnue. Policy-
makers have the power fo prevenl a permanently
accelerating rate of price increase. It is true that more
attention is being devoted to “how to live with infla-
tien” rather than “how to fight inflation,” but this is
a very dangerous approach. A little inflation leads to a

Note: The views expressed in this article are the responsi-
bility of the anthor and do not necessarily reflect the views
of the Federal Beserve System.

little more inflation which leads 1o a little more infla-
tion until inflation has become a major disruptive
force in the economic as well as the social fabric of
a country.

An exogenous decrease in the supply of one good
will tend to (1) raise the price of that goad, (2} raise
the demand for and price of substitute goods, (3}
lwer the demand for complementary goeds and hence
put downward pressures on the prices of these goods?
The way a market economy adjusts to a changs in
supply conditions is through changes in relufive prices
and re-allecation of resources from one tvpe of pro-
duction o another. Assuming no Government controls

IReonomists refer to two goods as substitutes i both z,o@c?s
have many properties that satisfy the same preferences of
comsumers: for example, gas heat and electric heat, punblic
trai}spormhmz and automobiles, & vacabion in Lum;m and a
vacation in the United States. Goods that are used f()ffcrhm
are called complementary goods; for example, gasoline and
automobiles, tires and auwtomobiles, European vacations and

airline iravel.
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on prices, resources will be bid away from those in-
dustries producing complementary goods and will
move into industries producing substitute goods. In-
itially, the average price level will rise, assuming
prices of complementary goods are not immediately
flexible downward, and unemployment will tempo-
rarily rise since resources do not immediately move
tully from producing complementary goods to pro-
ducing substitute goods.

For a decrease in the supply of one good to cause
a permanent increase in inflation, holding growth of
total expenditures constant, would appear to require
that the item was so vital o production that noe sub-
stitute existed or could be developed. In that case,
reducing the supply of that good means that the
potential growth of real oulput is reduced. This seems
a highly unlikely case. except in the short-run. Man
seems capable of finding a substitute good for almost
any item. Howsver, even il this were the case, the
increase in inflation is not ultimately due to the reduc-
tion in supply, but results from the fact that growth
of total expenditures is not reduced along with the
reduced growth of real vutput, If the growth of total
expenditures is maintained, but the growth of real
output is reduced, then prices will rise more rapidly.
The monetary authorities cannot affect the supply
situation, but they can follow policies that reduce the
growth of total expenditures.

Tage 14

Inflation began to develop in the United States long
before any so-called supply-induced effects developed.
For example, over the 1963-69 period real output rose
at an average annual rate of 4.7 percent, compared to
an average rate of about 3 percent over the previous
ten years. However, from 1963 to 1968 the rate of
inflation increased to a 3 percent annual rate, about
double the rate of the previous ten years.?

We must ook somewhere other than at supply fac-
tors for the underlying cause of inflation. The basic
underlying cause of the inflation currently being ex-
perienced in the United States is simply that the trend
growth of money has been accelerating over the last
ten years, approaching a 7 percent rate on average
over the last three vears. This has resulted in a
growth of demand for goods and services that is much
greater than the long-term average growth of real
oulput.

The current intent of monetary policy in the United
States is to reduce inflation and avoid causing a sub-
stantial medimmn-term rise in unemployment. In fact
this is the same “intent” that has characterized mone-

“Unless otherwise noted, all growth rates are compuied on an
average-ol-year bagis.
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tary policy since the middle 1860s. No member of the
Federal Open Market Committee desired to have the
rate of inflation, as measured by the consumer price
index, rise from an average annual rate of about 1.5
percent over the period 1932-64 to an average annual
rate of about 4 percent from 1964 through 1872, or to
see price increases accelerate to an average annual
rate of over 8 percent during 1973, ay shown in Chart

L

The basic force underlying the accelerating infia-
tion in the United States has been the accelerating
average annual growth of the money stock. As shown
in Chart II, the growth of the money stock acceler-
ated from about a 2 percent average annual rate over
the period 1952-82 to about a 3 percent annual rate
over the period from 1962 through 1970. Over the
period 1962-70 the growth of the money stock fol-
lowed a pattern of sharp accelerations followed by
periods of sharp reductions in the growth rate {for
example, in 1968 and from early 1969 to early 1970).
Since 1970 the growth of money has reaccelerated
to about a 7 percent annual rate. At the same tme,
real output has grown at an average rate of about 4
percent since 1962, somewhat faster than itz average
annmal rate of about 3 percent recorded over the pre-
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vious ten years, With progressive accelerations in the
rate of growth of money leading to a markedly faster
growth of total expenditures, and with real output
growing at only a slightly more rapid rate, prices
rose af aceslerated rates.

