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MONETARISM IN THE UNITED STATES AND THE
UNITED KINGDOM

TUESDAY, OCTOBER 6, 1981

CONGRESS OF THE UNITED STATES,
JOINT EcoNomiac CommirrEE,

Washington, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 2325,

Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss and Richmond; and Senator
Proxmire.

Also present: James K. Galbraith, executive director; and Paul B.
Manchester and Robert E. Weintraub, professional staff members.

OPENING STATEMENT OF SENATOR PROXMIRE

Senator PROXNIRE [presiding]. The committee will come to order.
On October 6, 1979, Chairman Volcker announced what was

regarded by many as a revolutionary change in operating procedures:
Henceforward, the Federal Reserve would concentrate on meeting its
annual targets for the growth rate of the money supply, and allow the
Federal funds rate-previously the most important intermediate
monetary policy target-to fluctuate without restraint.

Six months before that, the United Kingdom had embarked on an
equally ambitious and revolutionary program. When Prime Minister
Thatcher took office in May 1979, she announced that henceforward
"overriding priority" would be given to the battle against inflation,
and that control over the growth rate of the money supply would be
the principal instrument in that battle.

Two years have now gone by-enough, I think most would agree,
for a preliminary assessment of the experience with the new policies
in the United States and the United Kingdom.

The key question in such an assessment is this: Has the use of these
techniques enabled our Government and that of Britain to reduce
inflation? And has this been done at a lower social cost than would
otherwise have been the case?

There can be little doubt, it seems to me, that in the last 2 years a
prolonged and determined tight money policy has, for the short to
medium run, reduced inflation. In the United Kingdom, inflation shot
up in consequence of measures taken at the beginning of Mrs.
Thatcher's government, but it has gradually and arduously been
brought back down to rates only slightly higher than 2 years ago. In
the United States, inflation has come down-especially in the last



few months-partly as a result of good luck on food and energy, but
partly also in response to a sustained policy of monetary restriction.

Whether such a policy can, by itself, establish conditions for stable
prices over the long run-in a climate of restored economic growth-
is another matter. What will happen when growth begins again? Will
wages rise slowly-in an ideal world no faster than productivity
growth-making nearly stable prices possible? Or will inflationary
expectations reignite, setting off a new spiral and proving that all the
suffering was for nought?

There is even more reason to doubt that this technique used by itself
exclusively, to the exclusion of all other anti-inflation measures, will
bring reduced inflation at the lowest possible social cost. Mrs. Thatcher
and President Reagan have both rejected the use of incomes policy.
Both the United States and the United Kingdom lack a strong anti-
trust and antimerger policy. And perhaps most important, both coun-
tries have so far tailed in their efforts to produce a balanced budget.
Thus monetary policy has truly borne the burden of fighting inflation
alone.

What has been the result? In the United Kingdom today, there is
more poverty, more unemployment, more social strife than at any time
n the past 40 years. In the United States, high interest rates have

wreaked untold damage on small business, housing, farmers, and pro-
ductive capital investment. Surely if there is a way of reducing infla-
tion without such side effects, we should take that way.

I believe that inflation can be reduced more rapidly and with less
social suffering. We need an incomes policy. We need a strong anti-
merger and antitrust policy. And we need a balanced budget. A few
days ago I took the floor of the Senate for 16 hours to argue against
the extension of the debt ceiling above $1 trillion. I did so because I
believe strongly that the time has come for the Federal Government
to get out of the credit markets, at least to get out of an increasing
share of the credit markets. If we need more spending cuts, let's have
them-and make sure that in this next round of cuts the military
budget comes in for its fair share. If we need new sources of tax
revenue, then let's have that too, giving careful consideration to ideas
for new progressive taxes which will restrain consumption and stimu-
late saving. And let's control the off-budget borrowing of the Federal
Government as well. It's my understanding that last year, 1980, that
of every $100 of new savings, funding the deficit took $17 and the off-
budget borrowing took $17 for a fat one-third. In other words, if we
had a balanced budget and had no net increase in off-budgeting bor-
rowing, we would have had 50 percent more available than we had
available in the private sector.

If we do these things, interest rates will come down. And lower
interest rates, achieved without resort to expansionary monetary
policy, would be the single best policy to promote more stable prices
and fuller employment.

Today, two leading experts on monetary policy will discuss the effec-
tiveness of and outlook for monetarism in the United States and the
United Kingdom. We are honored to have the distinguished Prof.
Allan Meltzer, Carnegie-Mellon University, who's testified before our
Banking Committee and testified often in the past and is recognized



throughout our country as an expert. And I'm delighted to see Prof.
David Laidler, University of Western Ontario, who's joining us today
too. We looked forward to having Prof. James Tobin of Yale Univer-
sity present, but Professor Tobin's wife was taken ill and, unfortu-
nately, he cannot be here, but we hope that we can have him appear in
the future.

Before proceeding, and without objection, I will insert Representa-
tive Rousselot's opening statement, at his request, followed by Mr.
Tobin's prepared statement in the hearing record.

[The opening statement of Representative Rousselot and the pre-
pared statement of Mr. Tobin follow:]

OPENING STATEMENT OF REPRESENTATIVE RousSELOT

Today's hearing on "Monetarism in the U.S. and the U.K." is very timely. I
commend the chairman for calling it and for the witnesses he has invited to
testify. Professors Laidler, Meltzer and Tobin are well-known academics in mone-
tary economics. Their views cover the spectrum from Keynesian to Monetarist.
This promises to be an outstanding hearing, and I am sorry I will not be present.

Two years ago today, Federal Reserve Board Chairman Paul Volcker
announced that henceforth the Fed would place more emphasis on controlling the
monetary aggregates and less on controlling interest rates. However, in the event,
at least until this spring, if the new policy was put into effect, it was implemented
badly. The growth of the aggregates was both more erratic and, on average,
faster than before October 1979. For example, the growth of MB, which is the
basic measure of the money supply, soared to 13.4 percent per year in the second
half of 1980 and in the twelve months ending last April, it was 10.8 percent. You
have to go back to World War II to find money growth that high for the basic
exchange media money measure for periods that long.

In association with the speed-up of money growth, interest rates skyrocketed.
For example, the 3-month Treasury bill rate soared to 15.7 percent in December
1980 and the prime rate to 21.5 percent. However, since April, the Fed has been
doing what Chairman Volcker said it would do two Octobers ago. It is at last
controlling money growth. Since April, M11B growth has been checked and closely
controlled. In the latest 52-week period, it has grown only 5.2 percent. If the
Federal Reserve continues on this course, we will, over a period of years, reap
great dividends from this discipline. Inflation will be eliminated, interest rates
will be purged of their inflation premiums and long-term economic stability will
be promoted.

Already, we are beginning to receive some of these dividends. Short-term in-
terest rates are lower now than last December and inflation is declining. But
the path to a future without inflation, a future with reasonable interest rates,
economic stability and full employment will not be easy or painless. We are going
to take some bumps on the way. Nonetheless, although Congress can and I believe
will further constrain government spending, and this will help the Federal Re-
serve to stay on its present course, I see no alternative, even if the deficit remains
high, to the Fed's staying the new course of reducing money growth relentlessly
to a rate commensurate with our economy's long-term potential to increase output,
and keeping it there.



PREPARED STATEMENT OF JAMES TOBIN, STERLING PROFESSOR OF
ECONOMICS, YALE UNIVERSITY

In appraising monetarist policies in the United States and

the United Kingdom, I would like to distinguish between small

issues and big issues. . The emell issues concern which monetary

aggregates are the targets of policy, what control instruments

and techniques the central banks use, and how good their marks-

manship is. The big issues concern policy goals and tradeeffs

in terms of the economic outcomes that matter -- not monetary

aggregates but inflation, unemoloyment, orosperity, and real

economic growth.

The Bank of England and the British Treasury have, it haonens,

chosen a monetary aggregate -- sterling M-3 -- which lacks economic

significance and is very difficult to control. Nevertheless,

in a larger sense, the policies of H. M. government are thoroughly

monetarist; the Thatcher experiment is as pure a test of a policy

approach as history ever provides. In contrast, our Federal Reserve

commands techniques that keep its chosen monetary aggregates pretty

close to target. Yet the policies of our federal government are

on the whole less decisively monetarist than those of Mrs. Thatcher.

The Mechanics of Monetarist Control

One of the most over-rated events of recent years was the change

in operating techniques announced by the Federal Reserve two years

ago, the substitution of bank reserves for the Federal Funds rate

as the guide to day-to-day and week-to-week open market operations.



Under either technique, new or old, the guide is only an instru-

mental and temporary target, reconsidered and revised at every

meeting of the Federal Open Market Comittee or even between

meetings. Adjustments in it can be made, and have been made,

to try to keep the Fed's money stock targets on track. Those

targets are various monetary aggregates, just as they were before

October 6, 1979. Monetarist targets have dominated Fed policy-

making since 1970, particularly since 1974 when the Congress began

to require money stock targets.

Given the many slippages between actual Federal Reserve trans-

actions and any monetary aggregate (especially seasonally adjusted),

there is no control technique that can guarantee good marksmanship

from week to week. Indeed there are no measurement techniques that

can feed timely and accurate error information back to the controllers.

Nevertheless over three or four quarters either technique can sub-

stantially achieve money stock target. If the Fed fails to meet a

fourth quarter to fourth quarter target, it's most likely for de-

liberate reasons bad or good, not for lack of control. This was true

before October 6, 1979, and it's true now. It is not surprising

that the heralded revolution of October 1979 didn't accomplish any

miracles of monetarist marksmanship. Nor is it a matter of great

moment, except for those who stand to make profits by anticipating

interest rates and seek clues in deviations from target which they

expect the Fed to try to correct.



The folly of staking credibility on particular monetary aggre-

gates has been dramatized by events in both the U. K. and the U. S.

In recent years rapid innovations in transactions technology, fi-

nancial institutions, and government regulations have radically

altered demands for and supplies of various bank deposits and the

degrees of substitutability among them and between them, the lia-

bilities of nonbank intermediaries, and open market paper. The

Federal Reserve tried to cope with these changes by redefining

monetary aggregates, an exercise which clearly illustrated the

conceptual confusions and statistical ambiguities inevitably

involved in drawing a sharp line between things labelled "money"

and other assets.

No sooner was the exercise completed than further innovations

destroyed the contunuity of meaning of the new aggregates, notably

the new favorite M1-B . Consequently the Fed now has to correct

actual M1-B for the estimated impact of these changes -- specifically

the extension of NOW accounts to the whole country -- in order to

compare outcomes with targets.

M1-B targets for current and coming years implicitly envisage

continuation or acceleration of upward trends in income-velocity

whose erratic past is not understood and whose future is uncertain.

In these circumstances, tying the future path of the economy to Ml-B

targets would be madness. This is one reason why the Fed also appears



to take M-2 targets seriously. One explanation for holding

MI-B below the lower limit of the targeted bracket is that M-2

is at the top of its bracket.

One trouble with M-2 is that its growth rates reflect in-

termediation and disintermediation of trivial monetary or economic

significance. Lender L can accommodate borrower B either

directly, -- L buys B's commercial paper at 157 interest, --

or indirectly, -- L buys bank C's certificate of deposit at 14%

and bank C lends to B . If the direct route is followed, the

transaction affects no monetary aggregate. If the indirect route

is followed, it raises M-2. Insome circumstances, as this year,

tight money is associated with a shift of lending and borrowing

from long to short maturities. Since some short-maturity trans-

actions will take place through banks and other intermediaries, M-2

is increased. But the increase is not the symptom of any economic

development that requires further tightening of credit.

Similar ambiguities of meaning and difficulties of control

vitiate the usefulness of the Bank of England's chosen target,

sterling M-3. Once the Bank gave up the "corset," ie., direct

quantitative limits on intermediation, its control of M-3 was ex-

tremely loose and indirect. Lacking a system of effective cash re-

serve requirements like those in this country, the Bank of England

tries to influence intermediation by operating in securities markets

to affect the interest rate spreads between bank transactions and those

in open markets.



Monetary Restriction, Credibility, and Disinflation

What really matters, however, is not precision in hitting

particular monetary targets, but the overall thrust of policy quarters

and years. Chairman Paul Volcker has tried to make that clear for

the-United States. Suppose the velocity of Mi-B turns out to be

higher and to rise faster than anyone now contemplates. Then the

Fed's Mi-B targets would support much more rapid growth of nominal

GNP -- total dollar spending for goods and services -- than Volcker

and his colleagues expected when they set the targets. Which would

take precedence, the numerical MI-B targets or the economic scenario

they were intended to bring about? Volcker left no doubt it would

be the latter:

Setting precise targets has inevitably involved us in con-

sideration of the effects of technological and regulatory change

on monetary measures. Those technical considerations should

not obscure the basic thrust of our intentions -- that is, to

lower progressively effective money and credit growth to amounts

consistent with price stability. We believe that the targets for

both 1981 and 1982 and our operations are fully consistent with

that objective.

I have often emphasized that money supply data -- like many

other financial and economic data -- have some inherent instability

in the short run. The trend over time is what counts, both as a

measure of monetary policy and in terms of economic effect.

In both the U. S. and the U. K. the objective is to eliminate

inflation by gradually but relentlessly reducing the growth of nominal



GNP. In the United States, for example, 10-12% growth of nominal

GNP in the late 1970s would accommodate 2-3% norml real growth

plus 7-101 inflation. If the Federal Reserve suceeds in a few

years, as its Chairman promises, in limiting nominal GNP growth

to 2-3% per year, then we will have normal output growth only if

there is zero inflation, and we will have declining output if the

inflation rate is above 3%. Chairman Volcker's true message is

that the Fed will stick with its disinflationary policy no matter

what. No matter how long it takes, how much unemployment it takes,

how deep a recession it takes, the Fed will not rescue the economy

until inflation has been expunged. This is also Mrs. Thatcher's

policy, and so far the wreckage of the British economy has not

lessened her resolve.

Candid advocates of this policy know that it entails a transition

of several years and considerable real damage to the economy during

the transition. They place great emphasis on the credibility of the

policy. The faster wage and price inflation melts, the shorter the

transition and the less the damage. If workers, unions, and employers

understand this, their interests in jobs and profits will lead them to

speed the disinflation. They must understand above all that the

monetary authorities will not give in, will not any longer accommodate

persistent inflationary wage and price trends even to reverse recessions

and restore employment.



