Alternative Measures of the Monetary Base

ALBERT E. BURGER

ECAUSE this Bank has long considered the
monetary base an important variable in economic
analysis, it has published monetary base data since Au-
gust 1968 and has published numerous articles explain-
ing the derivation of the monetary base and its uses in
monetary analysis.' Several months ago, the Board of
Governors of the Federal Reserve System (BOG) be-
gan publishing monetary base data in their 113 and
H.9 Statistical Releases and in the Federal Reserve Bul-
letin. Beginning on March 16, 1979, they published
two monetary base series: a level series which did not
incorporate the effects of reserve requirement changes
and a growth rate series which incorporated such
effects. Since the St. Louis series is adjusted for these
effects, this Bank designated it the “Adjusted Mone-
tary Base” to facilitate a clearer public differentiation
between the alternative monetary base levels then
being published. On June 15, 1979, the BOG began
publishing the adjusted monetary base from which
their previously published growth rate series had
been derived.

There are several important differences among the
various monetary base series now being published.

VThis Bank publishes monetary base data in its weekly publi-
cation, “U.5, Financial Data,” and its monthly publication,
“Monetary Trends.” See also Leonall C. Andersen and Jerry
L. Jordan, “The Monetary Base — Explanation and Analytical
Use,” this Review { August 1968), pp. 7-11; Albert E. Burger,
Lionel Kalish III, and Christopher 'T. Babb, “Money Stock
Control and His Implications for Monetary Policy,” this Review
{October 1971), pp. 6-22; Albert E. Burger, “Explanation of
the Growth of the Money Stock: 1974-Farly 1975, this Re-
view (September 1975), pp. 3-10; Albert E. Burger, ““The
Relationship Between Monetary Base and Money: How

This article explains the key distinctions between the
series in order to clarify the public’s understanding
of these differences.

Computation of the Unadjusted Monetary
Base: Similarities and Differences

The St. Louis unadjusted base and the unadjusted
monetary base initially published by the BOG have
much in common. The basic components of both are
(1) member bank deposits at Federal Reserve Banks
and (2) currency in circulation, which consists of
currency held by the nonbank public and vault cash
in commercial banks., Also, as shown in Table I, the
largest “source” of the unadjusted monetary base is
Federal Reserve holdings of Government securities,
which accounts for about 80 percent of the total.

Two minor ways in which computation of the St.
Louis and the BOG unadjusted monetary base differ
are in the methods of (1) treatment of member bank
vault cash and (2) seasonal adjustment of data. They
differ primarily in the degree of emphasis placed on
the “sources” relative to the “uses” of the monetary

Close?” this Review {October 1875), pp. 3-8, Leonall C.
Andersen, “Selection of a Monetary Aggregate for Economic
Stabilization,” this Heview (Qctober 1975), pp. 9-15; Anatol
B. Balbach and Albert E. Burger, “Derivation of the Mone-
tary Base,” this Review { November 1076), pp. 2-8; Albert E,
Burger and Robert H. Rasche, “Revision of the Monetary
Base,” this Review (July 1977), pp. 13-23; and Leonall C.
Andersen and Penis S, Karnosky, “Some Considerations in the
Use of the Monetary Aggregates for the Implementation of
Monetary Policy,” this Review {September 1977), pp. 2-7.
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base (Table I). In general, these differences result in
only small divergences between the growth rates of
the two unadjusted monetary base series, as shown
in Table II

Vault Cash — The BOG unadjusted monetary base
series includes the vault cash that member banks can
use to meet their reserve requirements in the current
week. Under the present system of lagged reserve ac-
counting, this consists of vault cash held by member
banks two weeks earlier {the member bark vault cash
component of member bank reserves as reported in
the Federal Reserve Bulletin). Since the St. Louis un-
adjusted monetary base is computed from a balance
sheet identity (the sources of the base equal its uses),
the current week’s member bank vault cash appears
in this series.

Seasonal Adjustment — The monetary base is “used”
by commercial banks as member bank reserves and
vault cash held by nonmember banks, and is also
“used” by the nonbank public as currency. These items
represent the demand for the base. The Board of
Governors seasonally adjusts each of these three use
components of the base separately, then totals them
to obtain its unadjusted monetary base. In contrast,
the Federal Reserve Bank of St. Louis focuses on the
“sources” of the monetary base, which reflect the
factors that change the total amount of base supplied
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to the public and banks. Consequently, the source
components of the base are first totalled (with ap-
propriate sign), then this total is seasonally adjusted.

The Rationale for Adjusting the Monetary
Base for Changes in Reserve Requirements

The monetary base has three main characteristics
that make it useful in monetary analysis. First, it com-
prises the set of assets that constrain the amount of
money supplied to the public. Second, it can be
measured and controlled on a short-term basis by the
Federal Reserve. Finally, it can be used as a sum-
mary measure of the net effect of Federal Reserve
actions on the money stock.?