Again, T do not believe that any member of the
Federal Open Market Committee desired the pro-
gressive upward movements in the growth of money.
From 1964 to 1973 the Federal Open Market Com-
mittee {FOMC) met 141 times and voted for a policy
of restraint at seventy percent of these meetings, Only
in 1867 and 1970 did the FOMC adopt a policy of
ease at virtually every meeting.

Given that the intent of policy has not changed,
why has there been a progressive rise in the average
growth of the money stock and, hence, a progressive
rise in inflation? Three related factors appear to ac-
count for this situation. First, in the United States
since the mid-1960s, there has been a sharp 1se in
the growth of Government spending. Since 1865, Fed-
eral Government expenditures have risen at an aver-
age annual rate of 10 percent, compared to about a
6 percent rate over the previous ten vears. In 1966
and 1867 the major rise was due o defense spending

Chart iz
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which rose 20 percent per vear. However, since 1867
the growth of defense spending has been much slower,
and actually declined from 1968 through 1973, The
rise in Federal Government expenditures since 1963
has primarily reflected the public’s growing demands
that the Government sector do more in the way of
social weltare programs. Since 1865, Federal nonde-
fense expenditures have risen at a 12.8 percent annual
rate, compared to a 9.5 mie over the previous ten
Vears,

Essentially, the public has demanded that the Gov-
ernment sector provide a larger flow of goods and
services, However, while Government spending was
rising, taxes were not raised encugh to finance the in-
creased expenditures. This brings us to the second
factor. As a result of a rising spread between tax
revenues and Government expenditures, the growth
of the outstanding stock of Government securities ac-
celerated as the Government was forced to borrow
to fnance its expenditures. Gver the peried of fiscal
year 1868 through fiseal 1973, Federal Government
expenditures exceeded tax receipts by ahnost $98 bil-
Hion. The net result of deficit financing was upward
pressures on market interest rafes,

This brings us to the third factor. The Federal Re-
serve System traditionally has been concerned with
the stability of interest rates and with the “viahility”
of financial markets. Conseguently, the Federal Re-
serve has tended to resist demand-determined move-
ments in interest vates and has always stood ready to
offer substantial aid to the financial markets in times
of stress. The substential rise in Government financing
requirements was bound to pat upward pressures on
market interest vates and put stress on financial mar-
kets, Essentially, the Government was attempting to
acquire more funds than before through the credit
markets, and, assuming no change in the growth of
total credit, other demanders of credit would havs
had to be rationed ont of the mazket,

Among the other demanders of credit was the hous-
ing industrv. As market vields on Covernment debt
rose, funds were drawn oul of savings and loan as-
socigtions, the supply of funds t Enance housing fell,
and mortgage interest vates rose. {Juestons arose
abeout the solveney of the major financers of mortgage
credit. ‘These results, along with pressures on the £-
nancing of state and local governments, developed
guite early in the inflationarvy process, and in 1966
culminated in what has come o be cailed “the credit
erunch of 18687

The Faderal Reserve came under considerable criti-
cism for permitting the development of the “crunch’”
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in 1986, However, although certain Federal Reserve
policies probably added to the strain on financial mar-
kets at that #ime, the sitwation in 19668 reflected
the attempt of financial markets to adjust to the added
financing pressures from the Federal Government. The
1966 Federal Reserve policy of vesisting & substantial
expansion in money and credit was an attempt to
force the adjustment through financial markets. If the
Government was going to get a larger share of real
output, then some other sector had to receive a smaller
share.

