A Monetary Interpretation of the Post-1965
Inflation in the United States (")

Intreduction

To highlight the monetary interpretation of the recent inflation
I shall first sketch in broad terms some of the basic hypotheses that
one finds in many of the non-monetary inflation theories (1). To
begin with, almost all non-monetary theories share one common
feature in the view that the Vietnam escalation in 1965 (and our
failure to enact a surtax in 1966) is a principal factor in the post-1965
inflation. In addition, different versions of these theories also rely
on some of the following propositions: (a) that the inflationary
problems since 165 were due to the rapid rise and acceleration in
(public) defense and (private) capital expenditures — in some variants
it is the rapid acceleration in spending that is stressed as the crucial
factor (2); (b) that stabilization policies of the “new economics ™

{*} An earlier version of this paper was presented to the Economics Society of Michigan
in Ann Atbor, Michigan on March 28, 1969.

(r) For an illuminating discussion of the non-monetary inflation theories see H. G,
Jonnsow, Essays in Monetary Economics (Harvard, 1967), especially Chapter 3, “ A Survey
of Theorics of Inflation ¥; and G, Haserisr, Infiation: Itr Cansce and Cures (Washington,
1966). For some particular examples of non-menetary inflation theorles see the dnnual Report
of the Council of Economic Advisers (CEA) for 1967, 1068 and 196g; the testimony presented
at the Hearings before the House Committee on Ways and Means on The President’s Suriax
Proposal August and September 1967, December 1967, and January 1968; some of the sub-
missions to the House Committes on Banking and Currency Compendium on Monetary Policy
Guidelines and Federal Reserve Structure (December 1968); the testimony presented at the
hearing and the report of the Joint Economic Committee on the January 1969 Economic Report
of the President. See also the recently published dialogue between M. FrmoMan and W.
Hetie on Monctary ws, Fiscal Policy {Norton, 196g).

(2) T have taken most of the following citatiens from the (CEA) Annual Repors for rg6g
because it is a well-known and authoritative source. These citations should not be viewed as
suggesting that the 1969 (CEA) inflation theory was either an extreme or a particularly
dogmatic version of a non-monetary theory. In fact the 1969 (CEA) report is, in my vicw,
more conciliatory about monetary theory than the previous reports,

“ By mid-1965, the unemployment rate had been reduced to about 434 percent, and the
gap between actua) and potential output was being narrowed gradually and steadily. At this
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would have worked out reasonably well if the Johnson Administra-
tion and Congress had succeeded in raising taxes to COvVer the costs
of the Vietnam War (3); (¢) that we should not fault discretionary
fiscal policy if the President, or Congress, refuse — or otherwisc
fail — to cooperate in its proper implementation; (d) that the
aggregative macroeconomic models of the economy as represented
by the income-expenditure GNP models provide tolerably good fore-
casts for implementing modern (discretionary) fiscal policy and activ-
ist management of the economy (4); (e) that the continuing infla-
tionary pressures since June 1968 result from our failure to pass the
tax surcharge when it was first proposed by the Administration, and
not from the cxtraordinary high rates of monetary expansion (5) (6);
(D) that the conduct of monetary policy could possibly have been
better (though this is not entirely clear), but since credit markets
have been so tight in recent years, che rate of monetary expansion
could not in itself be a major contributing factor in the post-1965

point, defense orders and expenditures began. to build up rapidly; and the task of economic
policy became considerably more complicated, The increase in defense activity reinforced a
strong cxpansion of business spending oxn plant and equipment. The result was an excessively
rapid growth of economie activity which generated inflationary pressures ™.

Teonomic Report of the President 1569, pp. 75776

(1)  Fiscal palicy remained strongly and inappropriately expansionary — in large part
becanse defense spending continued to outrun expectations.  As the President has recendy
made clear in reviewing the record, he discussed a recommended general rise in taxes privately
with business and Congressional Jeaders carly in 1966 and became convinced that a tax increase
cauld not be enacted ”,

16id., p. 77

(4) © Forecasting, was notably successful in gauging in advance the rapid expansion of
1964 and the upsurge from late 1967 into 1968, On some occasions, however, difficulties have
been encountered, Nevertheless, the whale record makes clear that explicit quantitative
projections are superior to extrapolations or hunches, which are the only altcrnative ways
of guiding policy decisions that affect the future ™, -

1bid., pp. 7o-80. .

(5} “ The major shertcomings of economic policy in recent years can be traced to
Jifficulties in achleving prompt and appropriate adjustments in fiscal policy to offset variations
in the strength of private demand and substantial changes in defense spending, The next
section discusses sofne improvements that might be made in the formutation and implementa-
tion of fiscal policy ™.

18d., p. 8.

{6)  The excessive huoyancy reflected, in large part, the extended delay in epacting the
1o percent income tax surcharge which had been proposed by the President in August 1957
But by the time the appropriate fiscal restraint went into effect in mid-July, the underlying
forces of expansion had attained great momentum -— more than was realized at the time.
As a result, the needed moderation in the pace of advance developed slowly *.

1bid., p. 33.
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inflation. (7); and (g) that the character, thrust, and posture of mo-
netary’ pohcy may be gauged in terms of the supply, availability, and
cost of CrC(Ellt — by movements in (nominal) market interest ra{t’es —
and that it is neither necessary nor particularly ilfuminating to

analyze money stock behaviour in assessing the action of the mo-
netary authorities (8).

As a further rationalization of the continuing inflation in 1963
and 1969, and especially of the surge in inflationary pressures after
the ]gnc 1968 tax action, some variants of the non-menetary inflation
theories may stress the irreversible consequences [the delayed (lo.ng
lag) effects] of an alleged budgetary miscalculation in December
1965,. and errors in the implementation of fiscal policy in 1966 (9)
The idea that the mounting inflationary pressures after the passa (;
of the Revenue and Control Act in June 1968 and continuing on %n
the and quarter of 1969, are due to errors (of omission and commis-
s.10n) associated with the Vietnam escalation in 1965-1966, and essen-
tially unrelated to the ecxtremely high rates of expan;ion in the
monetary aggregates since early 1967, is of course intriguing. One
would like to know the underlying mechanism — whether it is based

on an irreversible hysteresis-type effect, or whether it assumes a very

(7) “In the absence of a full measure i i
. 5 of timely fiscal restraint, an undue sh
burden o_f dampening the excessive ¢xpansion fell on monetary polic O ne share of the
Ibid., p. 7. e
% Monetary and financial devela i
- and pment in 1968 fit broadly dnto two periods. Interest
:;L?hzh:{[;tﬁei- sha-éplty in tte early months of the year, as monetary policy tigl?tened in deferf:e
1 and to curtb mounting inflationary pressures at i
proposad tax surcharge continued to be dei.ayed):’ ’ = fhome wiile emement of the
“The degree of monetary restraint i d i
(1068 s et vt ¥ imposed in the first several months of the year
Conipmdium {CEA) submission, pp. 83-84.
describ(:g abTol‘:e ?nchﬁnanmal I'ariael}!ie that has becn rather at odds with the general picture
e is the narrowly defined money supply, Thus aft i i
moderate rate in the first ' e e et
3 tnonths of the year, growth of the mone
: : : - s y supply accelerated ver
f]h:u‘ t[t)lly cll‘xrmg the April-July period. In large part, this seems to reﬂcclz aY slow adjustmeni
dﬁr'mc f;fyatc sector o-E' the economy to an unusually large payout of Government deposits
dun gh is period, Rising ransactions needs assaciated with the rapidly growing econom
imcrar cavy h\folume o‘f securities market transactions may also have been a factor, As w};
poucp et I\}t, tdls surge in the money supply was not indicative of an early easing in monetary
reﬂec};. t:_Jrh o we !:x:hcvc that return to more normal money growth in subsequent months
summi ra 15 e‘t;ﬁ;ng Jﬁtmt;lr?etary policy compared with its posture during the spring and early
. pments this year point up the inherent & i i i
narrow a finapeial variable as the Enoncy 1:upply . et dangers in forusing exclushely on <o
1bid., pp. 83-84. '
{9) For an analysis of these views see D. L Fanp, * The Chain Reaction-Original Sin

“{CROS) Theory of Inflation *, in the Financial Analysts Journal, July 1969.
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Jong but fixed (and unalterable) lag — but the modus operandi of
this mechanism is not spelled out precisely.