With respect to credibility, the Thatcher experiment in the

U. K. is in a mch stronger position than the Volcker experiment

in the U. S. Mrs. Thatcher speaks for the whole government,

and she speaks to the entire nation. Mr. Volcker speaks for one

agency, and he speaks to a small specialized clientele. The

success of the policy depends on the negotiations, actions, and

decisions of workers, union leaders, and businessmen throughout

the nation. Most of them do not know who Volcker is, what the

Fed is, what MI-B is, or what it all means for their particular

jobs and sales. President Reagan has definitely not out his

prestige and charisma behind Volcker's threat. To the contrary

bhe President has promised the country disinflation without pain,

indeed disinflation during a period of unsurpassed prosperity and

accelerating real growth. Volcker's policy can grind away these

illusions, but the time and damage required to make his policy

succeed will be greater than if the policy enjoyed more credibility

and understanding among workers and businessmen.

Even with the enhanced credibility of Presidential sanction,

the policy would face tough sledding, as the U. K. example already

indicates. Even if a particular union and employer believe and

understand the economy-wide implications of monetary policy, whether

they disinflate or not depends on whether they think other workers

and firma are and will be disinflating, What's the use of accepting



wage increases lower than others have been getting if no one

else is going to do so? The purpose of incomes policy, e.g.

guideposts with tax inducements to conform, is to engineer a

mutually assured disinflation. Making the guideposts decline at

the same pace as the targets for nominal GNP growth would bring

about disinflation without great damage in extra unemployment

and loss of output.

To conclude, I understand and admire the determination of

Paul Volcker and his colleagues. I understand why they say that

they will persevere in their crusade to eradicate inflation re-

gardless of the transitional costs to the economy. In my opinion,

reinforced by observing the British scene, those costs will be

very large. I doubt that such a momentous decision should be made

by the central bank alone. It should be made by the President and

the Congress, and clearly explained to the American people. This

would increase its prospects for success, and reduce the transitional

damage. But as a further auxiliary to monetary disinflation I would

recommend a tax-based incomes policy.

This and other committees of the Congress concerned with mone-

tary and fiscal policies would be well advised to address squarely

these large issues of strategy. In comparison, questions of which in-

termediate monetary aggregates, if any, the Fed should target and

which operating procedures it should use to reach those targets

are distinctly secondary.



Senator PROXMIRE. Professor Meltzer, will you start us off please?
Incidentally, I think I have a copy of your article.

STATEMENT OF ALLAN H. MELTZER, PROFESSOR, GRADUATE
SCHOOL OF INDUSTRIAL ADMINISTRATION, CARNEGIE-MELLON
UNIVERSITY, PITTSBURGH, PA.

Mr. MELTZER. Senator, I have an article entitled "Tests of Inflation
Theories From the British Laboratory" on the British problem and
I'm not going to read it or summarize it except briefly to make some
comparisons between what went on.

Senator PROXMIRE. Would you like us to have the article printed in
full in the record?

Mr. MELTZER. If you would like.
Senator PROXMIRE. We would be happy to include that article in

the record at the end of your testimony.
Mr. MELTZER. Senator, I notice you.don't have the light that was so

familiar from previous hearings, but I will try to stay within the time
limit.

Senator PRoxmE. That's because I have no control over this room
at all.

Mr. MELTZER. Let me try to answer the questions that were contained
in your letter of invitation.

First, is the monetary approach to economic policy fundamentally
sound in theory? Of course, you know my answer to that is yes. I think
that the program, which to me means a program of sustained gradual
reductions in money growth accompanied by cuts in the growth of
spending and in tax rates, is a program that will over a period of 2
years reduce inflation and stimulate the real sector of the economy. I
have little doubt that the program will be effective and I think the
only doubts one can have about that program is whether, as the costs
begin to accumulate, Congress and the administration, of whatever
political persuasion, will be willing to remain with the program, to
stay with it long enough to get those gains.

During the period of transition, there are things that can be done
I believe, which help to make the program more credible and there-
fore less costly, and I think some of the things we learned from the
British experience help us to understand what can be done to reduce
the cost.

Let me begin by describing briefly some of the six major points of
what was called the medium term plan that Mrs. Thatcher's govern-
ment offered when it came into office.

First, there was supposed to be a reduction in money growth meas-
ured by a particular measure known as sterling M3. This measure
roughly corresponds to one of our broad measures like M2. The plan
called for sterling M3 to grow by 9 percent in 1980-81 and 6 percent
in 1983-84. That has not been done. Some other constructive steps have
been taken in the monetary area but the target for sterling M3 which
the Thatcher administration emphasized were not achieved.

As part of her program, Mrs. Thatcher urged the Bank of England
to adopt the tactic of controlling the monetary base. After 2 years ofnegotiation between the Bank-and it's important to understand that



the Bank is not an independent arm of government the way the Federal
Reserve is-nevertheless, after 2 years of negotiation, I think a fair
assessment of what has happened is that the Bank has moderated its
policy in name but not in fact; it continues to aim at interest rate
targets and therefore leaves itself open to whatever vicissitudes of the
credit market there may be. Although the monetary base has declined
and the rate of inflation has fallen, that has been an inadvertent side
effect of a policy which was not carried out.

Seconu, the program soug-t to reauce the real value of Government
expenditure. You mentioned earlier that one of the things which
might help would be an incomes policy, but in fact the history of Brit-
ain has been one in which private sector wage agreements have not
been the problem. Private sector wage agreements are in a range of
4, 5, 6, or 7 percent; well below the current rate of inflation.

The probiem has been public sector wage increases. The Government
did not have a formal program for public sector wage increases in its
first year. Mrs. Thatcher promised when she was campaigning for
office tnat she would accept comparability studies to set public sector
wage contracts. In a year in which private sector wage contracts were
in the neighborhood of 13 or 14 percent or lower, public sector wage
agreements were in the neighborhood of 27 percent.

Those wage payments not only had a very serious effect on the
budget, but they also had a serious effect on the credibility of the pro-
gram. The pubiic did not elect the Conservative government in order
to increase the size of the public sector. It elected them to reduce the
size of the public sector. Those public sector pay increases were a sub-
stantial break in the policy of reducing the growth of Government and
transferring resources from the public sector to the private sector.

Mrs. Thatcher campaigned on a program to reduce income tax rates.
Immediately after taking office she reduced tax rates. It's interesting
to see what happened. The minimum tax rate was cut to 30 percent.
The maximum tax rate was cut from 82 percent to 60 percent. Those
tax reductions were accompanied by an increase in taxes on consump-
tion so that the effect was not only to reduce the amount of progres-
sivity in the schedule but the aim was to slow down the growth of the
public sector. The purpose was to increase saving.

Almost immediately upon their enactment the savings rate in
Britain jumped by 2 percentage points and has remained higher than
anything achieved in recent years. It seems reasonable to conclude that
while the tax changes may not have been the sole cause of that change
in saving rate, nevertheless they were a contributory factor. As a con-
tributory factor, they raised the amount of savings in the economy and
raised the savings ratio above anything that had been experienced
within the previous 5 years.

When combined with the inability to cut the public sector budget
and the inability to hold back the public sector pay increases, the com-
bined effect of the program was to finance a deficit at very high real
and nominal interest rates without much increase in private invest-
ment. The share of income going to investment remained about where
it had been in the previous 5 years.

There have been some successes. The rate of inflation was brought
down. As you mentioned, the reason for that was largely the result of
reducing the growth of the monetary base and allowing the exchange
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rate to float. The tax program stimulated an increase in the savings
rate but it was not possible under the circumstances of Britain at that
time to get more savings into investment.

In addition to the programs which I have mentioned, Mrs. Thatcher
came into office with a program to reduce subsidies to corporations.
That program has had what I would have to describe as modest
success.

In order to understand the British experience and its relevance for
us, one has to understand that many of the problems in Britain differ
from ours. When the national Government cuts tax rates, local govern-
ment expenditures are supposed to be reduced. The local governments,
in many cases, don't reduce their expenditure. Instead, they increase
what are known as the rates. Those rates are simply local taxes. Many
of those taxes fall on businesses. So you have the situation in which the
national Government reduces tax rates for business in order to stimu-
late investment; the budget program doesn't achieve its cuts; the local
governments increase the local tax rates and many of those fall directly
on business, and so the stimulus to investment from lower taxes isn't
there.

Private sector prices are rising at a very much lower rate than the
reported rates of inflation. One reason for the difference is that the
Conservative government has brought down the rate of growth as a
byproduct of the Bank of England's monetary policy. At the same
time, efforts to cut the prices or to cut the budgets of some of the public
sector monopolies-for example, the British Gas Corporation, a wholly
owned subsidiary of the Government-those efforts have not been suc-
cessful. As the budgets are out, the British Gas Corporation raises its
prices. Now it would take a very fine microscope to find the difference
between an increase in those gas prices and the increase in an excise tax
on the use of gas. Instead of having the budgets come down in the
public sector, the Government has in fact increased taxes, both directly
through additional taxes on oil and gasoline and various consumption
items and through the behavior in the public sector monopolies. The
public sector monopolies have not been controlled effectively by the
administration.

To summarize the experience, I would say some things have worked
very well. The unplanned reduction in the growth of the monetary
base has brought down the rate of inflation. The Government has not
succeeded in reducing Government spending. It is now making some
additional attempts following the recent Cabinet changes.

We must not stress the similarities between Britain and the United
States. Britain has a very different economy from ours. Much of the
unemployment, for example, is concentrated in the north. During the
previous 5 or 6 years of Labor governments, £9 billion, roughly $18
billion, was spent to modernize and expand industries like steel and
automobiles. Under the Thatcher government, an additional £6 billion
has been paid to contract those very same industries. One has to agree
that one or the other of those expenditures was wasteful-perhaps
bothn were.

The problem in Britain is made much more severe by the fact that
the unemployment is concentrated in the north. There are jobs in the
south but there are subsidies on rents and to local people, for example,
in Liverpool, where the unemployment is approximately 18 percent.



People do not move into London where the unemployment rate is sub-
stantially lower or to the southern part of England where there are
jobs because of the high housing subsidy and rent control laws. These
discourage building in London. The absence of houses in London re-
duces mobility. There isn't the mobility that we observe from Mich-
igan to Texas as the job mix in the United States changes. We don't
find that mobility in Britain, partly because of housing policy which
has not been corrected.

So when we look at the high cost that has been paid in Britain to
repair some of the damage clone during the past 20 years in Britain,
we should not extrapolate to the United States. We are a more mobile
society and we have had much greater success up to this time in cutting
the size of the public sector.

To answer the first question-the first and second questions-have
these policies worked; they have produced some gains. They have
produced some very high costs. Some of these costs are a result of the .
policies. Some are the result of structural features in the British
economy supported by laws that make it very difficult to obtain the
mobility that would be required to shift resources from old industries
to new industries.

In looking at the British experience, one must bear in mind one
important feature that I hope we will be able to duplicate. Produc-
tivities in the industries like steel and automobiles, the old industries
in Britain, have gone from very, very low rates or even negative rates
to rates of 6 percent maintained for two or three quarters now.

Part of those gains are the result of elimination of overmanning in
those industries. Before the recent policy began, people who were un-
employed were kept at their jobs by the payment of subsidies. Un-
employment was hidden.

One of the effects of the Thatcher program, the Conservative pro-
gram, has been to get that unemployment out in the open where it
becomes a national problem and where constructive action can be taken
to reduce it. Some of the people who are laid off in the overmanned
industries find new jobs. To that extent, the society is better off not
only because the workers find employment with higher productivity
but because the productivity of the remaining workers goes up. But
some of the unemployed go into prolonged, maintained unemployment,
exacerbated by these problems in the housing and other problems, that
I have not talked about but will be glad to develop.

It is too soon to say that the program is either a success or a failure.
It is a success in some dimensions and certainly much less than a suc-
cess and perhaps a failure in others.

Can we-and that's the important question-avoid the very high
costs? I believe we can. I think there are certain things we need to do
at this point.

Instead of having the Secretary of Treasury leaning on the Federal
Reserve to ease up on its policy in the face of the first mild increase in
unemployment, we should have exactly the opposite response. The
administration should be leaning on the Federal Reserve saying:

We support your policy. We want it to be credible. You ought to reduce the
money targets for 1981 and begin now to aim at the 1982 target. That way we
will reduce the expected rate of inflation and we'll convince people the adminis-
tration intends to stay on course through this mild recession.



We believe there are other things that the administration can do. It
could improve its debt management policy. At the present time the
debt management policy is a disgraceful policy. The administration is
selling bonds to the public at rates of interest which bet against the
policy the administration has announced. No private corporation-no
major private corporation-is willing to sell long-term bonds at cur-
rent rates. The administration does so every month. It creates a set of
circumstances which I believe are harmful to the achievement of its
policy and which bet against the success of the policy. I believe Con-
gress out to hold hearings on the question of debt management. It
ought to lean very hard on the Secretary of Treasury to improve
debt management. Better policies are available.

Also, I believe that the administration should come through with a
credible forecast of what its policy is going to do. The administration
has a forecast. It has a policy. The two have been inconsistent from

. the very first day. No one knows whether, when forced to choose, the
administration is going to increase taxes to balance the budget, inflate
or cut expenditures. Everyone knows that it has to make such choices.
The administration should produce a credible forecast of what its
policy will achieve, both in the reduction of inflation and in the in-
crease in real growth. The increase in real growth will be less than
what they have forecast; the reduction in inflation will be greater than
what they have forecast, if they sustain their policies. A great uncer-
tainty is whether, before 1985 when the tax structure is indexed, this
administration will do what every other administration in the past
has done-reinflate to try to balance the budget. That's what the
market fears. When the Secretary of the Treasury, at the first sign of
difficulty, leans on the Federal Reserve and asks them to increase the
growth rate of the money stock, those fears increase. I

I believe we can make the costs of disinflating lower. Given the com-
mitment to indexing taxes that we now have, we have to recognize
that the tax system will no longer be the vehicle by which the budget
can be balanced. That means that there must be not just a temporary
holddown in spending but a permanent reduction in the growth of
Government spending.

There have been resolutions before. the Congress. I believe you were
the author of one of them, Senator, to try to reduce the growth of Gov-
ernment or reduce the future deficit, and make it difficult for Congress
to vote for deficits. Actions of that kind which tie the Congress and
the administration firmly to the current policies are steps which in-
crease the credibility of the policy and lower the social cost of getting
from where we were to where we want to be. Thank you.