The Federal Reserve tried to halt the upward march
of inflation again in 1989, From February 1969 to
February 1970 monetary policy actions slowed the
growth of the money stock to about a 3 percent rate.
This led to the slowdown in economic activity in 1970,
and from about mid-1970 there was evidence of a
slowing in inflation. By the end of 1970, the market
vield on Treasury bills had fallen below 5 percent,
compared o about 8 percent at the end of 1960, In
the first guarter of 1971, yields on long-term corporate
bonds had eased to about 7.23 percent, compared fo
about 8 percent in late 1969,

However, after early 1970, Federal Reserve actions
resulted in a reacceleration in the growth of the money
stock., From 1970 through 1973, Federal Reserve
credit grew at an average anuual rate of 95 per-
cent and the monetary hase grew at a 7.7 percent rate,
On balance, since early 1870, monev has grown at
about a 7 percent rate. Although inflation continued
at a slower rate through late 1972, how much of this
was due to the lagged effect of the previous slowing
of money on prices extending into late 1972 is open
to question. In August 1871 a fairly comprehensive
set of price and wage controls was institated in the
United States. The lag in the respouse of prices
the reacceleration of money probably reflected the
effect of these price controls. Sooner or later the up-
ward pressure on prices had to surface, and price
controls appear to have only delaved the upward
thrust of prices. The main result of the various phases
of price controls was the distortion in supply condi-
tions that the United States is still experiencing.

Joapd

Inflation affects current monetary policy because in-
flation affects interest rates and financial markets, Also,
accelerating inflation, when joined with price controls,
tends to raise guestions about the predictive perform-
ance of econometric models that are used to forecast
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the response of the economy to policy actions. A fur-
ther effect has been the suggestion by some ohservers
that “real” instead of nominal quantities should he
used as indicators of the effects of policy actions.

Recently the United States has been experiencing
levels of interest rates that are “high” by historical
standards. However, it would be hard to ascribe these
high interest rates to “tight” monetary policy. As
shown in Chart I, over the last three vears the mon-
etary base has grown at a 7.7 percent rate, compared
to about a 5 percent rate from 1862 through 1970
and less than a 2 percent rate over the 1952-62 period.
Bank credit has grown at about a 13 percent rate
since 1970, compared to a 7.6 percent rate over the
previous five vears, and about a 6 percent rate from
1953-65. These growth rates indicate that Federal
Reserve actions have resulted in a large enough growth
of the monetary base to support a substantially more
rapid expansion of bank credit than in previous
periods.

The increase in the monetary base predominantly
reflected the fact that the Federal Reserve System
purchased a large volume of Government securities
and the Treasury monetized the proceeds of the May
1972 and Cctober 1973 changes in the official price

at which the U.S. gold stock is valued. The monetary
base averaged $20 bhillion higher in 1973 than in 1970,
the Federal Reserve’s holdings of Government securi-
ties averaged 817.8 billion more in 1873 than in 1970,
and the Treasury’s actions subsequent to the two of-
ficial revaluations of the U8 gold stock added %2
billion to the monetary base.

A central bank policy of buving Government debt
and providing the monetary base for a rapid expan-
sion of credit has the initial eflect of holding interest
rates below what they would be in the absence of
such a policy. However, the growth of the monetary
base determines the growth of the money stock., The
close relationship between accelerations and decelera-
Hons in the growth of base and money can be seen
by comparing Chavts I and HL Theretore, a policy
of attempting to resist movements in market interest
rates also leads to a rapid expansion of the amount
of money balances which individuals must absorb info
their wealth portfolios. From 1870 to 1973, the monay
stock grew on the average at about a 7 percent annual
rate. This is more than three times as fast as over the
1652-62 period of slowly rising prices. As discussed
earlier, the rapid growth of money led to a progres-
stve upward movement in the rate of change of prices
and this led to a growth in the demand for credit,
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Today’s high levels of interest rates largely reflect
the accelerating rate of inflation in the United States.
When the current rate of inflation is taken into con-
sideration, interest rates are not unusually “high.” As
shown in Chart IV, relative to the rate of inflation,
adjusted yields on Corporate AAA bonds are currently
lower than any time within the last eight vears. with
the exception of early 1971, Although long-term mar-
ket interest rates have been rising sharply since early
1973, the adjusted vield has been falling since about
mid-1973.