One important assunption of these inflation theories does need
to be made explicit. It assumes that the monetary theory of the
“ pew cconomics” and the stabilization theories followed since 1965
are basically sound. Accordingly, the ensuing inflation must, almost
by definition, be due to errors of implementation, whether committed
by politicians (in the Executive branch or Congress) or by the tech-
nicians (in the White House staff or in the Pentagon). Moreover,
the inevitable implication of these theories is that the failure of the
June 1968 tax action to stop the inflationary pressures thus far is
somehow due to implementation crrors in 1965, 1966, or 1967, but
does not reflect on the monetary actions taken since 196s.

In a forthcoming paper, discussing the role of the Vietnam War
: the current inflation, I am suggesting (a) that the Vietnam escala-
tion is not the major cause of the current inflation, (b) that (if one
must oversimplify a complex causal nexus) it may be more nearly
correct to reverse the causation and say that both the inflation and
the Vietnam escalation may have resulted (inadvertently and not by
design) from the commitment to expansion, and (c) that the recent
difficulties in controlling inflation result from analytical, conceptual,
and policy failures rather than inappropriate implementation of a
basically sound fiscal policy (z0). In this paper [ shall focus on the
monetary aspects of the post-1965 inflation: Are the non-monetary
inflation theories essentially correct in viewing the inflationary pres-
sures in 1968 and 1969 as comsequences of implementation errors
committed in 1965 or 1966, at the time of the Victnam escalation, and
compounded by the delay in passing the surtax (recommended by
the Administration) in 1g67; or are they abstracting from the major
factor in the current inflation — the extraordinary high rates of
growth in the monetary aggregates since 1965, and especially the
pronounced rise in the rate of monetary acceleration after the tax
action in June 1968,

{10) Iéid, Especiaily Section V on “ Expansionist Fconomics and the Victnam Rscal-
ation ™.
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l. Has Monetary Policy been Tight Since 19657

One crucial question that we must consider is how to characterize
the ov.crall thrust and posture of our monetary policy from 1965
when _mﬂationary pressures became evident, and continuing on, thus
far without abatement, in the 2nd quarter of 1969 som’c ten
mon?hs after the passage of the much-debated Revenue and Control
Aet in June 1968, The immediate facts concerning this episode are
not in dispute. We know that market interest rates have been rising
during this period and arc now at extremely high levels, that the
market for all kinds of fixed-income securities (public and pfivate)
!1as declined, that we have experienced several financial criscé, includ-
ing a severe money crunch, disintermediation, continuing shortages
of mortgage funds, and a growing concern for the viability of our
thrift intermediaries. Many economists have apparently taken it as
almost sclf—qvidcnt that these phenomena are the necessary conse-
quences of tight money (11). Although this is a plausible hypothesis
it appears to be incorrect, as there are substantial reasons for not
characterizing the post-1965 period as one of a restrictive monetary
policy. Extremely tight credit markets are not the necessary results
nor even the usual manifestations, of tight money; they are, in fact’
more frequently associated with periods of monetary inﬂation, Exi
cessive monetary growth, rising prices and inflationary expectations
typlc:ally generate conditions of rising (nominal) market interest ratcs,
sustalped and persistent shortages in the availability of funds, and
growing pressures in all credit markets. This view is supported by
the data-on the monctary aggregates summarized in Table 1 and
Cl?arts (1, 2, 3} showing monetary growth rates, interest rates and
pr1ccs,.wh1ch do point up the extremely high rates of monetary
expansion during the post-1965 period of rising prices and rising
interest rates. This evidence on the growth rates of member bank
reserves, of the monetary base, of the money supply and bank credit
for the four periods since 1957, does lend support to the hypothesis
that the rising interest rates and tight credit markets in recent years
may have been the result of easy money.

11) For i i indi
{11) an interesting approach to the ¥ indicator problem ® see the forthcoming

publicatio ¢
licy ™ n by K. Bauwwer and A. I, Motz on “ Targets and Indicators of Monetary
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TABLE T
GROWTH RATES OF SELECTED MONETARY AGGREGATES
{Annual Rates of Change)

e T

June 1968 1967 ’ 1964 1957

to to (4] to
Dec. 1968 1568 1967 1964
.8

Total Member Bank Reserves . i 9.3 5.3 4.8 z
Reserves Available for Private Demand . s 6. s .
Deposits .« » o« o+ ‘ . . -
Monetary Base . . - - - - 6.6 6.6 43 "
Demand Deposit Component of Money 5.9. 6.5 3 I 2
Money Supply Coe 6.1 (63.8 ;;-2 ' 5‘,3
Money Supply plus Time Deposits - ‘ 11.9 8.0 8.8 P

Banl Credit . . « « « « « ¢ | - 148 3 .

Source: Monetary Trends, Bederal Reserve Bank of St. Louis,

i i Martin in his
This also appears to be the view of Cha1rn‘1anr _
March 25th tcsIEiIr)nony before the Senate Banking and Currency

Committec :

“ But beginning about the middle of 1965, the cost of credit
began Itso risc,gand vgc are still seeing increases going on]l tOflay.t'Whiz::
accounts for this abrupt change in t};e demar;t}, — supply equation

ial markets during the past 3-1/2 years: .
ﬁnaCI‘fﬂI want to note cfuite sgeciﬁcally that the runup in interest raes
since the middle of 1965 does not stem Qrmqpally from ;i.u'rimu}t\t;)i
in the supply of credit created by restrictive monetary po 1c1cls. o
netary policy has been restrictive during some intervals O‘{)CF Ele piod
several years — from late 1965 to the fall of 1966, for a rgcs perthc
in the late spring of 1968, and then again from late 196 to

present. But in surrounding periods the supply of money and credit

grew rapidly, and the period 1965-68 as a whole was one of rather

A ?
substantial monetary expansion.” (12)

Those who associate high (and rising) interest rates with tig_ht
money believe that the post-1965 period was one of monetary rlcitrz:g;
because interest rates (as shown in Chart 2) were, in hlstolrjca 'nizrcs;:

_ extremely high, This conclusion does assume that market 1

Chairman William McChesney Martin indicates quite

is 1 estimony b e
O T e vhe i et the consequences of monetary infla

clearly that he sees the rising interest rates since 1965 48 -
tion. and not as the concomitanis of a festrictive monetary po icy.
3
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rates are the proper indicator and measure of the monetary posture.
Moreover, if the inflationary pressures in the post-1965 period con-
tinved on in spite of such high interest rates, it can only serve to
dramatize the ineffectiveness of restrictive monetary policy in curbing
inflation. Indeed, those who analyze monetary policy in terms of
the interest rate criterion cited this experience in pressing for the
surtax and fiscal restraint. Thus G. Ackley, as Chairman of the
(CEA), testified that passage of the surtax in 1968 would not only
increase our effectiveness against inflation, but would also help us
lower market interest rates and, most importantly, provide us with
a mix of monetary and fiscal policy that is better from a social point
of view (12).