Senator PnoxMrIRE. Thank you, Mr. Meltzer. i
[The article refer ed to by Mr. Meltzer follows:]
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Tests of inflation theories from
the British laboratory
AIlan H. Meltzer

The first two years of the Thatcher government have brought neither overwhelming
success nor outright failure. A more insistent regard for monetary control and a
more effective grip on public spending could however yield lasting benefits

The British elections of 1979 that made Margaret
Thatcher Prime Minister and brought the Conser-
vatives to power were perceived everywhere as a
decisive shift in direction. The Conservative
programme called for reductions in eases and
spending, lower inflation, greater incentives, fewer
subsidies and more private responsibility. A mixture
of bef; hope and anticipation spread through the
fnancial markets and the business sector when it
became apparent' that the voters would tolerate,
perhaps even demand, a programme of this kind.

Two years later the most vocal critics include those
who had been the most jubilant. The Confederation
of British Industries, much of the financial press,
many in the City and members o the government
privately and publicly criticise the government's
policy and favour a less austere, less costly, more
humane way of reducing inflation, expanding the
economy and increasing incentives.

Inflation has continued in Britain for more than
twenty years. During this period, output (gross
domestic product) rose at an annual average rate of 11
per cent a year, bar consumer prices rose more than 8
per cent, and real output rose less than 3 per cent
on average. The rate of growth of real product is
slower in the second ten years than in the first, and
the rate of price increase is faster. Output rose at an
average rate of 14-8 per cem in the seventies, but
consumer prices rose by 12-5 per cent and real
output rose by little more than 2 per cent a year.

The ten-year averages, ofcourse, mask considerable
year to year variation. During the sixties the annual
rate of increase of consumer prices was never above
5-5 per cent. For the seventies, the annual increase
was never less than 6 per cent and in four of the ten
years exceeded 15 per cent.

The decade average rates of increase are useful for
measuring inflation - the sustained rare of increase
in a broadly-based index of prices. Annual rates of
price change vary around the average and are a much

poorer measure of inflation. The most important
differences are the result of one-time changes in the
price level that follow large changes in oil prices,
devaluations or revaluations of the currency and the
imposition or elimination of the distorting influence
of price controls. Temporary reductions in the rate of
inflation that occur during postwar recessions, but
have not. been sustained, are another cause of
differences between annual rates of price change and
the sustained rate ofinflation.

Currently, there is a recession in Britain. The
slower rate of price increases observed in recent
months may not persist; the sustained high rate of
inflation of the seventies may continue into the
eighties. Firm conclusions about the final success, or
failure, of the policies of the Thatcher government
cannot be drawn until after the economy recovers.

Some preliminary conclusions do not depend on
the ultimate success or failure of the government's
plan, however. It is not too soon to compare promises
with initial performance, to see where the govern-
ment has carried out its programme, where it has
reneged or so far failed to accomplish its announced
aims; and to look into the reasons for initial successes
or failures. The British experiment offers a test of
several current explanations of inflation, so it is useful
to look at the early results of the test to see what can
be learned about the explanations and about the

TABLE I THE BRMSH EXPERIENCE
Average rate of change

1% Der year 195949 1969-70
Money 'Ml) 3-0 13-0
Consuner Pnces 3-4 12.5
Real gross dormestsC Product 3-1 2 1
Emotoyment 0.5 0.1
Value of exports S t9 17-8
Value of moorts 5-7 17-8
Source: Feoeral Reserve Bank. St. Louis
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ability of democratic countries to end stagflation, an
affliction common to many countries.

Sustained inflation in Britain kept pace with the
rate of increase in the money stock, currency and
checking deposits - Ml. Table I shows that the
decadal average rates of inflation for the sinies and
seventies are within 0*5 per cent of the average rates
of growth of money for the same periods. Real output
rose faster in the earlier than in the later decade.
Employment rose more slowly in the seventies, so the
average growth of ourput per employed worker differs
by only 0-5 per cent in the two periods.

Major policy changes
Slower growth in the seventies occurred in many

countries, and the decline in the growth of output per
man in Britain is much smaller then in Germany or
Japan, countries with much lower rates of inflation.
Rates of change of exports and imports, in current
prices, increase by almost identical percentages from
the siries to the seventies, so inflation has little effect
on the real value of the trade balance. In fact, the 9
per cent to 10 per cent increase in the average rare of
inflation has little discernible effect on any ofthe real
variables in the table. Whatever effects occurred are
hidden by the averages or broad aggregates.

The economy that Mrs Thatcher's government
inherited in the spring of 1979 was operating close to
the averages for the decade. The new government
announced a medium-term programme to increase
real growth and reduce inflation. Six major policy
changes - the medium-term plan - were announced.
1 To slow-inflation, the government proposed a
gradual, sustained reduction in the rate of growth of
money to an average of 9 per cent in 1980-81 and to 6
per cent in 1983-4. A broad measure of money that
includes time deposits, known as sterling M3, was
chosen as the target.
2 To slow the growth of government, the plan called
for a reduction in the real value of government
spending of approximately D,3-5 billion below the
1979-80 budget. A reduction of this magnitude would
reduce real government spending (at 1979 prices) by
S per cent in four years.
3 Increased incentives were given for private saving
and for investment. Marginal income tax rates were
reduced from 33 per cent to 30 per cent for the lowest
bracket and from 83 per cent to 60 per cent for the
highest bracket. Other tax adjustments were made to
enouarage investment.
4 To keep the deficit from rising precipitately
following the tax reductions, taxes on consumption
were raised. The targets for the public sector
borrowing requirement for 1979-80, and 1980-81,
including the central government deficit and
borrowing by public corporations, were set at
£8-Sbillion and C7billion (at 1978-79 prices)
respectively.
5 Subsidies for state enterprise and private
corporations were reduced, and publicly held shares

in several state enterprises were to be sold.
6 In October 1979, exchange controls were removed.
Britons were permitted to invest in foreign securities
without restriction.

The government proposed the type of monerarist'
programme advocated by the Shadow Open Market
Committee and the Banking Centre at London s City
University - floating exchange rates, gradual
reductions in the growth of money, cuts in
government spending and in tax rates. Reductions in
marginal tax rates were described by the Treasury, the
press and many commentators as 'supply-side' or
incentive tax cuts introduced to stimulate real output.

There has been little effort to confront the unions
or to break their power. The government has
eschewed wage and price controls, guidelines and
interference in collective bargaining. Even at
nationalised firma, unions were expected to bargain
with management, not with the prime minister.
Occasionally, threats were made or legislation was
introduced to permit competition in public services,
such as mail delivery, but these actions were taken or
proposed to increase efficiency, not primarily to
reduce the political power of the trade unions. Recent
political developments in the Labour party have
increased the power of union officers within the
party.

The first two years under the Thatcher
government brought neither overwhelming success
nor outright failure. Inflation slowed, to the lowest
rate in many years, but has increased. Unemployment
increased and is now at the highest rate in many
years. The share of income saved increased,
dramatically, but the share of income invested in
plant and equipment remains close to its recent
average.

Renewed surge
Mrs Thatcher's government has not been able to

control public spending or the size of the public
sector borrowing requirement. As the chart shows, the
borrowing requirement* declined shortly after the
Thatcher administration took office, but the decline
did not last. Failure to reduce the growth ofspending,
combined with the loss of revenues during the
recession, contributed to the renewed surge in the
borrowing requirement in 1980. Of the two causes,
the failure to control spending is, by far, the more
important because it shows a failure to carry out the
government's programme and because it suggests that
the budget deficit will be closed only, if at all, by
future tax increases. The government has moved in
that direction by increasing taxes on oil.

In fact, the budget position is worse than a quick
glance at the borrowing requirement shows. A careful
reading of the government's planned spending in its

*The prcpal diArne. berween public sector borrwing and
comral oernmet borowng a borrowing by public
corporns
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first full fiscal year shows little evidence ofan effort to
cut spending permanently or to reduce the size of the
public sector. There are four clear signals.

First, the government did not cut spending on
government consumption or transfer payments but
proposed to increase the share of spending in these
categories relative to the budget. The 1980 budget
asked for an increase of almost 19 per cent in total
government expenditure on current and capital
account. Spending for government consumption of
goods and services was scheduled to rise 23 per cent
and grants to persons, transfers, by 19 per cent. The
two items - government consumption and transfers
- include 72 per cent of total spending. By allowing
these items to increase relative to the budget and
relative to gross domestic product, the government
raised doubts about its determination to carrv out the
reductions in the relative size of government and in
future tax rates. A central feature of the medium-term
strategy to reduce inflation and increase the growth of
real incomes was placed in doubt.

Not outstanding
Secondly, subsidies to business and housing and

capital spending are the sections of the budget in
which relative reductions are largest. The 1980-81
budget continued the trend that started in 1975.
From 1975 to 1979, the share of spending for
subsidies declined from 7-2 per cent to 4-8 per cent.
The Thatcher government cut another 0-4 per cent, a
desirable but not an outstanding performance.
Similar comments apply to the reductions in
spending for capital formation. Further, much of the
capital spending is deferred, not eliminated.

Thirdly, the government has not taken decisive
action to reduce the size of the civil service. An
announced reduction of 50,000 jobs planned by the
previous Labour government included elimination of
no more than 10,000 current positions. Failure to
reduce government employment and the rate of
increase of government wages is a major failure. The
failure is remarkable in view of the relatively large
size of the public sector. Table 2 shows cross-country
comparisons of the approximate share of the labour
force employed in the public sector. While such
comparisons are not precise, the difference between
Britain and other developed countries is striking. A
reduction to the US ratio, 15 per cent, would remove
more than I million public sector jobs.

Fourthly, the budget submitted in March 1981
surprised many forecasters by providing for tax
increases instead ofthe U-turn in policy that had been
discussed widely. The government proposed tax
increases to show its continued commitment to the
medium-term strategy. The strategy called for the
decline in the borrowing requirement to be achieved
together with a smaller public sector, however. Tax
increases to support an unchanged, or larger, public
sector call into question the commitment to reduce
the relative size of government.

Sorc ineresna Ban Crac Anays

Failure to reduce government spending raises
doubts about the government's ability to control
inflation. Inflation has fallen, particularly in recent
months. The problem people face is deciding whether
the reduction is permanent or temporary.

The problem arises because inflation has been
reduced in the past. As recently as 1978, consumer
prices rose only 8 -3 per cent, but that performance was
preceded by a 16 per cent, and followed by a 13 per
cent, rate of interest. What reason do people have to
believe that the Thatcher government will succeed
where others have failed?

So far, they have not much on which to base their
faith other than the almost visible determination of
Mrs Thatcher. Against her image as a strong,
committed leader, stands considerable past
experience and three currently disturbing items. One
is the past record of central bank policy in Britainand
the United States, a record that shows no evidence of
sustained commitment to anti-inflationary monetary
policy. Another is the combination of fiscal and
monetary policy; central bankers complain frequently
about the size of public sector deficits, but just as
frequently they finance a large part of each deficit,
increasing money growth in the process and building
a base for higher inflation. A third disturbing item is
the rising political pressure, particularly from large
firms in the public and private sectors and from
members of the Cabinet, to moderate or reverse the
announced policies.

The main problems with central bank policy in
Britain (and the United States) arise because of the
central banker's excessive concern about interest rates
and the frequent neglect of money growth. Targets
for money growth may be announced, and strong
commitments made to monetary control, but practice
differs from promise. When total demands for bank
credit by government and the private sector decline,
open market interest rates fall. Central banks can
delay the fall by slowing money growth, .and they
generally do. Money growth collapses as we enter
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TABLE 2: SHARE OF LABOUR FORCE IN PUBLIC EMPLOYMENT
Year

Country 1950 1960 1970 1980*
Brtain 12 1 12-6 16-4 20-7
France 6.5 9-3 11 .4 13-4
United States 8 7 10.9 14 1 15-3
West Germany n.a. 6-6 8.8 11-5
Source: Unted Nations. e is UN estrnate tor 1980.

recessions, and since the error is symmetric, money
growth soars during expansions.

The problem arises - and cannot be avoided - if
central banks continue their traditional approach.
The reason is that no one can predict interest rates
accurately. In current jargon, interest rates are a
random walk; or, in simpler language, there is no
information in past interest rates, money growth or
other variables that can be used to make accurate
forecasts. One must guess, or forecasi, future
economic activity, budget deficits, balance of trade,
inflation and other variables and use these forecasts to
predict future interest rates. If central bankers could
forecast reliably, there would be much less difference
between policies to control interest rates and policies
to control money. They would achieve their targets
for money growth.

The persistent pattern oferrors is revealing. The fact
that money growth is above targets during periods of
expanding real activity or surges of government
borrowing suggests that central banks underestimate
demands for credit when credit demand rises; they set
interest rates too low and allow money growth to
aceed the announced targets. Like the rest of us, they
cannot know at the time whether the excess growth of
money is peraistent or temporary.

If they treat the excess growth as temporary, and it
persists, there is a surge of unanticipated money
growth, increased demand for borrowing at prevail-
ing interest rates, new fears of inflation and a further
diminution of the dwindling stock of central bank
credibility. If they guess or forecast correctly, there is
no error. Money growth remains under control. It is
the failures - failures that cannot be avoided if
central banks set target rates of interest - that have
caused central banks to become the engines of
inflation and recession in Britain and in the United
States.

Related problems
Recent British experience shows how the process

works in Britain. The Thatcher government failed to
reduce the growth of public spending. The public
sector borrowing equipment exceeded its target by a
large amount. The central bank kept the interest rate
at which banks borrow constant, so LM3 exceeded its
target. Since the central bank can never control both
interest rates and money growth, setting the interest
rates allows the market to determine the rate of
money growth.

Excess public spending, larger than expected

budget deficits and the growth of money in excess of
target are related problems. The relation would
disappear, if the central bank changed its operating
procedures and permitted market rates to fluctuate as
much as is required to control money. The excess
deficit would then be financed by domestic saving or
by foreigners, but money growth and inflation would
fall.

Poor indicator
A major problem of reducing inflation in Britain,

and in the United States, results directly from central
bank policy. Now that the recession has ended,
money growth - measured by the monetary base and
Ml - is rising. Continuation of high money growth
implies that the high price paid to reduce inflation in
1980 and 1981 will not produce a lasting reduction in
the growth of money. People have learned. from past
experience, that money growth is higher in recovery
than in recessions, so they now anticipate the surge in
money growth and inflation. Anticipated inflation
remains high and cannot fall until there is evidence
that central policy will reduce the growth of money
during the expansion that is now under way.
Continuation of traditional monetary practice means
that inflation will rise in 1982.