Chart IV
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Through the middle of 1974 the Federal funds
rate, the key interest rate used in short-run operating
stratery, has risen sharply. However, there is some
question as to whether the Tederal funds rate has
risen because the Federal Reserve pushed the rate
up, or in spite of Federal Reserve actions. In times of
rapid increases in the demand for credit, it becomes
almost impossible for the Federal Reserve to hold in-
terest rates constant. The more vigorously the Federal
Reserve fries to hold interest rates down, the more
rapidly the monetary base grows and, consequently,
the more rapid the growth in the money stock.

An increased rate of growth of the money stock ap-
pears to have two effects on expectations of financial
market participants. First, they have learned by ex-
perience over the last 8§10 years that a maintained
faster growth of money means a higher rate of infla-
tion, and that means higher interest rates. Also, finan-
cial market observers have some idea about the Fed-
eral Reserve’s desired growth path for the money
stock. When they observe the money stock growing
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faster than what they think is the Federal Reserve’s
intent, then thev expect that the Federal Reserve
will have to tighten policy, and hence expect higher
interest rates, at least in the immediate future.

To restrict the growth of the money stock in periods
of rising demands for credit, the Federal Reserve must
raise its target range for the Federal funds rate
ahead of the market determined level. If increases
in the target range for the Federal funds rate lag the
market-determined rate, then the monev stock wiil
accelerate, even though the Federal funds rate moves
upward quite rapidly.

Central bankers must be extremely wary of state-
ments that, because interest rates are high, money is
tight or monetary policy actions are restrictive. Such
statements exhibit a fundamental confusion between
money and credit that can be fatal for attempts to
slow inflation. Interest rates are the price of eradit,
not the price of money. The reasen the price of
credit is high is not because money is tight, but be-
cause it has been too easv. The previous rapid growth
of money has generated an expected rise in demand
and rising prices and, hence, growing demands for
credit. Comparing Chart V and Chart T1, it can be
seen that, empirically, it is the case that low interest
rates, not high interest rates, follow a period of tight

money,

An important part of the financial sector of the
United States is composed of financial intermediaries
which borrow short-term and lend long-term. These
institutions are primarily engaged in financing mort-
gage credit demands, and consist of institutions such
as savings and loan associations, mutual savings banks,
life insurance companies, and real estate investment
trusts, For these financial intermediaries it is not the
level of the term structure of interest rates that is of
primary importance, but variations in the level.

In an accelerating inflation, market interest rates on
assets competitive with savings deposits are rising, and
savings institutions must raise the interest rates they
pay to borrow short-term or face an outflow of deposits.
Under such circumstances, the savings institutions
come under considerable pressure. The cost of bor-
rowing short-term rises rapidly, but the bulk of their
porttolio of assets is locked into nonliquid leng-term
mortgages that have a fived interest rate.

The smooth operation of financial markets 15 also
adversely affected in other ways by inflation. For
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example, bond dealers are reluctant to take positions
in long-term securities, because with rapidly rising in-
terest rates, there is an increasing risk of capital loss.

A potentially serious situation can develop if a few
large financial institutions misread the future path of
interest rates. Suppose a lender expects that interest
rates will fall in the next six months. In late 1973 and
early 1974 several respected financial advisory serv-
ices were forecasting falling interest rates. The lender
will then try to borrow short-term in order to extend
his long-term assets. For example, a bank would try
to increase its borrowings in the Federal funds market
and sell short-term large certificates of deposit, while
extending longer-term business loans and purchasing
fonger-term Government securities. U, however, short-
term rates rise very rapidly, instead of falling as pre-
dicted, then our hypothetical bank will incur losses.