The conclusion that fiscal restraint was necessary in order to
effectuate stabilization policy is thercfore linked in a crucial way to
a particular view of the monetary process — that monetary events
may be analyzed in terms of an interest rate indicator. And it was
precisely this interpretation of interest rate movements that was used,
by Ackley and others, to conclude that we have relied too heavily
on restrictive monetary policy, that tight money was ineffective re-
lative to fiscal restraint in curbing inflationary pressures, and that the

e — e

(13) “ It is my conclusion that-with enactment of the President’s tax proposals, we have
minimal risks of either an overheated cconomy or excessive sluggishness; on the contraey,
that its enactement will give us by far the best prospeet for achicving a healthy pace of
growth that will adequately use but not strain our resources or our financial markets. Without
enactment of the President’s tax proposals on the other hand, we would risk imbalances,
overtheating, financial distress, acceleration of the price-wage spiral, and deterioration in our
balance of payments »,

President’s Surtax Propoesal: Continuation of Hearings, January 1968, p. 34.

* Without a tax increase, the cruel and unequal bite of tight money and high interest
rates would impose some restiaint on the growth of demand and the inflation of moncy
incomes, But the additional revenues gencrated by that kind of restraint would not flow to
the government. Rather, they would flow to thase who have money to lend .

President’s 1967 Tax Proposals, Hearings Before the Committee on Ways and Means,

Part I, p. 6o.

“This is another major reasen why prediction in-the ne-tax cise is precarious, We
only know that there would be menetary restraint well beyond the current pressure of such
restraint, Interest rates — already at peak lovels for this century at long term — would rise
further, The first — Lut not the only — sector to suffer would he home building., Interest
fates on short — and medium — term open market securities cannot go much higher than

“they are now without drying up the flow of funds into the thrift institutions and thus into

mortgages. The housing stump of 1966 could be repeated, Whether, after such a second
blow, the industry would again recover as quickly as it did in ‘xg6y7 is highly questionable,
If any prediction can be made with certainty, it is this: A vote against the tax increase is a
vote for a new slump in housing .

Presideny’s Surmx‘Propo:al i Continuation of Hearings - [anuary 1968, Pp. 29-40.
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failure to pass the surtax in 1966 was therefore the important factor
in setting off our continuing inflation. But if the rate of monetary
expansion in the post-1965 period was excessively high, and if the
high (and rising) interest rates were the results of monetary inflation
and pot the manifestations of monetary restraint, then much of the
analysis of recent stabilization policy, and especially of the alleged
failures of restrictive monetary policy, both in respect to its effective-
ness in curbing demand and in respect to its socially undesirable
allocative effects (e.g. residential construction), falls by the wayside.
A correct characterization of monctary policy in this period is there-
fore of great importance in forming an useful post-mortem of our
current inflation, with implication both for stabilization policy and

for monetary theory.

I. The Interest Rate Transmission Mechanism in Aggregative Models

To analyze the impact of monetary policy on aggregate demand
in a typical macroeconomic aggrcgative model, one cxamines the
interest elasticities — the effect of changes in interest rates and how
they affect investment expenditures. Although one often sces an
attempt to bring in a variable for credit ‘availability or a liquidity
measure, the typical income-expenditure model postulates a linkage
mechanism, which goes from money to interest rates, and from
‘nterest rates to investment (14). This view of the linkages between
the financial and the real sectors tends therefore to motivate, if not
justify, the following three roles for interest rates: (a) to serve as an
‘ndicator and identify the thrust and posture of monetary policy;
(b) to measure the cost of capital; and (c) as the transmission me-

(14) In a recent survey of the empirical literature, Hamburger summarizes his findings

as follows:

“-The majot conclusions with respect to these questions are the foilowing: First, the
monetary variables which have besn used most frequently are interest fates and some rather
ad hoe measures of liquidity. The recent trend has been towards interest rates. Second, the
frequency with which interest ficant seems (o
increase with time, Several years ago it was thought that changes in interest rates affected
only residential construction and the expenditures of state and local governments. Now,

however, evidence has been offered that fluctuations in interest rates also have a significant

impact oft investment in plant and equipment. In additien, current research suggests that

interest rates may also play an important role in determining inventory investment An

consumer expenditures on durable goods .
See M. J. HAMRURGER, “ The Impact of Monetary Varlables: A Selected Survey of the

Fmpirical Literature ™, Federal Reserve System Staff Eeonomric Studies, F 34,

rates have been found to be statistically signi
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chanism through which mon i
cha . cy'aﬁ’ects private spending,
Vicwai}l)lpzﬁiclgr :f)es;{llt;re;t ;l'ates is widespread alfd is tfglc dAciﬁior]:a%l}:
s oy mcn o 2 X s 31111 suggest Fhat market (nominal) interest
i e pronou); i erve these roles in a satisfactory way; and this
. ‘ ed in a high-employment econ: jith ris
prlcc’;,has in the post-1965 period. omy with sisng
e ten ‘
I int;l:;c;;a:gs c.quatebmonetary effects with movements in
pomnal interest sates is probably responsible for the widely held
natery im_PaCt w onetary pthy has a substantial, and discrim-
comsto e aszjl;]ti catzgories of expenditures (c.g. residential
Conruction). £s a ma er ohfact3 these discriminatory effects often
oy et and, frc»m t e f:fulu{‘c to take sufficiently restrictive
nfatonsry expéctation 1‘01’;1. the rise 10 interest rates associated with
nfationary expects jn' tsh 1m11ar1y, _thc strategic role that is centered
on th monetafy o e transmlsmlon .m§chanism may also tend to
oid such. oot £a1 Y appear as discriminatory in its impact. To
avoid such potent tl:i:lrrors it may be desirable to be somewhat more
hole sty rft e relevant interest rates, which may include a
need to be explicit zslz;ogza‘f}z’c (r)gletg(c)rrltl be}lizprcssedhimpli{:iﬂy; e
peed i etween the (nominal
grf:g:l:tsitv ;attfl:] ;1; gOVfl::nElcnt securities to “the inte(rcst rzlte)""I‘VI(I);ij;rlfE
gregatve th “}!', whether defined as the long rate (Keynes), th
ate (Wicksell), the real rate (Fisher), or the sugply ,pricz

of capital (Tobin) — {
the theasy (o) 1o these are the rates chat play a large role in

1. Interest Rates as Indicators

The ) .y )
cemely hf;;sﬁ 11%?331 per;oc_i in the United States is clearly one of ex-
memsaed. by the isdfi mterest rates, If market interest rates, as
iy indicaf fon government securities, are viewed as the
ppropite i thiso;o ccntlral bank posture, then we must certainly
Bt thiy o, this a period o? very restrictive monetary poli

] rely changes the question to a consideration as toywiljlctlgz;

_—

(15) For an authoritati i
o . .
ritative expesition of alternative approaches to monetary th
1 'y theory sce

H.g JornsoN i
L , Bssays in Monet . A
discussion. of th etary Bconomies, especially the first ¢
Monctary ol ¢ two agproaches to aggregative theary in D IW;A;taptfr 5. See also the
Y in 1966 7, Journal of Pofitical Economy AUgus; 1‘968 s» “The Impact of
s .
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The choice of intesest rates as an indicator of monetary policy
may appear natural in a conventional (Keynesian) income-expenditure
model, in which an increase (or decrease) in the quandty of money
will lower (or raise) interest rates, in which the injection of new
money into the system has an immediate impact on interest rates,
and in which the modus operandi of monetary policy is via interest
rates and investment, The post-1965 period of rising and estremely
high interest rates would, in this model, naturally and automatically
fit the classification of monetary stringency.