My claim that central bank policy prevented money
growth from falling in 1979 and 1980 raises an
important question. Why did the rate of inflation
declinefrom 13-4percentin 1979 to8-5 percent in
the third quarter of 1980?

A glance at the chart on page 26 shows thae there is no
evidence of any sustained reduction in the growth of
sterling M3, the measure of money that the Bank of
England and the government use to describe mone-
tary policy. The mid-point of the target rate of annual
money growth for 1980-81 was 9 per cent; the twelve-
month growth rate for 1980 was 20 per cent. More
importantly, there is no evidence of any sustained
reduction in the growth of this much-discussed
aggregate at any time in the recent past.

There are two reasons why sterling M3 is an
exceptionally poor indicator of recent monetary
policy. One is well known; changes in technical
regulations caused a re-classification ofbank liabilities
and a large increase in sterling M3 in the summer of
1980. Few observers believe that the annual growth
rate of money is as high as 20 per cent or believe that
the large jump in measured growth during the
summer of 1980 will cause an equivalent jump in
prices.
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The second reason tells a great deal more about the
effects of recent policy in the British economy. In
1979, the Thatcher government reduced income taxes
and raised taxes on expenditure shortly after taking
office. The effect of this shift in taxes, reinforced by
subsequent increases in excise taxes, is to shift some
of the tax burden from income.to consumption. For
those in the highest marginal tax brackets who paid
from 65 per cent to 83 per cent of their taxable earnings
above L14,000 as taxes in 1978, the tax shift increased
the incentive to save and earn.

Saving has increased - both absolutely and relative
to income. In the four quarters before the tax change,
Britons saved less than 13 per cent of income after
taxes; in the next four quarters, the average saving
rate was close to 15 per cent. The recent rate is at least
two percentage points higher than in any of the past
five years.

There was no comparable increase in capital
spending for plant, equipment and housing. In the
four quarters before the tax change, the share of
British GNP invested in fixed capital - including
replacement was 17-6 per cent. During the next four
quarters, the average share was 17-9 per cent. Both
numbers were below the average for the previous four
years.

Not matched
The additional share of income saved was nor

matched by additional investment in plant and
equipment. Private sector sterling time deposits
increased 25 per cent in 1980; this increase, more
than £9 billion, is far larger than the additional saving
that followed the shift in taxes from income to
consumption. The high growth of sterling M3 was
more than sufficient to absorb all of the additional
saving stimulated by the tax shift.

Most measures of money growth convey similar
information about monetary policy and future
inflation, once allowance is made for differences in
trend. Deviations from trend are generally in the
same direction and occur at about the same time.
Regulations and structural changes may alter the
relations between the growth rates and most observers
are familiar with the periodic distortions caused by
regulation of interest rates in the United States. Tax
policy-appears to have caused a similar distortion in
Britain. - -

The higher saving ratio in Britain added much
more to time deposits, included in sterling M3, than
to (non-interest bearing) demand deposits or
currency, the principal components of Ml. Mil and
the monetary base - bank reserves and currency -
show very similar patterns. Growth of Ml, the
monetary base and other indicators that exclude time
deposits declined markedly in 1980. The growth rate
of the monetary base for the year ending in the first
quarter of 1979 was 14-8 per cent; by the fourth
quarter of 1980, the annual growth rate of the
monetary base had fallen to about 5 per cent.
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High interest rates reduced the growth of base
money and stimulated the demand for .savings.
deposits. The increased saving, following the tax
change, flowed into the banks as savings deposits,
raising [M3 relative to Ml.

Slavish attention to sterling M3 has hidden the
substantial deceleration of money growth from public
view, from the Bank of England and the government.
The financial press, economists and others have
called attention repeatedly to the government's failure
to reduce money growth. These comments and
criticisms neglect the effect on the growth of time
deposits and sterling M3 of the increased rate of
saving. Monetary policy in 1980 was substantially
less inflationary than is commonly recognised. And
the rate of inflation fell sharply, after more than a year
of anti-inflationary monetary policy.

A common view in Britain and the United States is
that inflation occurs because monopolists raise their
prices. The most commonly cited monopolists, parti-
cularly in Britain, are the trade unions, and a
common, or widely repeated, view teaches that
inflation cannot be reduced until the power of the
unions is curtailed. Sophisticated versions of the
argument recognise that unions cannot create
inflation without the help of the government or the
central bank. Unions are said to 'cause' inflation,
however, by raising wage demands excessively,
creating unemployment and forcing the government
to expand money growth and increase inflation to
reduce real wages and restore employment.

Mrs Thatcher's government has not chosen to
confront the unions and has either postponed or
rejected efforts to pass legislation that reduces the
power of the trade unions. Yet inflation has declined
and so has the rate of increase of money wages. The
annual average rate of real wage increase for the first
three-quarters of 1980 remained between -0-5 per
cent and + 1 5 per cent, not very different from the
average rate of increase in 1979. More importantly,
the average rate of increase of real wages is not
strikingly different from the average productivity
growth of 1-5 per cent in recent years.

Main reason
Neither measured productivity growth nor

increases in real wages has adjusted smoothly to the
anti-inflation policy. Unemployment increased, in
part the result of layoffs and firings in the over-
manned, nationalised industries, in pare the effect of
recession. But the government has not invoked
guideposts or imposed formulas for wage and price
changes, and Mrs Thatcher has given evidence of her
intention to continue the anti-inflation policy without
relying on any type of direct pressure.

Private sector unions have reduced their demands,
following the reductions in the rate of inflation.
Unions in the public sector and civil servants have
gained relative to the private sector. These gains in
public sector wages are a main reason that the
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government budget and the public sector deficit have
continued to rise.

A second coniecture about government policy,
known as 'supply side economics', has attracted a
following in the popular press. No careful statement
of this position has appeared, as far as I know, but a
number of popular versions exist.

The main point emphasised by supply-side
economists it the stimulating effect on real output
and employment that can be had if marginal tax rates
are reduced. The correctness of this point is not in
dispute. The patron saint of classical economics -
Adam Smith - would be pleased to learn that this
ancient wine has been repackaged in a form accept-
able to modern politicians.

Basic point
No economists should deny that an increase in real

and after-tax returns to labour or capital increases the
amount of these productive factors offered for sale.
The point is basic to economics. The problems start
when we try to follow the rest of the argument,
particularly the parts about gvernment spending and
inflation. Supply-side economists emphasise tax cuts,
often deny the importance of spending cuts, and
suggest at times that a reduction of marginal tax rates
is an anti-inflation policy. The argument is that as
output increases, spending and the quantity of money
demanded increase. With constant money growth and
faster growth of real output, inflation falls.

Spending reductions ar not emphasised in the
theory of supply side economics, but the reasons are
not entirely clear. Higher real growth raises the level
of real income. If government spending grows at an -

unchanged rate, the share of output allocated, or
transferred, by government falls or rises more slowly.
Unless there are rapid, dramatic changes in real
growth, a large part of the tax reduction is temporary,
*not permanent, and has no lasting effect on the
allocation of resources.

The sizeable reduction in marginal tax rates in
Britain has not had the effects predicted by supply
side economists, at least not yet. Saving increased
relative to income, but investment did not. The
deficit did not decline. Inflation declined following
the reductions in money growth and despite a
temporary decline in the growth rate and level of
output. The economy went into a recession, not the
expansion that was supposed to follow the tax cut.

No doubt some clever supply side economist will
find a clever explanation. Perhaps failure to reduce
the growth of government spending aroused
scepticism about the permanence of the tax cut.
Perhaps people believe that the government's real
claim on real resources is measured more accurately
by the amount government spends than by the
amount currently paid in taxes. Perhaps people
remain sceptical about the extent to which
government will reduce inflation if the budget deficit
rises and the central bank continues to announce, and
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ignore, target rates of increase for money growth.
These adjustments to supply side economics, if

they are made, bring supply economics closer to
British experience and mainstream monetarism. The
adjustments remove many of the unique features of
supply side economics including the free lunch
offered to politicians, and by politicians, who urged
tax cuts without budget cuts and offered to end
inflation without reducing money growth.

Inflation fell in 1980. There is no doubt about that.
Even those who describe the policy as flawed or failed
do not dispute this fact. But they do not go from the
fact of lower inflation to the reasons for this partial
success or the reasons why the cost of reducing
inflation has been high. One reason is scepticism
about the future of the policy. The rise in the pound,
the high rates of interest, high unemployment and a
larger than anticipated deficit, under the old rules,
meant a change in policy. No one has an alternative
policy that will work more effectively, but that does
not stop the critics or make the continuation of the
medium term strategy, with renewed effort to cut the
budget, more secure.

No offsetting effect
No less important is the misunderstanding of the

mechanism through which inflation has been
reduced. Critics of the policy tend to think in simple
Keynesian terms and, therefore, misinterpret what
has happened. The slower rate of price increase in
1980 is both a cause and an effect of the appreciation
of the pound against most major currencses.
Appreciation reduces the domestic price of imports,
and if slower money growth accompanies the
appreciation, there is no offsetting effect on domestic
prices and the rate of inflation falls. Because the
growth rate of money fell as the pound appreciated,
expected inflation fell. People are now willing to hold
more money at a given level of income.

Sterling appreciated against the dollar in 1977,
1978 and-1979. The rate of appreciation did not
increase in 1980, but the reasons for appreciation
have changed. The removal of exchange controls and
the higher saving rate in Britain permitted Britain to
finance a large budget deficit with domestic saving
and foreign capital. At the same time, saving rose
both in absolute level and relative to income. The
reduftion of spending affected spending on foreign as
well as domestic goods, so the appreciation did not
lead to a trade deficit. Slower growth of the base
contributed to lower inflation by reducing the
expected rate of inflation. Oil helped by reducing
imports and attracting investment in North Sea oil.

Oil is not a new force affecting the pound and the
price level. The difference between 1980 and earlier
years is that the rate of price increase fell as the pound
appreciated. To explain the difference, we must look
to monetary policy.

It is strange - hut accurate - commentary on the
procedures of the Bank of England that the reduction
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of inflation was an accident. Undue attention to
interest rates kept the minimum lending rate higher
than was required to slow the rate of price change..
The lower rate of price change and high rate of
interest attracted saving and capital inflow to finance
the budget deficit at a high real rate of interest. The
rate of interest is too high to permit the economy to
prosper, so the recession is worse, but the inflation is
lower than anyone anticipated eighteen months ago.

The problem now is to bring about a recovery
without increasing inflation. Experience in Britain, in
the United States and elsewhere suggests this will not
happen unless the Bank of England gives up its effort
to control interest rates and turns its attention to
controlling the monetary base. The Bank must restore
its credibility and in doing so restore confidence that
the costly recession will produce lasting benefits.

Britain has paid too high a price to reduce inflation,
but the costs are not all sunk costs. And all the costs
are not the result of monetary policy. Reduced
subsidies to nationalised industries made hidden
unemployment visible.

Mrs Thatcher's government must show. the
courage, determination aqd judgment to get the
pins that they have paid for. Budget cuts, not tax
increases, monetary control, not money market
myopia, can tilt the cost-benefit ratio and make the
policy produce lasting benefits and gains for
everyone. A continuation of current policies and the
current system of monetary control will bring back
high inflation and slow growth.



Senator PROXMIRE. Mr. Laidler.

STATEMENT OF DAVID LAIDLER, PROFESSOR OF ECONOMICS, UNI-
VERSITY OF WESTERN ONTARIO, LONDON, ONTARIO, CANADA

Mr. LAIDLER. I brought with me, Senator, a prepared statement, and
also a longer paper called "The Case for Gradualism," which I believe
you have on the desk in front of you.

Senator PROXMIRE. We'll be happy to have that printed in full in
the record, and if you would give us your summary, then we can get
to questions.

Mr. LAIDLER. I will give a short summary of my prepared statement,
particularly since Professor Meltzer has left me with not too much to
say. I think we are in agreement on most matters. [Laughter.]

First of all, it's important to be clear what we mean by monetarism.
By monetarism, I mean a policy of controlling the rate of growth of
some representative monetary aggregate to bring the inflation rate
under control, and that is all.

In the British context, the word monetarism has got all kinds of
broader political overtones having to do with reduction of the size of
the Government sector and all the rest of it. Though I believe we could
argue about the desirability of the latter, I nevertheless think that this
represents a logically distinct set of issues and is not really part of
what I mean by monetarism.

Now to turn to the theoretical soundness of monetarism: certain
conditions, I believe, have to hold for monetarist policies to work and
I think we are all familiar with them; stability of the demand for
money function, sensitivity of the inflation rate to aggregate demand,
and to inflation expectations, sensitivity of inflation expectations to
the experience of inflation, and not least, of course, the ability of the
monetary authorities to control the growth rate of some representative
monetary aggregate.

Now I believe that all of these conditions do in fact hold in the
United States as much as in Britain, so I do believe that monetarist
policies are well conceived, but two or three things have to be said by
way of qualification there.

First of all, though the components of monetarism theory are all
rather well tested, I do not believe that we have seen a full-fledged
experiment with the whole policy package, so in implementing mone-
tarist policies in any country the authorities are taking something of
a step into the dark.

The second thing that I would say by way of qualification is that
there is a good deal of empirical evidence that suggests that although
inflation does respond to aggregate demand, it does so rather slowly.
I say that in full awareness of policy pronouncements based upon the
rational expectations hypothesis which argue that an announced
change in policy in and of itself can make a difference to the ongoing
rate of inflation. I believe that those arguments are theoretically sound,
but I don't think they stand up very well in the light of the empirical
evidence and I don't think it's a good idea to base policy on hopes that
might be raised by that type of argument.

Now I would like to turn to a brief discussion of the United King-
dom experiment. Like Professor Meltzer, I don't think that it's a very



good experiment in monetarism, to put it mildly, although the
Thatcher government may have been sincere in announcing their
monetary growth rate targets and so on when they were elected.

I believe that the fundiamental problem in the British case was the
attempt to put monetary growth rate targets for sterling M3 into
place when the framework of banking and monetary regulation, the
so-called competition and credit control system, simply was not de-
signed to make it possible to control the rate of growth of an aggregate
such as sterling M3 through base control.