From early December 1973 through late February
1974 short-term interest rates in the United States fell
while longer-term interest rates continued to rise. From
late November to late February, large commercial
banks increased their term business loans by about
$1.3 billion and their holdings of Government securi-
ties with over 5 years to maturity by about 3600 mil-
lion. Over the same period, the volume of large certi-

feates of deposit outstanding increased by about $2
billion and the average net purchase of Federal funds
rose by $2.6 billion. In early March, short-term inter-
est rates began to increase and over the following
months rose very sharply. The market rate on 80 day
certificates of deposit rose over 300 basis points from.
late February to mid-May, and the rate on Federal
funds rose over 250 bhasis points. Therefore, the cost
to an individual bank of obtaining short-term funds
to finance term loans made during late 1973 and early
1974 and o carry securities purchased during that
time rose substantially in the following three months.

This discussion is not an attempt to picture the
financial system as “inherently unstable.” It is intended
to show that attempts by the monetary authorities to
resist demand-determined upward pressures on inter-
est rates, except in the very short run, do not resuit
in easing financial market pressures. As the monetary
authorities expand the monetary base, money expands
and ultimately there are greater upward pressures on
interest rates as the demand for credit increases, Ulti-
mately, such a policy results in greater, not less,
strain in the financial markets, and makes the prob-
fems encountered by the central bank when it at-
tempts to slow inflation that much greater. This is
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especially true because some financial operators still
appear to believe that the monetary awthorities can
hold market interest rates below the level determined
by fundamental market factors. The only way to even-
tually achieve lower interest rates is to slow the growth
of money and credit. However, this implies additional
temporary upward pressures on interest rates, and
further raises the spector of another “credit crunch”
These factors further illustrate that, the longer infla-
ton is permitted to develop, the more difficalt it is
ta stop.

It is very difficult to judge the effect of inflation
on the predictive performance of the Federal Reserve
Bank of St. Lowls model, as well as any other model.
During most of the period since August 1971 the U.5.
economy has been subject to various tvpes of price
controls. These controls probably distorted the be-
havior of prices relative to what they would have
heen without controls. Under these conditions, econo-
metric models are only a guide to the upward pres-
sures that are building on prices.

For example, the St. Louis model overestimated
the reported rise in prices during the period of price
contrels, but since the lifting of most price controls,
it has underestimated the increases in prices. On bal-
ance, the model has fairly accurately projected the
long-run behavior of prices. As shown in Table I, fit-
ting the model through the second guarter of 1971,
the last full quarter before price controls, and project-
ing through 1973 shows that the model estimated
about a 5 percent growth of the price deflater from
11/71 through IV/73. Actual reported prices rose at
a much slower rate during the price control period,
then accelerated as price contrels were lifted.

The use of real instead of nominal guantities as
guides to monetary policy can be extremely danger-
oust First, all that policymakers, as well as other
economic agents, observe is nominal interest rates and
money balances. They never observe real interest
rates or real money halances, and economists cannot
agree on how to accurately measure these real quan-
Hities. This is not to say that the rate of inflation does
not enter into the publics decision to borrow, ror

5This section draws heavily on the article by Denis §,
Karnosky “Real Money Balances: A Misleading Indicator of
Monetary Actions,” this Review (February 1974) pp. 2-10.
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their decision as to the amount of money balances
they desire to hold. However, the crucial distinetion
for central bankers is that, while individuals adjust
their money holdings to prices, for the economy as a
whole, prices adjust to the amount of money. Sec-
ondly, the ratio of money to some price index is a
faulty indicator of tightness or ease of monetary policy
because this ratio is determined by the public and
is ultimately beyond the control of the monetary au-
thorities, Monetary actions have only a temporary
effect on real money balances.

There are five periods from 1955 to 1973 when the
ratio of money to commodity prices declined for
twoe quarters or more: 1955-57, 1958-60, 1966, 1969,
and 1973. Prior to 1973, each period in which “real
balances” declined for two quarters or more was fol-
lowed by a significant slowdown in economic activity,
ranging from the 1966-67 mini-recession to full-scale
recessions in the other periods.

In 1955-37, 1959-60, 1966, and 1969 s large porton
of the decline in real balances reflected a sharp drop
in the rate of growth of the money stock below its
trend. The deceleration in money growth in 1973 was
not as abrupt. Instead, the indicated decline in “real
balances™ in 1973 reflected, in large part, the reported
acceleration of inflation.