Yet this conclusion must be somewhat perplexing since, as shown
in Table 1 and Charts (1-3), this period was also characterized by
cxtremely high rates of monetary cxpansion and by substantial
inflation — the longest inflationary period in the last two decades.
One is understandably reluctant to describe an inflationary period as
one of tight money; and there appears to be a dilemma between the
tight money verdict based on interest rates, and the expectation of
inflation that is suggested by the money stock behavior, One way
to reconcile the two criteria is to note that the rising and high rates
since 165 may have been the consequences of monetary inflation (16).
But such a reconciliation also suggests that we reject interest rates
as an appropriate indicator or, at least, recognize that they may have
very considerable, and serious, limitations in given circumstances.

There are many Imore difficultics with using interest rates as an
indicator of the monetary posture. First, we have to decide how to
interprét the movements of the (nominal) market interest rate as
given by the rate on riskless (in the sense of default) government
bonds, and how to relate this market rate to “the interest rate” of
theory — the Keynesian long rate, the Fisherian real rate, the Wick-
sellian natural rate, or Tobin’s supply price of capital (17). Second,
we must also decide on the relevant maturity, and whether the

(16) See M. FrixnMaN, Dollars and Deficits (Prentice-Hall, 1968), esp. Chs. 4 and 5.

(17) Tobin defines the supply price of capital as follows:

“ The strategic variable — the ultimate gauge of expansion or deflation, of monetary
tightness or easc — s the rate of return that the community of wealth owners require in
order to shsorb the existing capital stock (valued at current prices), no mefe, 10 less, into
their portfalios and balance sheets. ‘This rate may be termed the supply price of capital ™

See J. Tosme, © Money, Capital, and Other Stores of Value?®, American Fconomic
Repiew, May 1961.

The relation between the Keynesian long rate, Fisher’s real rate, and Tobin's supply
price of capital is elaborated in Scction IV of D, 1, Faun, © Keynesian Monetary Theories,
Stabilization Policy and the Recent Inflation ™, forthcoming in the Journal of Money, Credst

and Baunking.
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Eo:ernment pr.corpo¥ate rate is more apt to reflect changes in mo-
) Oc fjry' POStEFCS, and, if we choose the supply price of capital, whether
Thir(::.lrwe this [.ro;n the_ equity yield or from the return on capital.
T , Wcl:1 }n}x:st also arrive at a bench mark for determining whether
(n 5 ‘arel igh or low — Wthl:lCI‘ pglicy is tight or easy, Fourth, if
¢ eruna) mark::t rates do at times incorporate a premium for infla-
H:) T;ry expectations, how do We‘ailow for the possibility that rising
arket interest rates may be consistent with constant, or eve '
frarket in , Or even falling,
. Chairman Me. Crackcr.l in his February 17, 1969 testimony at the
arings of Joint Economic Committee in the January 1969 Econ-

omic Report of the Presiden : .
. ¢ has disc :
ing terms: ussed this issue in the follow-

111 M 4
monctTherel}s much disagreement about the channels through which
mone ary I}O llfy C;l..ffCCtS the economy and consequently about the best
ires of the direction and degree of m i
res o onetary action. Specificall
. - ca
iilz;eerlti ddlsagrcen:mn'f:1 abbout whether monetary restraint ml? stimu]E;
or measured by changes in the ly of i
js exerted or measuy supply of money, which can
arious ways, by changes in the suppl di
e m . ch upply of bank credit
or o tt}?::al Trc‘dlt’ }(1).1' by changf:s in the gencral leve] of interest rates
o b le]drcbzénz?s l?ips 3(111101{% interest rates, or in still other variables
: entioned, e are inclined to th iti
that cou ‘ . o the position that the
vior of the supply of money is very important, However, we

t g
U8 q stion as s aﬂd
dD not re ald tl e (o) S C!tlﬁd lla“c no df!sllC to be dog

For the post-1965 period, we obtain i

: , a clearer reading if t :
the beh.awor of monetary aggregates. The data in Ta%lc :VZ; liiz
iﬂg?e;myhaggrggates and the Charts (1-3) do support the hypothesis
. e have been going through a period of substantial mon

. - t

inflation, and th.at the high and rising interest rates are r?ote :tjlfrly
results of a restrictive monetary policy (18). )

2. Interest Rates and the Cost of Capital

i qllzoaiiihtl?jn to thgir indicator function, the interest-rate variables
g ended to pick up the monetary impact on private expend-

( 8) or a® sucoln }‘. ¥ Y
I For NCE analysis of  recel 8}
1 f Cent nonctar developments, see t‘hc article b

N. Bowskmr, “ 1968 — Ye i
s ar of ion M, i !
Berts of o uig:. r of Inflation », in the Decetmber Resiew of the Federal Reserve
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iture. Interest rates arc viewed as a measure of the cost of If(;lz:;:i;
and monetary poli{:y is assumed to affcct investment CXE;C rdinure
through its effect on capital costs. In light of our rccejnt ttch e ar;
it is questionablc whether (nominal) market .1n‘{er§[s‘th riorrcs o
appropriate measure of the interest cost on f:apua . e o mE::i—ket
ence that we normally assume between real 1.ntcrcst ratﬁs and ket
rates can no longer be taken for granted; mdced,uw 61:-1['11 Prlf;iinal
rising, real rates may rethain constant or even fall w chnrr na
market rates are rising. An estimate of the real rate for any bo oricc
(or lender) requires that we adjust market rates angl bn':%cé'ﬁ; cpand
expcctations cxplicitly. But price expectations may be suti1 cive e
may differ among individuals; it would thercjfore appear ket
rates do not even provide the necessary information nee
measure the relevant interest cost for any borrower. . 1
This raises two related problems: (2) How do we estimate 2 r_f:;a1
rate in order to measure the economically _relcvant interest ?rt}c;:plfczl
costs? (b) Is there an objective and. ungmb1gu9us mea§urcl 0 e el
interest rate or the real cost of capital if individual price-level exp
tions do differ? .
) If the formation and distribution of .cxpccted prices does W»Ifar(y1
among individuals, a given develoPment in market rates may fl:;lle
some transactors to act on the basis that real rates areb rising wtin
others — experiencing the same set of market rates ]?t explecrate%
a larger increase in the prices -— may act on the basis E at {cgntcrcst
are falling, The use of market rates as a measure ol rea 1n6 st
cost may thus be misleading, because the rcal. rate (o anymc()mts -
dividual may no longer correspond to any objective move
market rates, N
" It would not be surprising to lea_rn that the elasticity oft cr}:—
ectations for the business sector is h1gh.cr than for Oﬂ'lerd??f; :::m’
and that since 1965 they may have perceived real rates m 1b 1: ot
terms than the household sector. Corporate O.ﬁ:lClalS responsi for
investment decisions may have more lfully artml.ﬂatcd price cﬁ)t:n -
tions and — in spite of the rapid rise in n}arkct interest ;até:s o 13;
have concluded that the real cost of capital was‘low. ndee ;scwd
quite possible that real rates Fh deﬁigcd a]sc- ﬁ?;grﬁ éi‘ltftsin?rdown-
ice expectations —— may have been Ia drif ‘
if:;r-gnsiﬁ)stagtially. In contrast the .houfsehold sector, Stllu atc;cplt;lralg
the (nominal) market rates as an objective proxy for real ra st;adily
have been acting on the basis that real rates hav§ been rising
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since 1965. Observed differences in expenditures for residential con-
struction and business investment could have been due to such dif-
ferences in the formation of price expectations. This distinction
between market and real rates applies especially to those who use
aggregative cconometric models and interest rate variables to measure
either the cost of borrowing, or the cost of capital.