The authorities tried instead to get to grips with the behavior of
the monetary aggregates by way of manipulating interest rates and
while the authorities were doing that they simultaneously changed cer-
tain regulations on the banking system, exchanged controls, and the
so-called corset restrictions on certain kinds of bank borrowing. Thus
they actually changed the meaning of the monetary aggregate whose
growth rate was to be controlled while the targets were being put in
place.

The problem with interest rates control on sterling M3 I think is
quite easily explained. Sterling M3 is a broad monetary aggregate.
Many of the marginal items in it bear interest at market rates of
interest so that there is not the well-defined sensitivity of the demand
for sterling M3 to the rate of interest which would be necessary for
interest rate control methods to have any hope of succeeding.

As a consequence of this, when monetary policy tightened up in the
United Kingdom, at some time in 1979 and into 1980, there was actually
a perverse effect on the growth of sterling M3 from rising interest rates.
Interest rates were increased and the private sector substituted into
assets which were in sterling M3 from the demand side and sterling M3
began to grow well above target and the Government responded to this
by further tightening interest rates.

I believe they were misled by looking at sterling M3 as to what was
happening to monetary policy. If you look at the narrower M1 aggre-
gate, the growth rate dropped very radically in 1979 and stayed down
in 1980, I believe monetary policy was much tighter than the United
Kingdom authorities intended in 1979 and 1980. I would add to that
that the direct tax increases, which Professor Meltzer alluded to, put
4 percentage points on the price index more or less in one afternoon
and, of course, 4 percentage points onto the price index is equivalent to
a 4 percentage point cut in the level of money supply. That is another
reason for believing that monetary policy was, in fact, much tighter
than was intended.

Now I have no doubt whatsoever that this tight money policy in the
United Kingdom has contributed to the very bad performance of the
real side of the British economy over the last couple years, but I think
it is very important to recognize that there have been other important
local factors at work. Professor Meltzer has alluded to the restructur-
ing of British industry that is now going on. I think there's no doubt
that, for the last 10 years, successive governments have been subsidiz-
ing and propping up firms and industries, both in the public and the
private sector, which it might have been better to permit to contract.
Those chickens have come home to roost with a vengeance in the last
couple years.



These have nothing to do with the monetary policy. These are ad-
justments that the British economy would have had to undergo no
matter what the stance of monetary policy.

The second important local factor is the development of North Sea
oil. Britain has gone from being an economy which imported all its oil
to an economy which is now, I believe, a little more than self-sufficient
in oil in a space of 4 or 5 years, and at a time when until very recently
world oil prices were rising very rapidly. This has had a marked
impact upon Britain's terms of trade and upon the balance of pay-
ments. No matter what monetary policy was in place, British manu-
facturing industry, particularly in the export and import competing
sectors, was bound to have a very hard time of it.

At this time last year it looked as though the terms of trade had
shifted between 30 and 40 percent in Britain's favor as a result of
North Sea oil and as a result of the monetary policy. The recent depre-
ciation of sterling has taken some of the edge off that. But again, I
would stress that there was bound to be a need for a considerable re-
structuring of the British economy as a consequence of North Sea oil.

The British economy is marked by an almost total lack of geograph-
ical labor mobility, largely-i agree with Professor Meltzer-because
of longstanding policies in the housing market. If you add that to the
restructuring of British industry and North Sea oil, I think you have
to agree that a great deal of the bad performance of the real side of
the British economy comes from those factors and that the monetary
policy has simply come on top of their effects.

Nevertheless, there is some reason to believe that the monetary
policies have worked on a very narrow front. The inflation rate has
cbme down very rapidly and I believe much more rapidly than most
forecasters were willing to predict 12 months ago, and indeed the in-
flation rate in the United Kingdom would be well into single digits
now had it not been for the operations of the nationalized industries
that Professor Meltzer has talked about.

To give some idea of the order of magnitude, in the last statistics
which I looked at, which were for July of this year, the year-to-year
inflation rate for the economy as a whole was about 11 percent. Na-
tionalized industry prices had risen by about 25 percent over that same
period. So the private sector was well into single digit inflation.

Now I don't in my notes get into great detail about recent U.S. eco-
nomic history, but I do draw one moral. The moral is that the British
case is a special case and I can see no particular reason why the Unitu1d
States need encounter the same difficulties with implementing mone-
tarist policies which the British have encountered.

The Federal Reserve, as Professor Meltzer has suggested, is much
more independent than the politicians. Appropriate monetary control
mechanisms are more or less in place in the United States. The United
States does not have North Sea oil. The United States does not have the
history of subsidizing inefficient industries on the same scale as the
United Kingdom has, and so I think that the United States can press
ahead with a policy of monetarist gradualism, if that's what it wishes
to do, without having to look at the United Kingdom for warnings
as to what is likely to happen.

Thank you.
[The prepared statement of Mr. Laidler, together with the paver

referred to, follows:]
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PREPARED STATEMENT OF DAVID LAIDLER

1. It is important to be clear at the outset about just what one

means by the word "monetarism". I treat it in the current

context as indicating a policy.of attempting to control the

behaviour of the general price level by way of manipulating

the rate of growth of some representative monetary aggregate.

More specifically, it is a policy of attempting to reduce the

rate of inflation by reducing the rate of growth of that monetary

aggregate; and thereafter of attempting to maintain price

stability by maintaining a constant growth rate for the money

supply, a growth rate chosen so as to be consistent with the

underlying real growth rate of the economy. In the public

mind, in the United States as much as in Britain, monetarism

is associated with generally conservative political philosophy

*which views the reduction of the role of government in economic

life as a desirable goal. There is no logical connection between

monetarism and a generally conservative attitude to economic

policy, and its soundness can be assessed on logical and empirical

grounds independently of any ideology.

2. In order for monetarist policies to work, the economy must possess

certain properties. The demand for money must i'e a reasonably

stable function of a few arguments; the rate of inflation must



be responsive to the level of aggregate demand ruling in the

economy; the rate of inflation must also be responsive to

expectations about inflation, so that, when "full" or "natural"

levels of employment and output hold, prices grow at the expected

inflation rate; inflation expectations must respond to experience

in such a way that any sustained constant inflation rate eventually

comes to be fully anticipated; and finally, it must be possible

for the monetary authorities to control the rate of growth of

some relevant monetary aggregate.

3. As I have argued in a recent paper entitled "The Case for

Gradualism" these conditions do seem to hold, or in the case of

the controlability of the money supply, could be created, in

just about any modern market economy and certainly in the

United States or Britain. However, one or two caveats are

in order here. First, though the individual components of the

case for monetarist policies have been extensively studied by

economists, the world has not yet witnessed anything remotely

resembling a clearcut experiment in applying a monetarist policy

package, so that its implementation must necessarily involve

something of a step into the dark. Second, there is reason to

believe that certain crucial linkages in the transmission

mechanism of monetary policy are rather slow moving, notably

those which run from aggregate demand to inflation. In particular

although the "rational expectations" hypothesis implies that

there might be rather quick acting links between the adoption of

contractionary monetary policy.and the inflation rate by way



of what used to be called "policy announcement effects" on

expectations, I regard these implications as being of more

theoretical interest than practical importance.

4. It may well be that, after October 1979 the United States,

and after May 1979 the United Kingdom, did in good faith attempt

to implement "monetarist" policies, but if so the attempts have

failed at the implementation stage. In each case, there have

been severe gyrations in monetary growth rates with associated

instability in interest rates, exchange rates, as well as in

real economic activity and prices. Since I believe that it is

technically possible for the monetary authorities of either

country to control the rate of growth of the money supply,

I attribute this failure to technical errors on the part of the

authorities in both countries, rather than to any fundamental

flaw in monetarist policy prescriptions, though it is only fair

to note that there are many economists, particularly in Britain,

who would dispute this judgement.

5. I am not sufficiently acquainted with the details of the

United States experiment to pass a fully informed judgement

on what went wrong there, and so I will confine myself to

dealing with the British case. There I believe that the authorities

made the fundamental error of setting target growth rates for

a particular monetary aggregate - sterling M3 - without putting

in place a mechanism of monetary control that would enable

those targets to be attained. Moreover, at the very time
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at which the targets were set, the authorities took certain

other measures, such as the abolition of exchange controls and

of the so called "corset" restrictions of aspects of commercial

bank borrowing, which actually changed the meaning of the

aggregate in question and distorted its growth rate. The upshot

of all this was that attention was focussed on sterling M3, whose

growth rate gave a misleadingly lax impression of the stance of

monetary policy at the very time when, had attention been paid

to other indicators, notably for example the growth rate of the

much more narrowly defined Ml, it would have been seen that

monetary policy was becoming extremely tight.

6. The key problem in the British case has been that the so-called

"Competition and Credit Control" system of bank regulation made

it infeasible to attempt to control the money supply by way of

manipulating the monetary base. Interest rate control methods,

not unlike those used in the United States before October 1979

had to be used instead. However, many assets included in

sterling M3 bear interest at market determined rates. Thus

a well defined interest sensitivity of demand for money, which

must be a sine qua non of interest rate control methods, was

probably absent. When short term interest rates were increased

in an attempt to slow down the rate of monetary expansion

substitution both out of narrow money and perhaps out of longer

dated securities as well, caused the rate of growth of sterling

M3 to increase temporarily. However this effect, which was

also present at other earlier turning points, appears to have



been misread by the authorities who countered by further interest

rate increases. One suspects that, had interest rates increased

by less in Britain in 1980, sterling M3 might have grown by less

rather than more; though without detailed empirical work on the

episode this must necessarily remain a conjecture.

7. Reliance on interest rate control mechanisms in Britain has

led to a broader and in some ways more significant flaw in the

monetarist experiment there. Given the difficulty of controlling

a broad aggregate with interest rate control methods, and given

an institutional framework which makes base control impossible,

it becomes tempting to use fiscal policy, not as a tool in its

own right, but as a means of hitting monetary policy targets.

Why this should happen is easily seen. For a given level of

interest rates there is a certain quantity of public sector

debt which the private sector of the economy will absorb over

a particular period. The difference between the public sector

borrowing requirement and this amount must therefore be borrowed

from the Banking system and hence is a source of money creation.

Thus control of the public sector borrowing requirement comes

to appear to be a pre-requisite for controlling the rate of

monetary expansion. This is exactly what has happened in

Britain with what I believe to have been adverse effects on

many aspects of government economic activity, many of the

latter stemming from the government's inability quickly to

bring public sector pay and the losses of certain Nationalised

industries under control while being politically committed



to lowering income taxes at the time of their election.

8. The foregoing argument has suggested that the stance of monetary

policy in Britain in 1979-80 was much more contractionary

than the authorities intended. This factor must have played an

important role in generating the current very deep recession

in that country. It ought to be noted, though, that the inflation

rate in Britain has come down in the last year so, much more

rapidly than most people expected. It has fallen from a year on

year peak of 22% last summer to about 11% at present, while the

private sector components of the price index show an inflation

rate that is well into single digits. It is nationalised

industry prices, which have risen by about 25% in the last year

which are mainly responsible for keeping the British inflation.

rate in double digits.

9. I have no doubt that monetary contraction has played an important

role in generating the current British recession. As I argue

in detail in "The Case for Gradualism" a slowdown in real economic

activity and an increase in unemployment are an integral part

of the transmission mechanism for monetarist anti-inflation policies.

However, it would be a mistake to blame all of Britain's current

problems on a botched monetarist experiment. The current recession

has been heavily concentrated on the manufacturing sector of the

economy.. The service sector has seen only a small contraction,

while primary production, at least as far as oil is concerned,

has hardly been affected. This evidence suggests that two other



factors have been at work in Britain. First, North Sea oil has

had a major impact upon Britain's terms of international trade.

Oil's significant and favourable impact upon Britain's balance

of payments has made it much more difficult for manufacturing

to compete on world markets, and there was bound to be a difficult

and drawn out adjustment problem here. Also, successive British

Governments have, for decades past, been reluctant to permit such

industries as steel, ship-building and motor vehicle production

to contract as fast as market forces would have dictated.

There is thus a large element of "chickens coming home to roost"

in the current contraction of the British manufacturing sector,

and though the speed of the birds' return may have something to

do with the generally non-interventionist stance of the Thatcher

government it has nothing to do with monetarism.

10. If the above arguments are correct, they suggest that the

United States has little to learn by way of example from recent

British experience as far as the desirability of implementing

monetarist policies is concerned. The British experience is

largely the outcome of specific local problems which are not so

strongly present in the United States, or from errors that

there is no reason to suppose the United States need repeat.

Nevertheless, that does not mean that the United States can

expect to use monetarist policies, which I believe are the only

ones available to deal with inflation, without encountering

adverse side effects. Temporary, but not necessarily short lived,

recession is bound to accompany such policies, and in the current
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state of knowledge the advice to proceed gradually is the best

a monetarist can offer to minimise its adverse effects. He might

also counsel the implementation of policies to make labour markets

more efficient, but such advice really has nothing in particular

to do with monetarist anti-inflation policies. It should be

given in any event. Finally the monetarist might note that,

although base control methods for implementing monetary policy

render monetary and fiscal policy largely independent of one another,

their adoption does mean that, the higher is the budget deficit,

the more upward pressure will government borrowing put upon

interest rates.
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I

INTRODUCTION

For more than a decade now, governments throughout the Western

world have been struggling with the problem of combating inflation.

With the passage of time, the view that inflation is essentially a

monetary phenomenon, to be coped with by means of monetary policy

has gained wider and wider acceptance, not least among those responsible

for the conduct of policy. In the public perception of these things,

there exists a body of doctrine, usually known as "Monetarism", which

seems to say that, if only the money supply is brought under control, so

will inflation. The proponents of this doctrine are often portrayed as

suggesting that the cure for inflation is really rather a "simple"

matter, or "simplistic" in the vocabulary of their critics. To put

matters this way is misleading, and always has been.

The economic theory that underlies advocacy of a monetary cure for

inflation is relatively straightforward. However, monetary policy affects

variables other than the inflation rate, and, if monetary policy is

nevertheless devoted to achieving price level targets, it cannot be used

for other ends. Also, and quite obviously, there exists a whole host of

policy problems that are not monetary in nature, but which nevertheless

might reasonably require the attention of those same governments that

attempt to cope with inflation. All of these matters make the actual

conduct of a monetarist anti-inflation policy a politically complicated

matter.



This essay seeks to clarify the. issues involved in the use of gone-

tary policy, conceived of as control of the rate of growth of the money

supply, to bring inflation under control, in the hope that proponents

and opponents alike of such policy will come to have a better apprecia-

tion of the complexities that must inevitably arise if it is to be

implemented successfully.