Since the adjustment of prices to a change in the
trend rate of money growth is estimated to take from
four to six years to complete, it is probable that the
economy is still adjusting to the accelerated rate of
money growth over the last three and one-half years.
Supporting evidence for this contention can be found
in the movement of interest rates in 1973.
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The inflation of last year, instead of threatening to
restrict aggregate demand by eroding real money bal-
ances below desired levels, reflects instead the efforts
of the public to dispose of excess money balances. On
the basis of past experience, if the money stock con-
tinued to grow at an average rate of close to 6.5 per-
cent, such as since early 1970, this adjustment would
continue at least through 1974.

The arguments which contend that monetary policy
is restrictive, on the basis of the recent decline in
“real money balances,” imply to some analysts a rec-
ommendation to policymakers to increase the rate of
money growth above the rate of inflation in order to
restore the growth of real balances. Both theoretical
analysis and the experience of other countries indicate
that there are few more dangerous courses of action
that any monetary authority could undertake.

A further increase in the rate of money growth,
above its current trend rate of about 6.5 percent
would only generate pressure for further inflation. It
is not possible to avoid the adjustment of real money
balances to the level desired by the public by increas-
ing the rate of money growth.

One extreme example of the futility of a policy of
trying to make money grow fast enough to prevent
desired real balances from falling is given by the Ger-
man experience in the early 1920s. By late 1923 tax re-
ceipts of the German government were covering less
than one percent of its expenditures. To finance its
expenditures, the government borrowed from the
Reichsbank, which simply turned on the printing
presses. The majority of trained economists in Ger-
many refused to believe in a chain of causation run-
ning from the growth of the money stock to the growth
of prices. Rudolf Havenstein, President of the Reichs-
bank, tended to believe that the rise in prices created
a need for money on the part of businessmen and
the government which was the Reichsbanks duty to
meet, and which would have almost no harmful ef-
fects on the economy. When complaints of “short-
ages” of money arose, despite the issue of denomina-
tions as large as 100 trillion marks, Havensteir seri-
ously expressed hope that new high-speed cuwrency
printing presses soon to be installed would overcome
the shortage.*

iThe material in this section draws upon Leland B. Yeager,

International Monetary Relations {New York: Harper and
Row Publishers, 1966), pp. 268-72), and quotes from the
League of Nations Stu&y, The Course and Control of Infla-
tion, See also, Frank DD, Graham, Exchenge, Prices and
Praduction in Hyper-Inflation: Germany 1920-23 (New York:
Rassell and Russell, 1930).
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Recently, proposals for tying future payments in
contracts to some price index (so-called indexing)
and explicit payment of interest on demand deposits
have been suggested as ways of removing some of
the losses associated with unexpected future price
movements.

The use of indexing has increased in the U.S. econ-
omy as inflation has accelerated. Recently, the U.S,
Congress decided to tie social security payments to
the consumer price index, and more wage contracts
are being written with cost of living escalator clauses,
not only for wages, but also for pensions.® However,
these actions represent only partial indexing. At pres-
ent, it does not appear that the U.S. is likely to adopt
a full economy-wide pattern of indexing. Especially
difficult problems would arise when indexing such
items as interest rates. For example, atternpts to de-
velop variable interest rate mortgages have met with
less than enthusiastic support,

Partial indexing probably creates more problems
than it solves. Groups whose flow of payments are
linked to some price index will be far less willing to
support efforts to halt inflation. This is especially
true because policies taken to slow inflation also in-
volve some short-run rise in unemployment. It is one
thing to explain the reason for tighter fiscal and mone-
tary policy to an individual by pointing cut that in-
creased Government spending financed by money cre-
ation results in a fall in his real income; it is much
more dificult, however, to convince him of the merits
of tighter fiscal and monetary policy when his income
is ted to a price index.