In Fig. 1 we present a chart on Market and Real yields, on
corporate Aaa bonds as published by the Federal Reserve Bank of
St. Louis., The procedure used to obtain the reaf rate is to substract
the annual rate of increase in the GNP deflator (in the preceding
twenty-four months) from the current market rate. Using the part-
icular definition and measure of price expectations, it implies that
real rates were falling, or drifting, downward since 1965, Thus if
the rise in the GNP deflator has averaged, say 4%, (in the past two
years), we subtract 4%, from the current market rate to get the
real rate. This 4%, may also be viewed as the expected rate of price
inflation. Now let us suppose that this procedure provides us with
an estimate of the price expectations held by the Corporate sector;
let us also suppose that the Houschold sector still continues to look
at the current market rate as a reasonably close approximation to the
expected real rate. On our assumptions the Corporate sector, taking
account of price expectations, will conclude that expected real rates
are either constant or falling, and substantially below the current
nominal market rate. The Household scctor, abstracting from price
expectations, will conclude that real rates have been rising steadily.

If this analysis is correct it suggests that the widely accepted
view that monetary policy discriminates against housing needs to
be re-examined. To the extent that there is divergence between the
Household and Business sectors in estimating future price move-
ments, it suggests that inflation and the emergence of inflationary
expectations may hurt the Household sector, and not the monetary
policy designed to curb inflation and stabilize expectations.

3. Interest Rates and the Transmission Mechanism

The impact of monetary action tends to be both understated in
magnitude and narrowed in scope if we assume that monetary
changes can only affect investment expenditures. This hypothesis
suggests that fluctuations in economic activity are due to changes in
private investment (defined either as business-fixed investment or




112 Banca MNazionale del Lavoro

extended to include residendal construction and inventories), that
consumption is linked to income, and that changes in consumer
spending typically follow changes in investment through a multiplier
mechanism, Consequently, many variations in private expenditures
that take place as a result of monetary changes are almost necessatily
attributed to non-monetary factors. Thus any direct monetary in-
Quences on consumer durable goods purchases, and other direct
(non-market interest rate) portfolio effects on investment expenditures,
may not be secn as monctary effects (even if the implicit yields on
these assets are aflected); and to the extent that this framework
restricts the effects that we associate with monetary actions, it may
cause the monetary effects to appear as discriminatory.

Some monetary influences need not necessarily derive from any
observed change in a group of market interest rate, but may result
from a direct portfolio substitution due to a change in cash balances
or in overall liquidity. Thus an increase in money may stimulate
the purchase of consumer durables and reduce the implicit yield of
these capital goods, without necessarily lowering market interest rates,
The assurnption that monetary policy affects aggregate demand
through changes in market rates — that a small set of market yields
serve ag the transmission. mechanistm — will tend by definition to
narrow the scope of the monetary impact. If such direct portfolio
effects are attributed to non-monetary factors, it does tend to make
the impact of monetary policy appear both as selective and discri-
minatory (19),

This analysis, if correct, suggests that the impact of monetary
policy depends to somc extent on the transmission mechanism of the
model used. In some models the monetary impact is almost (artifi-
cially) reduced to that which will be directly attributed to observed
changes in a select group of market interest rates (20). The theo-
retical framework of the observer has some implications for the kinds
of effects that he associates with monetary actions and his analysis
of the impact of monetary change. It therefore suggests that some of
the arguments against monetary policy on the grounds that it has

(1) See A, J. Meies, © A Monetary View ?, Business Beonomics, Vol. 111, fall 1967,
and Benyr Sranvgrr, * Moving Toward Eeonomic Stability *, Journal of Buginess, January 199

(20) For an analysis of the role of interest rates in various models see M. T, FamByReER,
op. cit,, and M. Maxn, “ [Jow Does Monetary Policy Affect. the Economy # in the October
1968 Federal Reserve Bulletin,
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a St?lcctllcre impact, and that it discriminates against particular cate-
gories of expenditures, may depend very much on the assumptions

concerning the transmission mechani ilt i
1 anism that are built in
being used, i the modd

Ill. Can The Manetary Authorities Control Interest Rates? .

. It is often assumed that the central bank can lower market
interest rates by increasing the rate of monetary expansion. But if
the centr_al bank action is to bring about permanently fower interest
rates - if the fall in market rates is to be more than just a temporar

.cff.cct — the.re is need to spell out the theoretical rationale of hov);
it is accomplished. More importantly, we must also explain whether
Fhls te.chmquc, by which the central bank can lower interest rates

is available to other countries, especially underdeveloped countries:
WI.ICI‘C th_erc is a strong desire to stimulate capital accumulation and
raise the rate of economic growth,

‘Thc Keynesian liquidity preference theory, viewed as a theor
of. interest, is often interpreted as saying that an increase in monf:y
will be associated with lower interest rates, Accordinglyl if the
ccntrallbank can accelerate the growth of the (nominal) monizy stock
and raise the quantity of real cash balances (the real value of the
.nommal stock), it should result in lower interest rates. But if this
is the underlying rationale it applies, in the first instance, directly
on.ly to an economy with a substantial volume of unused ;csourccs
Wlth‘ considerable output elasticity, where employment and output car;
readily expand, and where there is little upward pressure on prices
But cven in the case of an economy with unused resources, this thcor}}
has only a limited (and short run) application, since it is primaril
a thleory of changes in interest rates, and this limited relevance E;
considerably reduced as the economy approaches high employment
In any event, this theory does not seem at all applicable to the hi h:
pressure economy of the post-1965 period. ¢
. When the economy is nearing capacity and prices are rising, it
is even -dqubtful whether the central bank can, in fact, either char,l e
the quantity of real balances or lower market interest rates by raisir%
the grqwth rate of the monetary aggregates — by additional monctarg
expansion; and the attempt to do so may have the effect of ['uczliny
additional inflation and causing higher interest rates. Additionagl
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monetary inflation in a high-pressure economy will not necessarily
cause market interest rates to decline, even in the short run,

Both Keynesian and quantity theorists alike agree that it is not
the nominal money stock but real cash balances. tl}at_ must be in-
creased in order to lower interest rates. The liquidity preference
function, whether viewed as a theory of interest or as a theory of
cash balances, is a relation between the interest rates (or the supply
price of capital) and the stock of real balances. Can we, .thcrefc?re,
safely assume that we can increase real cash b_alances by increasing
the quantity of nominal money, and that nommall and real bglances
will ‘move together? Admittedly, some Kcynesmns may think of
the quantity of real balances as a policy variable —asa central bank
instrument — which may be used to control interest rates. They
would deny the view of the quantity theorists, who thmlk_ of‘ the stock
of real balances as an endogenous variable { with an equilibrinm (solu-
tion) value determined by the system], and who thercforcl COBCIL‘ldC
that any attempt by the central bank to lower.mte_rest bly increasing
money balances may only succeed in generating 1F1ﬂat1on. In th.1s
respect there may be -an important substantive difference here in
these two approaches to real cash balances. .