The monetary base incorporates the effects of two
of the three major direct Federal Reserve actions that
influence the money stock: open market operations
{changes in Federal Reserve holdings of Government

2In the Report of the Advisory Committee on Monetary Statis-
tics, “Improving the Monetary Aggregates,” Board of Gov-
ernors of the Federal Reserve System (June 1976), p. 8, the
Advisory Committee on Monetary Statistics acknowledged
the importanee of the monetary base, noting that “it is the total
among those considered here that can probably be most ac-
curately measured and most precisely controlled by the Fed
[and] . . . this total does have the great advantage of being
less subject to influence by financial innovations than are
broader totals. Hence, we recommend that the Fed regularly
publish figures on the base ., .”
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securities} and Federal Reserve Bank loans to mem-
ber banks. However, it excludes the effects on the
monetary aggregates of the third major direct policy
action, changes in legal reserve requirement ratios.
If the monetary base is to be used as a measure that
summarizes the effects of all Federal Reserve actions
on the monetary aggregates, the effects of reserve re-
quirement changes must also be included in the com-
putation of the base.

If legal reserve requirement ratios were never
changed and were uniform for all banks and all
sizes of deposits, growth rates of hoth an adjusted
and an unadjusted monetary base would be virtually
the same. For example, there were no changes in legal
reserve requirement ratios that noticeably affected
required reserves from 1/63 to I1/66 and from I/77
to III/78. During these periods, the growth rates of
all of the monetary base series, both adjusted and un-
adjusted, were approximately the same {(Tables II
and IID),

However, whenever legal reserve requirement ratios
are changed, the growth rates of a monetary base that
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incorporates these effects and one that does not in-
corporate these effects wsually diverge markedly. This
is what happened, for example, at the end of 1978
During the first ten months of that year, the growth
rate of the “base” was about 10 percent regardless of
the base measure used. However, from October 1978
to February 1979, an adjusted series indicates a decel-
eration in base growth to a 6.3 percent rate. In sharp
contrast, a growth rate calculated using the levels of
an unadjusted series, shows an acceleration in base
growth to a 12.7 percent rate. This difference occurred
in the November-December period when a change in
reserve requirement ratios on time deposits {Table
IV) increased member bank required reserves by
about $3 billion. A monetary base that incorporates
the effect of higher reserve requirements indicates
that the base grew at a 6.6 percent rate during this
period. A monetary base that does not include such
an adjustment indicates a 21.8 percent rate of growth.

This is not an isolated instance of the importance
of incorporating the impact of changes in reserve
requirements into a monetary base measure. Between
mid-1960 and early 1977, the Board of Governors made
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30 adjustments to legal reserve requirement ratios, as
shown in Table IV. Twenty-five of these adjustments
took place in the approximately 10-year period from
mid-1966 to early 1977. Table III shows that these
changes frequently resulted in a divergence of 2 to 3
percentage points between the growth rates of an
adjusted and an unadjusted measure of monetary base.
More important, the direction of change was usually
different — one measure indicating an acceleration in
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the base, the other measure indicating a deceleration
or no change in the growth rate,

The data in Table TIT show a consistent relation-
ship between the difference in the growth rates of
the two base series and changes in legal reserve re-
quirements, For example, during a period when re-
serve requirement ratios were increased (denoted in
Table III by a minus sign preceding the amount of
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reserves released), an unadjusted monetary base ex-
hibits a faster growth rate than one which has been
adjusted. The opposite is clearly the case when reserve
requirement ratios are lowered. '

The growth rates of the two monetary base series
diverge primarily because the Federal Reserve tends
to use open market operations to offset the effects of
changes in reserve requirement ratios. An increase in
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reserve requirement ratios, by itself, leads to a sharp
rise in the Federal funds rate. Since the Federal Re-
serve usually follows a policy of preventing sharp
fluctuations in the Federal funds rate, it engages in
open market operations (increases its rate of purchases
of Government securities) to offset the impact of
the rise In reserve requirement ratios on interest rates.
The effect of open market operations is included in
an unadjusted base series, but the opposite effect of
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the increase in reserve requirement ratios is not. Con-
sequently, an unadjusted series shows an acceleration
in base growth. When reserve requirement ratios are
lowered, the opposite prevails: the unadjusted series
shows a reduction in the growth rate of the mone-

tary base,

Therefore, during periods when legal reserve re-
quirement ratios are changed, an unadjusted series
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gives a misleading indication of both the “intent” and
the “effect” of Federal Reserve policy actions. It
would be hard to argue that the intent of raising re-
serve requirement ratios is to “ease” monetary policy,
or the intent of lowering them is to “tighten” policy.
Furthermore, the only way one can actually judge the
effect of such actions on the monetary aggregates is
to balance them against the impact of contemporane-
ous open market operations.
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