The actual implementation of generalized index-
ing presents considerable practical difficulties. What
price index will be chosen? Who will decide the way
to index prices? What about outstanding contracts?
How do you index profits? For example, there has
been considerable furor raised over recent attempts
to broaden the coverage of the consumer price index.
Also, some aspects of indexing would require sub-
stantial changes in tax laws, for example, tying the
personal exemption to inflation and taking the effect
of inflation into account in computing depreciation

For about 5 million workers, changes in their incomes are
tied to changes in the consumer price index. Receipts of an
additional 3 million food stamp recipients and all social
security recipients are also affected by changes in the CPL
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and capital gains. Also, all state uwswry laws would
have to be abolished and regulations on payment of
interest on time and savings deposits would have to
be removed or modified. The effect of many in-
dexing proposals would be to hold the Government’s
tax revenues constant as inflation increased. In infla-
tion the cost of existing Government operations would
rise, and if there was no cut in Government opera-
tions, deficit financing would increase. These decisions
move us from the field of economic theory into the
area of politics and bureaucracy. Having observed
the fiasco of wage and price controls, the author is
none too confident that the Government can resist
the temptation to selectively intervene in the develop-
ment of an indexing system, and hence is doubtful
that a viable system of indexing can be developed.

Interest Payments on Demand Deposits

Generally, the arguments that have been advanced
for prohibition of interest payments on demand de-
posits in the United States are not supported by
empirical evidence. Currently, commercial banks pay
an implicit rate of interest on demand deposits: the
cost of servicing demand deposits is greater than serv-
ice charges by banks. This probably leads to some
inefficiency in allocation of resources that could bhe
avoided if banks paid a market-determined interest
rate on demand deposits and charged depositors the
fall cost of bank services.

However, as a practical matter, a widespread move-
ment in support of payment of interest on demand
deposits does not appear likely in the near future.
Changes in legislation would be required to permit
commercial banks to make explicit interest payments
on demand deposits, and there does not appear to
be wide enough support for these changes from any
well-organized political group.

CONCLUSIONS

The way to reduce inflationary pressures in the
United States economy is to stow the growth of the
money stock, On an average-of-vear to average-of-
year basis, the money stock grew at about a 7 percent
rate from 1970 to 1973, It seems to be a generally
accepted proposition in economics that the growth of
prices adjusts to the growth of money over an ex-
tended period of time. Therefore, if the 7 percent
rate of money growth experienced over the last three
vears in the United States is maintained, this implies
our economy will adjust toward a long-run 6-7 percent
rate of inflation. The recent surge in prices reflects
partly an adjustment to the removal of price controls,
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and partly the continued upward adjustment to the
average growth of the money stock.

The only way to halt the upward movement of
interest rates is to slow money growth. If our economy
is being forced to adjust to a 6-7 percent annual rate
of inflation, then nominal interest rates on long-term
bonds will not remain at around 8 percent but proh-
able will rise to 9-10 percent.

In the United States the central hank can halt the
growth of the money stock. The Federal Reserve,
through its open market operations, can control the
growth of the monetary base, and hence control the
growth of the money stock. The Federal Reserve is
on record as having the intent to slow the growth of
the money stock. The intent of policy is not to cause
a dramatic halt to money growth, because of the
short-run effects on employment, but to gradually
veduce the trend growth of money.

Whether or not this “intent” is realized will erucially
depend upon (1} the Govermments willingness to
exercise restraint in its spending, and (2) a willing-
ness on the part of the Federal Reserve to allow
market interest rates to rise temporazily to high levels.
As discussed earlier, nominal interest rates that seem
extremely high by historical standards are not high
when the current rate of inflation is taken into account.

It is usehs! to refer again to the German experience
of 1920-23 to see how excessive government spending
and central bank creation of money become bound
together, and how difficult it is for any central bank
to pursue a monetary policy that runs counter to the
government’s fiscal policy.

This fundamental cause, insofar as it does not rest
on the balance of pavments, is the boundless
growth of the fHoating debt and its transformation
into the means of payment . . . through the discount-
ing of the Reich Treasury bills and the Reichshank.