To illustrate this difference let us move away from a stagnatioplst
economy with a large volume of unemployed resources, and' consider
an economy where the productivity of cgpltal may bf: relatlvcly flat,
where employment and output may not increase significantly or very
easily, and where additional monetary der:fland may cause prices (0
rise. In this economy there is no compelling reason why monetary
expansion should result in a reduction in th(.? level of real interest
rates; indeed, our expectation is that an expansion of the money stock
may lower interest rates temporarily, and raise prices permzmen:tly.

Moreover, if we move on to the high-employment and high-
pressure economy, where prices are rising, it may not even b.e pos-
sible for the authorities to bring about the initial increase in Eh.c
quantity of real balances in order to generate the temporary decline
in interest rates, except possibly for a very brief period. Indesd, this
is more nearly akin to the situation of the Gibson Paradox, where
movements in interest rates and money are positively corrclatcd,- and
where rising (and high) interest rates and rising prices are associated
with rapid (accelerated) growth in the money stock.. This scguenﬁc
of events has been recognized for a long time and Fisher, Wicksell,
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Keynes, and -others, have all offered different explanations. for the
paradox (21).

Does the Keynesian monetary approach to interest rates provide
us with a useful framework for analyzing monetary developments,
and is the Keynesian hypothesis that monetary expansion causes in-
terest rates to fall, while obviously an incomplete analysis, neverthe-
less sufficiently accurate to serve as a useful first approximation for
some short run problem? Several recent studies have subjected the
interest rate behavior that is postulated in Keynesian theories to a
critical analysis. These authors depart from the Keynesian tradition
and introduce an income effect and a price expectation effect in
addition to Keynesian liquidity effect; moreover, they assume that
the monetary effect on interest rates is not instantancous and therefore
allow for, and attempt to estimate, the different kinds of lags (22).

- Although these studies do confirm the existence of the Keynesian
liquidity effect, they do not support Keynesian interest rate doctrine,
In contrast to the Keynesian hypothesis of negative association be-
tween money and interest rates, these studies find evidence of off-
setting income effects, including a positive price expectation effect of
the kind referred to in the Gibson Paradox. One implication of
these studies is that the Keynesian hypothesis of a negative associa-
tion between money and interest is a ceteris paribus result; in turn,
the actual findings of a positive association may be viewed as a
mutatis mutandis relation, resulting from induced income and price
expectation effects offsetting the initial liquidity effect. The evidence
also scemns to suggest that while the lag for the income effect may
be fairly short (less than one year), the price expectation lag may be
quite long, These studies would also imply that a higher rate of
monetary expansion will be associated with a higher level of nominal

(21) For a discussion of the Gibson Paradox see 1. Fisuer, The Theory of Interes:
(Macmillan, 1930); the summary of the Wicksell and Keynes Analysis in P, Cacan’s Determi.
nants and Effects of Changes in the Stock of Momey (Columbia University Press, 1g65);
D. Mrrseman, * Bond Yields and the Price Level: The Gibson Paradox ¥, in D. Carson {ed.)
Banking and Monetary Studies; and D. 1, Fanp, “ Keynesian Monetary Theories, Stabilization
Policy and the Recens Inflation *, op. ciz.

(22) The particular studies that we have in mind include: P. Cacan, The Channele of
Monetary Effects on Interest Rates (forthcoming); M. Friepman and A, Scuwarrz, * Trends
in Money, Income and Prices ® (ms); W. E, Gson, “ Effects of Money an Interest Rates ¥,
Federal Reserve System, Siaff Feonomic Sindies, 4 43 (1968); W. GisoN and G. Kaurman,
“The Sensitivity of Interest Rates to Changes in Money and Income ®, Journal of Political

Economy, May 1968; and D, MzwseiMan, * Bond Yields and the Price Level: The Gibson
Paradox *, op. at.
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interest rates, though not necessarily a higher level of real interest
rates,

The picture that emerges may be summarized as follows: In-
creasing the quantity of money at a faster rate than it has been
increasing will tend to lower interest rates — at least initially —
relative to what they would have been, But the acceleration in the
rate of monetary growth will stimulate spending and income, and
may also raise prices. In turn, these income and price effects, by
raising the demand for money and reducing the quantity of real
balances, tend to reverse the initial downward pressure on interest
rates, and to return interest rates to the level they would otherwise
have had. Morcover, if the price expectation effect is operative, a
higher rate of monetary expansion will correspond to a higher, not
lower, level of interest rates than would otherwise have prevailed.
The price expectation effect typically develops rather slowly and is
also slow to disappear; indeed it has been estimated by Fisher and
others that it may take several decades for a full adjustment,

The strength of the positive association between money and
interest rates implied by the income and price effects, relative to the
negative association of the initial liquidity effect, explains why the
monetary authority is forced to escalate the rate of monetary expan-
ston in attempting to drive interest rates down. They also explain
why high (and rising) nominal interest rates have been associated
historically with rapid growth in the quantity of money, and why
low (and falling) interest rates have been associated with slow growth
in the quantity of money (23).

IV. Market Interest Rates (Conventional Yields) or Prices (Implicit
Yields)? o

Was the fiscal restraint as it emerged in the Revenne and Control
Aet of TJune 1968 designed primarily to help fight inflation? If so,
why did the authorities permit the extraordinary acceleration in
monetary growth rates shown in Table 17 Alternatively, is it pos-
sible that the surtax action was de facto, if not in the policy discus-
sions preceding its enactment, also designed with the idea that it

{23) For an elaboration of this theme see the Presidential address by Mivron FRIEDMAN
on “The Role of Monetary Policy », dmerican Economic Review, May 1508,
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may be desirable to shift the monetary-fiscal policy mix from one
of high interest rates and substantial deficits to one of lower interest
rates and smailer deficits. More precisely, was the surtax viewed as
giving the authoritics the necessary latitude to substitute fiscal re-
straint for what was widely viewed as an extremely tight monetary
policy — to change the policy mix — and thus lower market interest
rates even if the original motivation for the tax action was primarily
to help curb the inflationary pressures (24). The idea that it may be
desirable to shift the mix assumes not only that the post-rg6s period
in the United States has been one of tight money but, more im-
portantly, that the authoritics can lower market interest rates by
increasing the money stock - that control over the (nominal) money
stock enables the authorities to control the stock of real cash balances
and thereby reduce interest rates, But if nominal and real balances
do not necessarily move together in an inflationary period, and if
the quantity of real balances has a more or less uniquely determined
value in a full-employment economy, the reasonableness of this last
gssumption is very doubtful. More precisely, if monetary expansion
in a high-employment economy fuels additional price rises, it will
cause the (nominal) market interest rates to rise even if real rates are
constant, And this rise in market rates may go on even if the
monetary inflation does succeed in lowering (real) rates temporarily.
Moreover, the rise in prices may also cause the quantity of real ba-
lances to decline, even though the money stock is rising — an addi-
tional factor causing market rates to rise (25).

The assumption that expansion of the nominal money stock
will necessarily lower market interest rates (the conventional yields)
tends to abstract from any direct, and immediate, effect of money

.(2.4) The Neo-Classical Synthesis, The idea that the monetary-fiscal mix can be varied,
chunciated by M, Friedman and P. A, Samuelson in 1951, had important implications for
Keynesian fiscal policy, If monetary policy can affect investment, it can also affect the
amount of the deficit or surplus necded to achieve full employment, It follows that full
employment can be achieved with any one of a large number of combinations of fiscal and
monetary policy.