. II

PRIqE STABILITY AND A MONETARY RULE

The first step in designing policy to produce a non-inflationary

economy is to set a reasonable and attainable goal. It is clearly

impossible to achieve a state of affairs in which the cost of living for

each and every member of the community remains constant on a day by day

or even a year by year basis. Even if some overall measure of the general

price level were to be held absolutely constant over time, and as we shall

see in a moment that is hardly an attainable goal, different members of

the community would find their own personal cost of living varying, per-

haps up and perhaps down, at any particular moment. For example, the

relatively poor spend a larger proportion of their incomes on food than

do the relatively rich. A bad harvest would cause the price of food

to rise, and even if prices in general were stable, that would cause

the cost of living to rise for the poor. On the other hand, the rich

spend a greater proportion of their incomes on travel. A growing

scarcity of energy makes travel costs rise relative to most other prices,

and hence faces the rich with an increase in their cost of living.
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There is no way of preventing things like bad harvests happening, or

of completely suspending the depletion of energy resources, and it is

therefore idle to pretend that everyone can be guaranteed a constant

cost of living. The best that can possibly be done is to follow policies

that will ensure that, overall, taking one year with another, the rate

of change of some reasonably representative price index will vary about

a constant rate close enough to zero that the community finds any remaining

tendency for pXices to drift up (or down) tolerable. This is a modest

goal, to be sure, but it has the great virtue of being attainable, and

once attained, it ought to be sustainable as well.

In any country, long run stability in the inflation rate at a low

level once achieved, would be sustained if its Central Bank, or whatever

other agency might be in control of such matters, maintained a policy of

making the supply of money grow at an appropriately chosen rate, year in

and year out. The basis for this proposition is, in broad outline at

least, the same now as it was when Milton Friedman set it out in (1960)

Such a policy would work in any country where there existed a reasonable

degree of price flexibility and a stable aggregate demand for money

function. That seems to include just about every country that has

ever been studied and certainly advanced economies such as the United

Kingdom, the United States, and Canada. Let us consider the demand for

money firpt of all. The firms, households, and other institutions that

make up any economy use money - currency and bank deposits - to carry on

their everyday business, and each one of them, on average, might be

expected to keep by him an amount of cash that is related to the volume



of market transactions he is involved in and to the average price level

at which those transactions take place. Moreover, the typical agent

might be expected to keep on hand a certain amount of cash to meet

unforeseen contingencies, while some may also hold money to facilitate

speculative activities in bond, stock, and commodity markets.

The reader will here recognise Keynes's familiar triad of motives

for holding money, and there is nothing inconsistent about invoking his

analysis as a basis for the monetarist policy propositions which this

essay is devoted to arguing. The key point is that, although there is

no logical reason why it has to be so, these motives, and perhaps others

as well, in fact prompt people to act via a via their money holding in a

way that is predictable. Moreover, though any individual's desired

money holding might and does fluctuate over time, such fluctuations tend

to cancel out as we aggregate over individual agents, so that, for the

economy as a whole there does in fact exist a stable relationship

between the level of real national income and the general price level on

the one hand, and the amount of money that the economy requires to carry

on its business on the other. Though there is nothing intrinsic in

Keynes's theory of the demand for money, or in any other theory either,

that requires that we should observe a stable aggregate demand for money

function, there is nothing there to rule it out either, and the existence

of such-a relationship for a wide variety of times and places is, as I

have already noted, one of the best established facts of applied economies.

Even so, I have referred to this relationship as stable and not

constant. The relationship between money holding on the one hand, and
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real income and prices on the other, is not one that can readily be

observed on a day by day, or even on a quarter by quarter basis. It

does begin to become apparent when we take our data year by year, though

even here it is rather rough and ready. The relationship in question

seems to involve the economy's demand for nominal money rising in propor-

tion to the general price level (as basic economic theory would predict),

and perhaps a little more slowly than real income. Ev'en so, this rela-

tionship leaves ample room for year by year fluctuations in the economy's

demand for money relative to real income and prices. Money typically

bears interest at zero or at least low and rather inflexible rates, so

when market interest rates are high, agents economise on money holding

and devote more of their wealth to holding income earning assets instead.

Also, empirical evidence seems to show that short term fluctuations in

real income do not have so pronounced an effect on the quantity of money

demanded as do longer term changes: that is, it is permanent, rather

than current income that affects the demand for money. And none of this

is to mention the fact that sudden shocks to the money supply, or to

variables on the demand side, can lead to the economy being temporarily

pushed "off" its demand for money function altogether. (On all this see

Laidler (1976) (1980).)

However, all of the factors I have just discussed are inherently

temporary in nature and so therefore is their influence on the demand for

money, which on average, taking one year with another, does grow steadily

with real income and prices. It follows from this that, if the monetary

authorities provide only enough money to accommodate the growth in the
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public's demand for cash that stems from real income growth (perhaps

adjusted for any long term changes in interest rates if there are any)

there can be no room for prices to rise. A money supply that grows at

a rate a little below the trend rate of growth of real income, the precise

figure here being one that could only. be settled after detailed quantita-

tive work had been carried out on a specific economy, will serve automa-

tically to stabilise prices at a roughly constant level. To see why, let

us now consider what would happen if the price level did not remain con-

stant, bearing in mind what has already been said about the importance

of a degree of price flexibility.

Suppose in some economy or other, for some reason, perhaps the

autonomous activities of trade unions, or of. a. few large corporations,

the price level began to rise; what would then happen? At first there

would be very little in the way of an observable response. Agents would

find themselves becoming short of cash as they tried to carry on the same

volume of business at a higher and rising price level, but one would not

expect them to take immediate action in response to this. A cash shortage

is inconvenient, but not something that requires instantaneous attention.

However, if that shortage persistedas it would in the case envisaged

here, we might expect to see agents begin to take action to build their

cash holdings up to a more comfortable level. How they would do so would

almost certainly vary from agent to agent. Some would temporarily cut

back expenditures on currently produced goods and services in order to let

their cash build up; some would try to dispose of other assets that

they were holding, such as bonds or equities; while others would attempt to



43

extend their credit at banks and other financial institutions.

All this activity would, among its other effects, put upward

pressure on interest rates, and therefore have two further effects.

First, because the demand .for money varies with interest rates, agents

would become more willing to live with less cash relative to their volume

of business, and this effect would tend to slow down the process of

restoring the economy to a zero inflation rate. Indeed, in principle it

could be strong enough to short circuit the whole stabilisation process

I am describing here, but empirical evidence tells us that such forces

are not strong enough to do this in practise. Thus, it is the second

effect that is of crucial importance: higher interest rates would begin

to impinge upon spending decisions, particularly perhaps the investment

decisions of firms, and households' decisions to purchase durable goods

such as housing, and automobiles. These effects would supplement the

direct effects on the demand for output of the activities of those seeking

to restore their cash positions by immediately reducing their expenditure

on goods and services. Overall, there would be created a downward

pressure of demand that would work against whatever forces they were that

were tending to push up prices in the first place. Since that downward

pressure of demand would continue to grow so long as prices continued 
to

rise, it must ultimately cancel them out.

Conversely, any tendency for prices, or real income for that matter,

to fall would, if the supply of money were held on a constant growth path,

be met by excess liquidity on the part of agents, a tendency for interest
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pressure on prices and output. In short, if the money supply grows at

a constant rate, real balance effects (where the term is broadly conceived)

for that is what we have been describing here, will act as a powerful

built in stabiliser for the economy, tending to maintain price stability

without any direct action on the part of the authorities. Such a policy

will not guarantee complete price level stability as I have already

remarked, but on average, taking one year with another, the inflation rate

ought not to deviate.too far from zero if such a policy is maintained.

The question must immediately arise as to whether we cannot do

better than that. When prices begin to rise, why should not the authorities

act to slow down the rate of growth of the money supply in order to speed

up the economy's return to price stability? In principle there can be no

doubt that this is possible, but problems arise in practise. If the

authorities are to intervene in a helpful way, they must have a great

deal of knowledge about what is happening in the economy, about what is

going to happen, and about how the economy will react to their actions.

They must ensure that their countervailing policy does not end up putting

on too much pressure in the opposite direction or in putting on such

pressure at the wrong time, because if it does either of these things, an

active policy, however well intentioned, would make prices less stable

over time than they would be were a simple rule adhered to. There is

considerable doubt about whether we have enough knowledge of the structure

of the economies we live in, or of the factors underlying the autonomous

shocks to which they are subject to be able actively to use the money
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of doing more harm than good.

Moreover, when we say "structure of the economy" here, we are not

referring to something like the structure of a machine, but to a set of

relationships that describe the actions of economic agents, of human beings.

It is extremely unlikely, as such advocates of the "rational expectations"

notion as Lucas (1976) and Sargent and Wallace (1975) have warned us,

that such a structure, will remain stable in the face of different types

of policy actions on the part of the authorities, so that the problems

to which I have referred will not easily be solved by the growth of quanti-

tative knowledge. Human beings, in order better to plan their own lives,

take account of what it is that policy makers are doing and are always

therefore likely to surprise the policy makers with their reactions. The

difficulties here are not, that is to say, merely the product of the

current imperfect state of knowledge, but are inherent in the nature of

human society and will always be with us.

All in all then, it is a matter of elementary prudence to suggest that

policy makers should settle for a simple rule to govern their behaviour,

and then stick with it. To implement such a rule will not ensure anything

like perfection, but it is likely to lead to the perpetuation of a

reasonable degree of price stability, if that is once achieved. However,

to opt for a rule is not to opt for rendering monetary policy makers

redundant ever afterwards.
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I have already noted above that the choice of a particular growth

rate for the money supply would have to be based upon quantitative con-

siderations.. Assuming that one knew what the economy's underlying growth

rate was, one would need to know the real income elasticity of demand for

money in order to choose a non-inflationary rate of monetary expansion.

Furthermore, it might also reasonably be added that one would have to know

what he meant by the word "money". Currency plus deposits at banks is

not a precise .enough definition for practical application in a world in

which the lines between deposits at banks, and their other liabilities,

not to mention those between banks and other financial intermediaries, are,

to say the least, unclear. In fact these two issues are closely inter-

related, because empirical evidence tells us that, on the whole, the more

broadly is money defined, the greater is its real income elasticity of

demand. In a world in which the structure of financial institutions

never changed it might be sufficient to argue that it doesn't much matter

which concept of money is to be controlled, so long as the relevant

growth rate is consistently selected. After all, a world without institu-

tional change, if one monetary aggregate has its growth tied down on a

non-inflationary path, then all the other aggregates might be expected

to fall into line in due course.

The problem with all this is that institutional change does take

place, and is notoriously difficult to predict before the event. In the

financial system, one of its effects is to change the relationship between

the theoretical concept of "money" and any particular collection of assets

which,.at any particular time, might be selected to stand for "money" for
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the purposes of conducting policy. For example, a change that permits

deposit accounts - time deposits in North American usage - to become

subject to transfer by cheque clearly changes the meaning of any monetary

aggregate that excludes such accounts, and indeed of one that includes

them for that matter. Such a change would thus cause the demand for a

particularly defined aggregate to shift, and perhaps its income elasti-

city of demand to change as well.

Though one should not overstress the importance of such changes,

they have nevertheless occurred in the past in many countries, and their

effects on the demand for money function have been observed to be signi-

ficant (see Bordo and Jonung 1978). Moreover, monetary institutions, and

the people who operate them, are not immune to the general tendency of

economic agents to react to the observed conduct of policy in ways that

might surprise the policy maker. Thus, when it is said that it is

important to tie down the growth rate of the money supply if a zero (or

low and stable) inflation rate is to be sustained in any economy, this

does not mean that the policy can be implemented simply by choosing a

particular aggregate at a particular moment, calculating its income elas-

ticity of demand from past data, and then legislating that in the future,

it grow for ever more at a particular rate. The monetary system must be

constantly monitored for institutional change to ensure that the chosen

monetary aggregate and the growth rate targets set for it remain compatible

with attaining the goal of price stability, and the relevant targets must,

if necessary, be adapted to changed circumstances.
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If all this seems suspiciously like a form of fine tuning to the

reader, that is because this is exactly what it is. To adopt a monetary

rule is not to abandon "fine tuning", but to ensure that the money supply,

rather than the levels of real income, employment and prices, becomes the

proximate object of fine tuning. The case for adopting a monetary growth rule

is that, by fine tuning the money supply, one is more likely to achieve

stability in the ultimate target variables of monetary policy than if one

attempts to fine tune them directly. It should not be confused with

arguments to the effect that economic policy should in general be subjected

to quasi-constitutional restrictions, for it exists quite independently

of the ideological considerations that underpin these latter proposals.

(The reader who is interested in these ideological matters will find

Yeager (1962) well worth consulting.)

III

GOVERNMENT BORROWING AND THE EXCHANGE RATE

Monetary policy is not carried on in a vacuum. It is but one of the

macro-policy tools available to government, and cannot be implemented

independently of the others. If a government undertakes a particular

policy towards the growth rate of the money supply, then that will put

constraints upon the conduct of fiscal policy, and upon policy towards the

exchange rate as well, constraints which we will now discuss.

Let us begin with fiscal policy. Any government, national or local,

federal or provincial, must balance its books. It must cover its current

expenditures either from taxes or borrowing, or in the case of local and
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provincial governments in most countries, from grants from senior govern-

ments as well. In the present context, it is the central government that

is of prime importance, because, in most countries, it is the central

government, and the central government alone, that has the power automa-

tically to borrow from the, Central Bank if it deems it desirable. Indeed,

in many countries, the Central Bank is to all intents and purposes a

branch of the central government, and therefore completely subservient to

its political-decisions. Though that is how it should be in a democracy,

one can understand the nostalgia of some economists for the days of truly

independent Central Banks, for they did, (and in the case of Germany and

Switzerland still do) resist what they perceived to be political pressures

towards inflationary policies more effectively than do those institutions

which, like the Bank of England, for example, are just another branch of

government.