Here too the Reichsbank is alleged to be guilty,
because it has not opposed the Reich government
and fiscal administration by refusing to continue the
discounting of Treasury bills, This reproach is also
unjustified and completely misiudges the actual situ-
ation. The Reichsbank has done all it could do with
any chance of success, For years . . . it has continu-
ally called abtention to these conditions and demanded
a remedy in the most serious and urgent way, but
it was not in a position to stop the discounting of
Treasury bills as long as the Reich had no other
available means to cover its deficit, and as long as
all groups in the legislature were not fully con-
vinced that such means absolutely have to be found.
For the Reich must live, and real renunciation of
discounting in the face of the tasks set by the budget
... would have led to chaos. The threat of a general
refusal to discount Treasury bills would have been
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nothing but a futile gesture. Only very recently, un-
der pressure of dire necessity, have all groups in the
legislature been convinced . . . that fiscal policy ab-
solutely must be based upon adequate sources of
income.®

#Rudolf Havenstein, “Defending the Policy of the Reichsbank”
{ Address to the Executive Committee of the Reichsbank,
August 25, 1923) in Fritz K. Ringer, The CGerman Inflation
of 1923 {New York, Oxford University Press, 1969}, pp.
93-96,
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Somehow the public must be convinced that once
inflation has gained a firm foothold there is no pain-
less way to halt it. Also, the public must realize that
goods provided by the government are not free goods.
If the government sector absorbs and redistributes a
larger segment of real output, then the private sector
must be satisfied with a smaller share. Unless these
fundamental facts are understood, then the good
“intent” of policy will probably not be realized.

Author’s Note

Since this paper was prepared in May 1974, there
has been a revision of money stock data for the first
half of 1974. The revised data suggest that monetary
actions in the United States have been directed at
reducing inflation with a minimum impact on em-
ployment. For example, on a quarterly-average basis,
from second quarter 1973 to second quarter 1974, the
money stock grew about 8 percent. This represents
a moderate reduction in the average growth of 7
percent recorded from first quarter 1970 to second
quarter 1973, It also represents a move away from
the pattern of accelerating money growth experienced
over the period since early 19701

Since May, however, inflation has continued to ac-
celerate at an alarming rate, end inferest rotes have
continued to rise. For example, from December 1973
to July 1974, consumer prices rose at ebout a 12 per-
cent rate, and most forecasters see little reduction in
the rate of inflation through the remainder of 1974.
Yields on corporate bonds are up about 70 basis points
over their May levels, mortgage rates have risen, the
prime commercial bank loan rate is up 50 basis points
from the end of May, and commercial paper rates and
Treasury bill rates are up over 100 basis points.

While prices and interest rates have continued up-
ward, real output has declined. Quer the first two
quarters of 1974, GNP in constant dollars decreased
at a 4 percent annual rate. This continues the slowing
in real output growth that began in early 1973. For
example, from the first to the fourth guarter of 1973,

iFrom 1/70 to 1/72 money grew at a 6.3 percent rate, then
from 1/72 to I1/73 money grew at an 8.1 percent rate.

real output grew at about a 2 percent rate, compared
to a growth rate of 6.7 percent from fourth quarter
1970 to first quarter 1973.

In the author's opinion the recent sharp accelera-
tion in inflation and the slower growth of real out-
put must be viewed in the long-run context of the
whole period since late 1970 when the most recent
expansion began. On balance, since the fourth quarter
of 1870, the general price index has risen at a 5.7 per-
cent annual rate, about in line with what would be
expected from a 6.5-7.0 percent average growth rate
of money. Real output has risen at about a 4 percent
average rate, about in line with the longer-run growth
of the productive capacity of the economy. By looking
only at the performance of the economy in the last
one and one-half years, one gets a distorted view of
the performance of prices and output. Qver the period
prior to early 1973, real output grew at a rate far in
excess of its long-run potential growth, and prices
were artificially held down by wage and price con-
trols. The recent sharp surge in prices reflects the
adjustment to the trend growth of money, following
relaxation of wage and price controls, and special
situations in some domestic and foreign markets,
These adjustments may well continue through 1974

The recent performance of the economy has led
some people to suggest that fiscal and monetary pol-
icy be directed at stimulating economic activity. Such
a policy response might well frustrate the intent of
slowing inflation without substantially affecting the
rate of growth of employment. The criterion of pa-
tience must be added to the other criteria for success-
ful achievement of an intent to slow inflation.
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