A fascinating account of the emergence of the neo-classical synthesis from the older
45° Keynesianism is given in H. Svew, The Fiscal Revolution in America (University of
Chicago Press, 1969), Chapter 14. For a recent siatement of the neo-classical synthesis see
J. Tonm, * The Intellectual Revolutien in U.S. Ecomomic Policy-Making * (The University
of Essex, 1966), See also D. 1. Fanp, ¥ The Chain Reaction-Criginal Sin (CROS) Theory of
Inflation *, op. cit., Section TIf on the “ Fiscal Refrigerator and Monctary Boiler »,

{25} The implications of treating real cash balances as an endogencus variable for the .

liquildlity _prcferencc theory are explored in D.I. Fanp, “ Keynesian Monetary Theories,
Stabilization Poliey and the Recent Inflation *, op. cif., especially Section T1,
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on prices (the implicit yields), and tends therefore to overemphasize
the relative importance of a small set of conventional yiclds. These
two effects of an increase in the money stock — the interest rate
effect (the conventional yield) and the price (the implicit yield)
cffect — are therefore related. If we abstract from any price level
effect it is easier to cxaggerate the effect on market interest rates.
But if we attempt to allow for price level effects, there is much less
ground for highlighting the short run liquidity effects of an increase
in moncy on market interest rates, Indeed, in an economy that is
close to, ot at, high employment the effect of an increase in the
quantity of nominal money may be completely reflected in prices,
and may raise market interest rates while causing a relative decline in
some implicit yields.

The tendency to emphasize market interest rates and to abstract
from price level changes are related to the underlying assumptions
of many aggregative models, 1f we oversimplify a bit, many income-
expenditure models may be characterized as follows: fiscal policy
determinics output; monetary policy determines interest rates; wages
or unit labor costs determine prices (and sometimes the price level
is treated as a datum). And while monctary action may have some
impact on aggregate demand through its effect on market interest
rates this effect, conditioned by whether the interest elasticities are
large or small, may still have very Jittle effect on prices. There are,
however, no direct effects in the sense that an increase in moncy
may lead to a direct increase in cxpenditures (or in prices) through
portfolio substitution without involving a prior effect through changes
in market interest rates. This transmission mechanism of the typical
income-expenditure models abstracts from changes in the many non-
conventional and implicit yields and any direct effects of money on
prices. It is not unreasonable in this model to postulate that an in-
crease in nominal money constitutes an increase in real balances. But
if money can affect expenditure and prices directly through a portfolio
adjustment affecting implicit yields without going through the market
rate transmission mechanism, there is no guarantee that a given change
in nominal money will bring about equivalent changes in real ba-
lances (26). Of course, it may be casy to overlook this distinction

{26) Sete the papers presented by M, Frisphan and R. Exswer on  Factors Affecting the
Level of Interest Rates ”, and D, Mumssman on “ The Policy Implications of Recent Research
in Term Structure of Interest Ratcs ” in Savings and Residentiol Financing, 1968 Conference
Proceedings (U.S. Savings and Loan League).
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between real and norninal balances if the price level is treated as an
institutional datum. Taken together, these assumptions about the
conventional yields and implicit yields, about the price level, and
about the behavior of real and nominal cash balances may lead to
serious errors in apalysis and policy when used in a period such as
that we have experienced since 1965,

It may be useful to enumerate several reasons why an increase
in money may directly affect expenditures, prices, and implicit yields.
First, to the extent that an increase in bank moncy — in inside
money — brings about an increase in wealth, it may have a direct
cffect on aggregate demand (27). Second, considering only the sub-
stitution effects of an increase in inside money, note that moncy may
be substicuted not only for bonds but also for capital, and that in-
dividuals may re-establish portfolio equilibrium by purchasing either
a financial or a physical asset. Third, if we define physical assets to
include consumer durables (e.g. cars, appliances) it would be reason-
able to suppose that these expenditures — which ‘are now classified
as consumption — can be directly stimulated by an increase in money.
Fourth, during an inflation the direct effects of changes: in money
on prices — whatever they may be — will be strengthened: first,
inflationary pressures suggest that any further increase in spending
will affect prices more than output; sccond, a period of rising prices
may generate inflationary expectations and raise the real cost of
holding money, and the public has an incentive to reduce the quan-
tity of desired real balances by increasing expenditures. Indeed, the
direct connection between money and prices is likely to be strongest
during an inflation.

V. Easy Money and Tight Credit

An increasc in the quantity of money will, according to the
Keynesian analysis, cause the public to buy bonds, make additional
loans, or acquire other credit instruments, thereby lowering market
interest rates, The fall in rates may, in turn, be an incentive to more
spending, especially on long-lived assets such as housing, plant and

(27) For a discussion of the inside-cutside money issue scc B, PEskk and T. R, Savine,
Money, Wealth and Economic Theory (Macmillan, 1967), and H. G. Jomson, “ Inside Money,
Quiside Money, Income, Wealth and Welfare in Monetary Theory ™ (1968), ms.,
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equipment, and other producer durables, If such investment expend-
itures do take place, this is the starting point at which monetary
policy begins to take hold, Accordingly, the initial impact of mo-
netary policy and the thrust on monctary policy may, in these cir-
cumstances, be evaluated in terms of interest rates and credit markets.

There are, however, several reasons for not evaluating moncy
and monetary policy solely in terms of interest rates or other credit
market effects, First, once money is injected into the system it can
be spent for all kinds of things, not merely used to acquire bonds
and credit instruments — in other words, money can be spent directly
on goods or services, or lent out, More precisely, the purchases or
expenditures that we associate with an increase in real or nominal
balances are not necessarily limited to the bond market, and an
increase in the quantity of money may affect spending on commo-
dities (and especially durables) directly, without going through the
credit market route, Second, an analysis which equates money with

credit (emphasizing the particular way in which money is introduced

into the economy) may overlook the continuing impact of monetary
change on credit markets which often work in the opposite direction
from the initial impact; and the effects of monetary change may be
relatively independent of the manner in which it is introduced, Third,
those feedbacks which tend to offset the initial impacts may be so
great, that when they come into play they can swamp the initial
effects of monetary change. For this reason, monctary expansion may
eventually lead to higher interest rates, not lower interest rates; and
monetary contraction may lead to a fall in interest rates even if it
does, in the very first instance, tend to drive rates up temporatily.
In other ‘words, easy money may lead to tight credit; #ght money
may lead to easy credit (28).

The hypothesis that the extremely tight credit markets since
1965 were the consequences of an casy money rather than a tight
money policy may strike some readers more as a theoretical curiosum,
and not as a substantively relevant proposition for analyzing out
recent experience. It is therefore of considerable interest to note that
Chairman Martin, in his March 25th testimony before the Senate

28) See D, MersELsan, * The New Feonomics and Monetary Policy , Financial Analysts
y Policy *, _

Journal, November 1967, and K, Brusner and A, MEL1ZER, # Liquidity Traps for Money,
Banlk Credit and Interest Rates ”, Jomrnal of Political Economy, February 1968,
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Banking and Currency Committee, points out the link relating ex-
pansive monetary policies, rising interest rates, and tight credit
markets,

“I do not mean to argue that the interest rate developments of
recent vears have had no relation to monetary policy, We know that,
in the short-run, expansive monetary policies tend to reduce interest
rates and restrictive monetary policies to raise them, But in the long-
run, in a full-employment economy, expansive monetary policies foster
greater inflation, and encourage borrowers to make even larger de-
mands on the credit markets, while lenders pull back from taking
positions in fixed-income securities — since they fear that both interest
and principal will be eroded by rising prices. Over the longrun,
therefore, expansive monctary policies may not lower intercst rates;
in fact, they may raise them appreciably. This is the clear lesson of
history that has been reconfirmed by the experience of the past several
years,”

To distinguish between money and credit many monetary econ-
omists look to the money stock as a more fundamental criterion for
gauging the thrust of monetary policy. This emphasis on the mo-
netary cffects (rather than the credit market effects) is sometimes
identified as a monctarist view; and the impressive regularities link-
ing the stock of money to income and the GNP are acknowledged
even by those who are critical of the monétarist view, and who
emphasize interest rates and credit market effects (29).