The problem arises here because, when a government borrows from its

Central Bank, it is, to all intents and purposes printing money. As the

Bank lends to the government it adds a treasury liability to its own

assets, and creates a brand new liability of its own, a deposit, which it

hands over to the government. The government then spends this deposit,

thus putting newly created money into circulation, and money of a special

type at that, because in most banking systems, Central Bank liabilities

may be, and are, held by the Commercial Banks as reserves. Thus any

increase in their quantity enables the banking system as a whole to

expand its liabilities, and hence the money supply, by a multiple of that

original increase.
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The implication of the last paragraph is quite straightforward. If

a Central Bank is to be told to ensure that the money supply grows at a

constant rate, year in and year out, then the volume of central government

activity (and public sector activity where the central government is an

important source of funds for the rest of the public sector) that can be

financed by borrowing from the Bank must be consistent with the pursuit

of that policy. It must not fluctuate too much from year to year, and in

the long run can grow only at about the same proportional rate at which

it is intended that the money supply grow.

Now, of course, the government of any country has many policy goals

to pursue other than the control of inflation. National defence must be

provided for, health and welfare programmes must be financed, relatively

depressed regions of the country, or particular depressed industries, might

be thought worthy of subsidies, and so on. One could argue at length about

the merits of any particular government programme, or indeed, on a more

fundamental level, one could engage in debate about the principles that

should govern any form of government intervention in economic life. However,

none of these matters is relevant as far as the current discussion is con-

cerned. The implementation of a rule for money supply growth in order to

ensure reasonable price stability is neutral as far as questions concerning

the degree of government intervention in the economy is concerned. Its

importance for fiscal policy arises because it puts constraints upon the

way in which government expenditures are paid for, not because it constrains

their overall level and structure.
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The implementation of a monetary growth rule implies that the vast

majority of government programmes must be tax financed, or paid for out of

the proceeds of bond sales to the public. Taxes depress private spending,

as do bond sales because they put upward pressure on interest rates, but

that is exactly what is required if government expenditure is to be

expanded without putting undue inflationary pressure on the economy. If

government spending is to be expanded in an economy operating in the

region of capacity output, then private spending has to be reduced to

make way for it. It is usually politically easier for governments to

increase their expenditure than to raise taxes or drive up interest rates

by bond sales. Thus, they always face a strong temptation to finance their

spending by borrowing from the Central Bank in what amounts to an attempt

to hide from the population the true costs of their expenditure programmes.

However, in such circumstances the private sector still has to release

resources to the government. Inflation is simply the means by which this

is accomplished when the government spending is financed by borrowing from

the Central Bank.

A commitment to a rule for the rate of growth of some monetary

aggregate forces the government to act in such a way that the costs of

its expenditure plans are made readily apparent to the public which, in any

event, must bear them. For a government to commit itself to a monetary

growth rule involves it in being self disciplined about the way in which

it finances its programs. To say this is to recognise yet another aspect *

of the role of such a rule in the maintenance of price stability. However,

to repeat a point already made, there is no reason to suppose that the
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implementation of a money supply growth rule puts any limits on the

scope of government economic activity over any range that is politically

relevant in contemporary Western economies. In this respect the rule

is politically neutral and is not an adjunct of a generally non-inter-

ventionist policy stance, except in the sense that the non-interventionist

politician is likely to find the financial constraints implied by the rule

less onerous to meet than his interventionist counterpart.

So far the discussion has proceeded as if we were dealing with a

closed economy, an economy that is not -involved in trade with the rest

of the world, or in the workings of world-wide financial markets.

However, all Western economies are deeply involved with the world

economy, and even the largest of them, the United States, is nowadays

sufficiently "small" in relation to that world economy to be potentially

vulnerable to external shocks. If one asks what constraints the imple-

mentation of a monetary rule would place upon a country's choice of

policies towards the foreign sector, he will soon discover that it is

left with no choice but to allow exchange rate flexibility if it is to be

able to adhere to that rule in the presence of shocks coming from outside.

To see why, consider what would happen if a particular country was

attempting to pursue a monetary rule calculated to generate domestic

price stability at a time when there were strong inflationary pressures

at work in the rest of the world. Suppose that under such circumstances

that country tried to maintain a constant exchange rate between its

currency and some representative "rest of world" currency, or basket of

currencies. Then the prices of imported goods would begin to rise at home.
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At the same time, exporters would find it getting progressively easier

to sell their products in world markets, and would therefore be tempted

to raise their prices abroad and at home as well. As a direct result of

these effects there would develop simultaneously a balance of payments

surplus and a tendency towards domestic inflation. A constant rate of

monetary expansion, if it was maintained, would, of course, offset the

tendency towards inflation, but the growth rate of the moneysupply could

not in fact be maintained on target in the face of a fixed exchange rate

and a balance of payments surplus.

A balance of payments surplus involves the inhabitants of the home

economy receiving a net inflow of foreign currency. There is no reason

to suppose that they will wish to accumulate and hold stocks of foreign

exchange; instead they will present them to their Commercial Banks in

exchange for domestic currency, and those banks in turn will present

the foreign exchange to the Central Bank for redemption. The maintenance

of a fixed exchange rate requires the Central Bank to be willing to buy

foreign exchange presented to it in unlimited amounts and at fixed

prices. Moreover, it must buy the foreign exchange with newly created

liabilities of its own: that is to say with newly created money. Thus,

under a fixed exchange rate, a balance of payments surplus leads automa-

tically to a step up in the rate of money creation in much the same way

as does a step up in the rate at which the government borrows from the

Bank.
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It is sometimes argued that these consequences can be avoided by so

called "sterilisation" operations, whereby, after purchasing foreign

exchange, the Central Bank then sells government bonds on the open market

in order to reduce the money supply again, leaving the overall quantity

of money in circulation unaffected by the balance of payments surplus.

The problem here is that such bond sales put upward pressure on domestic

interest rates, and such pressure leads to an inflow of capital. This in

turn increases the balance of payments surplus and hence puts further

upward pressure on the rate of monetary expansion. In the contemporary

world, with its extremely efficient international capital markets, these

effects would come through very quickly, in days or even hours, rather

than weeks, so that sterilisation policies, which in the 1950s might at

least have been capable of delaying the monetary consequences of balance

of payments surpluses for a few months, are no longer likely to be effec-

tive even for a short period. The maintenance of a fixed exchange rate

therefore makes it impossible for a country to maintain a constant

growth rate for the money supply. The two are alternative rules for

the conduct of policy, and are incompatible with one another. A flexible

exchange rate is a necessary prerequisite for a money supply growth rule.

It should be noted explicitly that the arguments just advanced do

not claim very much on behalf of a flexible exchange rate as far as its

ability to insulate the economy from foreign disturbances is concerned, nor

should they, for strong claims in this regard cannot be defended. To

begin with, it is now widely understood that there is a whole class of

foreign disturbances, which will influence the real terms of trade that
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regardless of the exchange rate regime. For example, if the world price

of oil goes up relative to the prices of other goods, then that will make

the inhabitants of an oil importing country worse off, and those of an

oil exporting country better off, regardless of the exchange rate regime.

Moreover, the effectsof such a change on the profitability of oil using

industries, or of industries which must compete domestically for inputs

with oil production will also be the same under fixed or flexible rates.

Moreover, if the rest pf the world is subjected to monetary instability

as a result of other countries' authorities not adopting monetary growth

rate targets, then as Dornbusch (1976) has argued, that instability can,

in the short run, be transmitted through the foreign exchange market even, and

indeed particularly, to the economy of a flexible exchange rate country.

The only advantage that is being claimed for a flexible exchange rate

here is that, in permitting a country to adopt a money supply rule, it

permits it to choose its own long run average inflation rate. In my view

then, the case for a flexible exchange rate is identical to the case for

adopting such a rule, rather than raising a separate and distinct set of

issues.

IV

UNEMPLOYMENT AS A POLICY PROBLEM

The previous section of this essay was concerned with the effect of

the adoption of a rule for the monetary expansion rate on policy towards

the exchange rate, and on the means available for financing government

expenditures. I have not yet said a word about policy towards unemployment,
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and yet in the quarter century after the Second World War "full-employment"

was widely regarded as a more important policy goal than price level

stability. I must now, therefore, say something about what the implemen-

tation of a monetary rule might do to a government's ability to pursue a

"full employment" policy. The first, and most obvious thing to be said

here is that, if monetary policy is to be geared towards the control of

inflation, then it cannot also be actively deployed to pursue an employ-

ment targets. However, the government of a modern economy has many tools

other than monetary policy available to it. Therefore, to say that monetary

policy cannot be used directly to influence the unemployment rate is not

to say that a government should not have a policy towards that variable

or that it is lacking in means to carry out such a policy. Nor, as we

shall see in a moment, is it to say that the pursuit of price stability

by way of a monetary rule will not, in and of itself, have effects which

are likely, in the long run, to be beneficial on that variable.

As with the pursuit of "price level stability", so with that of

"full employment", it is important to have a goal that is in fact

attainable. A state of affairs in which every member of the labour force

has a job at all times is obviously not attainable (or perhaps even

desirable), so just what is a reasonable target to pursue on the employment

front? A growing economy is inevitably in a state of flux. New products

and processes are continually being introduced, and the structure of out-

put best suited to meet the desires of the population is always changing.

At any time, some sectors of the economy will be shrinking while others

expand, and labour will have to move between them. One cannot expect such



movement to take place instantaneously. Even when to change employment

does not require him to gain new skills, it still takes time for a

worker displaced in one industry to find a job elsewhere, and when the

market for a particular type of skill shrinks with the industry in which

the workers who possess it are employed, the process of moving between

jobs is likely to take even longer. Moreover, it is not just the

movement of existing members of the labour force between jobs that

generates such frictional unemployment. When the young enter the labour

force for the first time, they too take time to find suitable employment,

and again, this is likely to take time, time during which they are unem-

ployed.

When we talk, therefore, of trying to achieve "full employment" in

the economy, we must allow for the consequences of structural change and

frictions in the economy in setting our goal. We must recognise that

there is a "natural", or (more neutrally) a minimum feasible, unemployment

rate. Setting aside for the moment the difficult question of how one

might go about estimating that unemployment rate, its very existence raises an

important caveat for "full employment" policies, namely that, no matter

what arguments might be raised in their favour, the conventional tools

of fiscal "demand management" are not suitable devices for driving down

the natural unemployment rate should it be judged to be unacceptably high.

At best, ,such policies are appropriate to dealing with unemployment that

arises from an overall shortfall in the level of aggregate demand below

the economy's productive potential. However, this does not mean that a

modern government is powerless to affect the natural unemployment rate's

level if it does find it too high.
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The appropriate policies for dealing with such unemployment as

arises from labour market frictions and structural change in the economy,

involve reducing those frictions, and hence making it easier for workers

made redundant by technical change to acquire new skills, making it easier

for people to move from labour surplus areas to labour shortage areas,

or for firms to move in the opposite direction. There is no space in

this essay to set out and debate the merits of particular policies to

deal with these problems. Which policy mix it is best to pursue in any

time and place is likely to depend upon the particular characteristics of

the problem as it manifests itself there.

Sometimes extensive job retraining schemes might be appropriate, and

sometimes regional subsidies, but policies to reduce the natural unemploy-

ment rate need not always involve an increase in government intervention

in the economy. In some cases, already existing policies contribute to

keeping the unemployment rate up, and their removal would help matters.

For example, in the United Kingdom, rent controls on private sector

housing, and the heavy subsidies given to council tenants and owner

occupiers, taken together greatly inhibit the geographical mobility of

labour; so does the institution of redundancy payments. In the United

States and Canada minimum wage laws have a damaging effect on the employ-

ment prospects of the young and the unskilled. In all of these cases a

reduction, rather than an increase, in government intervention in the markets

would help the unemployment rate.

Now quite obviously such policies for dealing with the natural

unemployment rate as I have mentioned above will not find universal
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support anywhere. The interventionalist politician will be attracted by job-

retraining schemes and regional subsidies and repelled by the abolition of

housing subsidies, redundancy benefits, and minimum wages. Anyone with an

ideological attachment to market mechanisms will take just the opposite view.

However, to argue for a monetary rule for the control of the price level

does not imply that one should take one side or the other in such debates.

If the growth rate of the money supply is to be kept on track, that does

have implications for the way in which government expenditures are financed.

However, as I have already stressed, it has no implications for the scale

of such expenditures, or for the structure of government intervention in

the economy. In particular there is nothing about a commitment to a mone-

tary rule that inhibits the pursuit of high employment by other means if

that is deemed desirable.

One can, albeit tentatively, go a step beyond this, and suggest that

the climate of price level stability that a monetary rule would create

might itself have beneficial effects on the unemployment rate. To the

extent that inflation itself is a source of confusion, uncertainty and

friction in economic life, and to the extent that the protection against'

such uncertainty that can be afforded by indexation schemes of one sort

or another is incomplete, then the absence of inflation will in and of

itself promote the smooth workings of markets, not least the labour mar-

ket, and to that extent reduce the natural unemployment rate. How impor-

tant such a side effect of price level stability might be is, in the

current state of knowledge, a debatable point, but qualitatively at least,

the effect is there, and ought not to be ignored.
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The last few paragraphs have dealt with the "natural" unemployment

rate, or what a "Keynesian" economist might call the "irreducable" minimum

unemployment rate, by which he would mean "irreducable by demand manage-

ment policies". Now I must say something about the effects of the adoption

of a money supply growth rate rule on our ability to counter increases in

the unemployment rate above this irreducable minimum. As I have already

argued at considerable length elsewhere, there is every reason to suppose

that unemploument which results from a failure of the labour market to

clear is, from time to time at least, a fact of life, rather than a figment

of the Keynesian ecotdomist's imagination. In this context again, the

adoption of a money supply growth rate rule will have beneficial side

effects, for reasons that have, in effect, already been discussed.

If, for some reason, the level of real income and employment were to

begin to fall below their "natural" levels, this would also tend to be

associated with a reduction in the inflation rate and hence in an economy

in which a rule was being pursued, would automatically generate excess

liquidity in the private sector. This, in turn, would stimulate spending

and hence help to restore full employment. In short, a monetary rule acts

as a built in stabiliser for output and employment as well as for the

inflation rate, and this is not to mention the possibility that its adop-

tion would actually remove a source of instability from the economy,

namely those destabilising shocks that actually originate in fluctuations,

either intentionally induced or otherwise, in the rate of growth of the

money supply.