Conclusion

~In this paper we discuss some issues in monetary theory that
need to be clarified if we are to achieve greater control and success
in fighting inflation. Although high Federal Reserve officials have
indicated their intention, in December 1968, to impose monetary
restraint in order to cool the inflation, it was not entirely clear in
February 1969 (some eight months after the June 1968 tax action)

(29) To cite just one example, we include the foliowing statcmcnt by the (CEA) in
the Ecomomic Report of the President for 196g:

“ On the cther hand, relationships between movements in GNP and any of the money
concepts have been close enough on the average -— especially when processed through complex
lags and other sophisticated statistical techniques — to be difficult to pass off lightly ™.
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that we were getting the necessary slowdown in monetaty cxpansidh.
In the March 1969 Review of the Federal Reserve Bank of St. Louis
there is the following appraisal of the monetary situation:

“ Recent slower growth rates of money, money plus time deposits,
and bank credit, or high market rates of interest and a large volume
of net borrowed rescrves, have led some observers to conclude that
monetary actions in recent months have been highly restrictive. How-
ever, others note that the monetary base has continued to increase
rapidly, that the slower growth of money was chiefly the result of a
large and temporary buildup of U.8. Government deposits at com-
mercial banks, and that the slower growth of both money plus time
deposits and bank credit was the result of Regulation Q interest rate
ceilings and does not indicate any reduction in total credic flows. Thus
interpreted, available data scem to indicate that lasting monetary re-
straint may not yet have been exercised. The observed slower rates
of monetary expansion will only be effective if they are maintained
over the next few months,”

At the end of March, and in carly April, it did appear that the
authorities were setiously curtailing the rate of monetary expansion.
And this was reinforced by the highly significant testimony of Chair-
man Martin before the U.S, Senate Committee on Banking and Cur-
rency on March 25, 1969.

“1f my diagnosis of our current interest rate problem is correct,
then it is clear what we need to do to get interest rates back down
to more sensible levels. We must follow economic stabilization policies

that bring inflation under control, and continue those policies long

enough to be sure that a resurgence of cxcess demand and strong cost
and price pressures does not recur.”

Martin’s important testimony, which may mark a turning point
in our recent monetary history, was reagsuring to many people who
were beginning to doubt our will and ability to curb inflation. This
calming influence was disturbed by the April data, indicating a
money stock growth of 12-15% (annual rate), and not conforming

to the spirit or substance of Martin’s testimony, An influential soutce

has cautiously referred to the April developments “as a sharp, but
temporary bulge in ecarly April, which has been attributed to technical
factors *. The May data suggest that the central bank is following
the course chartered in Martin’s testimony.
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The inflationary pressures in the past year, even after the passage
of the June 1968 tax action — a fiscal-restraint package that generated
many influential predictions of overkill — focus attention_ on mo-
netary policy, It appears that there are irresistible pressures for the
central bank to evenkeel, and to abstract from any direct influence
of monetary expansion on prices; to analyze and treat the monetary
aggregates as endogenous variables (outside its control), and to focus
instead on interest rate movements, credit flows, and shifts among
intermediary claims; and to let technical and short term develop-
ments influence (and sometimes dominate) policy. This approach to
central banking, to monetary theory, and to the policy guidelines

and operating standards — viewed as an integrated policy frame-

work — raises the risk that long term (and basic) objectives may be
sacrificed (inadvertently), or traded off (balancing alleged gains and
losses), to achieve some technical, short term, or money market
objectives. If this is so, a careful examination of underlying theory
is needed to free policy-makers and responsible government officials
from an aggregative framework, an approach to central banking, a
theory of money, and an inherited tradition which (even in the very
best of hands) is bound sooner or later to generate errors in policy.

The aggregative theory (and associated view of central banking)
emphasizes the direct fiscal effect on aggregate demand, and views
the contribution of monetary policy as one of facilitating, and im-
plementing, fiscal action (30). The theory of money highlights the
concern with money markets and credit markets, with the flow of
funds, and with changes in the composition of liquid assets; and it
also rationalizes the loss of interest in the monetary aggregates be-
cause they do not directly influence aggregate demand (31). The
inherited tradition often articulates, and gears, policy to money
market (and other short term) developments, and may therefore set
the stage (and occasion a tendency) for officials (even if extremely
prudent and sensitive) to over-react (32).

) (30) .Scc L. C. AnversiN and J. L. Jorpan, * Monetary and Fiscal Actions: A Test of
their Relative Importance in Stubilization ”, in the Movember 1968 Rewiew of the Pederal
Reserve Bank of St. Louis, the Comment by F. Delecuw and J. Kalchbrenner and the Reply
by Andersen and Jordan in the April 1969 issuc of the Repiew,

(31) See D.1. Fawp, “Keynesian Monctary Theories, Stabilization Policy and the
Recent Inflation ™, op, it '

(32) See J. B, Bupkiir and D. 1. Fanp, “ The FOMC Minutes and Monetary Policy *,
forthcoming in The Michigan Academician,
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Advocates of the non-monetary inflation theories will suggest
that these potential weaknesses may have surfaced recently only
because of the special burdens due to the Vietnam War. Perhaps so.
But even those who believe that our inflationary problems are due
to implementation errors (in fiscal policy) at the time of the Vietnam
escalation, will surely agree that the test of an analytical framework,
of a theory, and of an inherited tradition is how it performs in
adverse circumstances and in difficult conditions. Consequently, even
if one accepts the argument that, given the Vietnam escalation and
our failure to increase taxes, inflation was inevitable (which we do
not accept), the lessons pointed up by this experience cannot be
ignored. Much of the received (and widely accepted) doctrines con-
cerning aggregative theory, the thecry of money and stabilization,
needs to be re-examined; and it would be useful to review the
inherited traditions, the guidelines, and the operating standards that
determine how short term developments may affect policy.

Davin [. Fanp
Detroit

o
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SELECTED INTEREST RATES CHART 2.
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CHART 3
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MARKET AND « REAL » RATES OF RETURN ON CORPORATE Aaa BONDS
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Source: January 1969 Review Federal Rescrve Bank of St. Louis, p. 6.
Noze: The methed of approximating the «real » rate of return is described by the

St, Louis Fed as follows:

« Estimates of *’ real '’ interest rates were obtained by subtracting the annual rate
of increase in the implicit GNP deflator in the preceding twenty-four months from the market
rate on corporate Aza bands, The price deflator for the first and third months of each quarter
was estimated by lincar interpolation. While this is an important phenomenon, there is no
perfect agreed-upon way of calculating and presenting it, and the series may be considered an

illustration cr approximation of what has been going on »,
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