Even so, there is no reason to suppose that the stabilising effects
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of a constantly growing money supply would, by themselves, be sufficient

to ensure the maintenance of a comfortable level of employment at all

times. They might be, but there can be no guarantee of this, and in any

event, monetary weapons are not the only ones that might be deployed in

an attempt at managing the level of aggregate demand. Fiscal policies

involving variations in the scale of taxation and government expenditure

are also available to be used to this end. Indeed, because they impinge

directly upon the flows of income and expenditure in the economy, they

are particularly well adapted to having a rapid impact upon the level of

employment, an impact moreover that might be expected to die down over

time as private expenditure is "crowded out" by government spending, so

that any mistakes made either in the scale or timing of fiscal policy are

unlikely to have long lived adverse macro effects. There is no reason to argue

that the implementation of a rule for the rate of growth of the money

supply should be accompanied by the abandonment of such policies. One

can easily conceive of them having a role to play in ironing out those

fluctuations in income and employment that would remain even when a

monetary rule was providing a background of long term built in stability

to the economy.

However, there are a number of provisos to the foregoing conclusion

that merit explicit note. To begin with, and quite obviously, any govern-

ment budget deficits that arise from the use of activist fiscal policy as

a stabilisation device must be covered by borrowing from the public, and

not by borrowing from the Central Bank, because only in this way can the con-

duct of fiscal policy be made consistent with the maintenance of a constant
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rate of monetary expa- ion. Second, fiscal policy's major roles in the

economy are to influence the allocation of resources and distribution of

income. To the extent that its use for stabilisation purposes interferes

with the pursuit of other policy targets, there might be important policy

trade-offs to be taken into account in deciding how freely to use it for

those purposes. Third, I have suggested that fiscal policies act quickly,

and so they do once they are in place. However, the political process

may be such that the process of implementation is slow and uncertain.

This seems to be more of a problem in the United States with its Congres-

sional system of government than in two party Parliamentary systems, but

it remains a problem worth considering nevertheless.

Finally, I began this section of the paper by noting that there existed

a "natural" unemployment rate, and that it was only appropriate to use

traditional demand management tools to increase employment if the economy

wAs operating above this rate. We must, therefore, be able to measure the

natural unemployment rate with some confidence if we are ever to be in a

position to deploy fiscal weapons to influence employment and output in a

useful fashion. The amount of disagreement that there has been in recent

years about just what is the value of the natural unemployment rate in the

United Kingdom, or in the United States or Canada for that matter, suggests

that in the current state of knowledge, we are in no position to estimate

that rate with any degree of confidence at all.

The issues that I have just raised should make one rather cautious

about how much to expect from fiscal policy as an employment ktabilisation

device. However, only the first of them has anything to do with the
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adoption of a monetary rule. The others are quite independent of this

and would have to be addressed by any advocate of fiscal policy, no

matter what his views on the proper mode of behaviour for the Central

Bank. Thus, to adopt a monetary growth rate rule to control the price

level does very little to constrain the use of fiscal policies to combat

unemployment. The adoption of such a rule does not therefore require a

downgrading of unemployment as a target for policy. It leaves policy-

makers with ample scope to choose other means for achieving such goals

should they wish to do so.

V

ANTI-INFLATION POLICY

The preceding sections of this paper have argued that the adoption

of a constant rate of growth for the money supply, adjusted from time to

time if institutional change in the financial sector seems to warrant it,

will confer upon an economy, not perfect price stability or perpetual

full employment, but at least a good prospect of achieving low and

reasonably stable inflation and a level of employment that will fluctuate

around its "natural" rate. It has also been argued that such a monetary

policy need not inhibit the authorities from attempting to reduce that

natural unemployment rate by way of policies towards the labour market

if they wish to do so, nor from attempting to iron out remaining fluctua-

tions in employment about that natural rate with fiscal policy; although

in the latter case I have expressed skepticism about how much could in fact be

accomplished by such means. On the other hand, it has been noted that the
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aspects of policy. In particular the implementation of a monetary rule

implies acceptance that the great bulk of government expenditure be

tax and bond financed, and that interest rates and the exchange rate be left

to be determined by market forces at whatever level they might dictate.

The proposal to use the money supply to provide a background of

price level stability stops far short of guaranteeing perfection in

economic life then. At best it provides an environment in which the many

other economic and social problems with which modern governments are

expected to deal can be tackled. Which problems will be taken up, and

the means used to cope with them, will undoubtedly vary from country to

country, and from time to time as well, as power shifts among various

political parties. The analysis underlying this essay tells us nothing

about what ought to be done here, and certainly does not support the

position often attributed to advocates of monetary policy by their

opponents, though seldom with any justification, that the adoption of

appropriate monetary policies will in and of itself do all that is needed

to solve these other problems. Monetary stability merely creates an

environment in which it is easier to tackle a whole array of social and

economic problems. It does not constitute a solution to them.

The situation in which just about every economy in the Western world

now finds itself is far from being one of monetary stability. Inflation,

at rates that even fifteen years ago would have been regarded as unthink-

able, is now endemic in the system, and it is not enough for the
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inflation, and that, once achieved, it can be maintained by keeping the

money supply on an appropriately chosen constant growth path. He must

say something about how it can be achieved, about how to get there from

here. The answer that I would give to the question implicit here can

be expressed in the single adverb "gradually". It is commonly agreed

that the current world wide inflation began in earnest in the mid-1960s,

largely as a result of the key currency country of the Bretton Woods

system, the United States, attempting to finance the Vietnam War by way

of money creation. It took till the mid-1970s for the increase of the

trend rate of inflation in most countries to come to an end, and since

then, they have at best held the line against further increases in the long

run inflation rate. We have, that is to say, taken fifteen years to get

into our current situation, and I can see no reason why we should not

expect to have to take close to a decade to get back to where we were in

the mid-1960a as far as inflation is concerned.

It is my judgment that inflation must be tackled by way of a pro-

gramme of slowly but surely reducing the rate of monetary expansion

until a rate compatible with long run price stability is reached, indeed

that this is the only policy that is likely to be found tolerable. By

this I do not mean that the policy will be a pleasant one, but only that

the alternatives would be worse. The key factor underlying this judgment

lies in the role played by expectations in economic life, and in particu-

lar the role that they play in the inflationary process. It is common-

place, but an important one, that economic activity takes place over time.
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Decisions taken today are decisions taken for the future, and that future

is an uncertain one. A firm deciding upon its production plans and its

pricing policies must take a view about how much output it can sell, and

at what prices, over the horizon for which it is planning. In negotiating

a wage contract, both sides must base their bargaining positions, and the

ultimate settlement, upon what they think are the prospects over the period

of the contract for the particular industry they are involved in, and for

the economy as a whole. Indeed the very planning period over which expecta-

tions must be formed is itself something which must be chosen, and not

the least of the advantages of a climate of monetary stability is that it

permits the horizon to be lengthened, and hence makes the planning problems

of firms and households alike less onerous and time (not to mention resource)

consuming to solve.

Wages and prices are set in terms of money, so that expectations about

the time path of the purchasing power of money must become pervasive

elements in economic decisions. Currently held expectations about the

future inflation rate influence currently made decisions, not least those

that are made about the future time path of particular wages and prices,

so that there is a strong element of self-fulfilling prophesy about the

behaviour of the price level. If all agents expect the price level to

remain stable, each firm will set the money price of its own output on

that expectation and each wage bargain that is struck will also be based.

upon that expectation. The result of all these individual decisions will

be that the general price will in fact tend to be stable. If, on the

other hand, everyone expects the inflation rate to run at shall we say ten
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percent per annum into the relevant future, then that expectation will

be built into the behaviour of wages and prices, and the inflation rate

will indeed tend towards ten percent.

Now when we use the word "expectation" here, we must be careful not

to think of it as necessarily being a consciously constructed forecast

of the time path of the inflation rate. For some economic agents, for

example large firms or trade unions with specialised economic research

departments, it will -indeed be just that, but for many agents an "expecta-

tion" about inflation amounts to little more than an uneasy feeling that

prices are rising faster than they did. Moreover, it is not the state

of anyone's psychology, or the quality of their explicit forecast (if

they make one) that matters for the inflationary process, but the way in

which expectations get translated into action. The large corporation or

trade union might use its latest inflation forecast as an input into a

carefully calculated pricing or wage bargaining strategy, but for less

sophisticated agents, the "feeling" that prices are rising faster than

they used to might translate into what amounts to a change in their

habitual behaviour vis-a-vis price and wage setting. This is a point of

some importance in the context of the current inflation, because it has

now been going on for fifteen years or so. That in turn means that there

now exists a whole generation of adults who, never having experienced

anything, different, take rates of price and money wage increases in double

digits quite for granted. No doubt, as inflation is brought down, they will

learn not to do so, and will develop new expectations and habits, but

there is no reason to believe that they will do so quickly.
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The arguments presented in the last few paragraphs imply that, once

inflation is well under way, as it surely is in just about every Western

economy by now, that complex of factors that we label with the deceptively

simple word "expectations" imparts a good deal of inertia to the behaviour

of prices. Prices continue to rise in large measure because they have

been rising. However, if the inflationary process is going to proceed

smoothly, it needs to be validated by the behaviour of the money supply.

If a ten percent per annum inflation rate is actually going to continue

unchecked, the money supply must grow at a rate fast enough to accommodate

whatever growth in the demand for money might emanate from real income

growth and such, and then at a further ten-percent to keep pace with

rising prices. The policy strategy called "gradualism" amounts to doing

no more than slowly reducing the rate of monetary expansion over time until

it will accommodate no inflation, and the reason for bringing about this

reduction in the rate of monetary expansion slowly lies in the consequences

for real income and employment of reducing the rate of monetary expansion.

The main short run - but not necessarily short-lived - effects of

reducing the monetary expansion rate in an economy where inflation is

well entrenched is not a reduction in inflation at all, but a downturn in real

activity and an increase in unemployment. When the monetary expansion

rate is reduced, economic agents begin to run into the very type of cash

shortage we discussed earlier, and their reaction to it will result in a

fall-off in the level of aggregate demand for goods and services. However,

when the individual firm experiences a decline in its sales, it has to

decide whether the decline is a temporary abberation that can safely be

ignored, or whether it portends a longer term shift in market conditions.
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It takes time and resources to gather the kind of information needed to

make such a decision, so that the initial reaction to falling sales

across the economy is a build-up of unwanted inventories of goods and

not much else.

It is only when it becomes apparent to firms that the fall in demand

is not a localised or transitory phenomenon that they will take action.

Such action will involve cutting prices (which includes raising them by

less than otherwise would have been the case) to boost sales, or cutting

output, or a combination of such policies. The general presumption must

be that their initial response will be more heavily weighted to the side

of cutting output. In part this is simply because cutting current output

is complementary to increasing sales as a means of reducing unwanted

inventories, and partly because it is sometimes cheaper for firms to

adjust output than go to the expense of revamping their price-lists and

informing their customers about this. More important however is the

simple fact that wage contracts already entered into put a limit on the

extent to which prices can be lowered without involving firms in losses.

It is easier to cut output, put workers on short time, or indeed lay them

off altogether, than to renegotiate an existing wage contract in a down-

ward direction, not least because lay-offs only affect a part of the labour

force, while wage cuts have to be negotiated with everyone.

Inflation expectations, the long-term contracts that embody those

expectations, and the difficulty that firms, and indeed other agents too,

must inevitably experience in distinguishing random fluctuations in demand
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from longer term changes in its time path, all interact to cause a

reduction in the monetary expansion rate to have its first major impact

or. output and employment. However, inflationary expectations are only

one ingredient of wage and price setting behaviour. The appearance of

excess capacity in the economy will lead firms to revise down their

prices relative to their initial plans, and the associated unemployment

will lead to a similar effect on the time path of wages as contracts

come up for renegotiation. In time therefore the inflation rate will

indeed begin to slow-down. As it does so, expectations will begin to be

revised downwards, habits will change, and the fall off in inflation will

tend to become cumulative.

In due course, the falling inflation rate will catch up with the

rate of monetary expansion, but it does not follow from this that the

process we are describing would be then at an end. The inflation rate

might not simply "catch up" with the monetary expansion rate, but is

likely instead to overtake it. If it did, agents would begin to find

themselves with surplus cash, demand would begin to increase, and the

process we have just described would reverse itself. Although monetary

contraction would eventually lead to a permanently lower inflation rate,

the approach to this long run solution would be in a series of cyclical

swings around the long term trend, rather than along a smoothly converging

path. There would be similar swings in income and employment about their

natural rates, and, in the current state of our quantitative knowledge,

there is no reason to suppose that these swings might not be of several

years duration each. (A more formal analysis of these cyclical swings
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is given in Laidler and Parkin (1975)).

The probability that, under a gradualist policy, the inflation rate is

likely to follow a cyclical path is important for a number of reasons. First,

it implies that there is no reason to expect any close correlation between

the rate of monetary expansion and the price level during the, perhaps long

drawn out, approach to a lower long run average inflation rate, and that

therefore the absence of any such correlation should not be read as evidence

of the failure of suc policy. Second, and closely related, the fact that, at

some time after the implementation of policy, a satisfactory inflation rate

has been achieved, does not mean that this inflation rate will be sustained.

A temporary trough in the inflation rate is not the same thing as a lower

long run value for the variable, nor is an upswing in the inflation rate a

sign that a gradualist policy is failing. However, these considerations un-

doubtedly make the problem of sustaining the political consensus necessary

to maintain such a policy in place a difficult one, and must naturally lead

to the question of whether or not one cannot do better than "gradualism".

Could one not, for example, so manipulate the money supply as to

keep the inflation rate coming down smoothly, so that, the success of the

policy in question was obvious to the average observer? The answer here

is straightforward, for the question implicitly asserts that a fine tuning

policy towards the inflation rate would be preferable to a simple contrac-

tion of the rate of monetary growth. So it would, if such a policy could

be designed, but it is vulnerable to all the objections already raised in
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this essay to fine tuning, I would argue that, if those objections are

taken seriously, as they should be, we are forced to conclude that

though desirable in principle, the policy here envisaged is unlikely to

be feasible in practise.

As a matter of fact, a policy of fine tuning inflation out of the

system is not often proposed, but it is frequently argued that gradualism

is so likely to be slow and uncertain in its progress that a quick cure

for inflation, involving a rapid - within a quarter or two say - reduc-

tion in the monetary expansion rate, is preferable. Such a proposal is

often defended by pointing out that because so much of the inertia of

the inflationary process comes from expectations, and because the expecta-

tions in question are held by rational agents who are well capable of

observing the stance of monetary policy, an announced and clearcut

change in policy might affect those expectations instantaneously. If it

did, then it is argued that this would have a marked effect on inflation

directly, without the intervention of real income and employment fluctua-

tions.

There is nothing the matter with the logic of the above argument, but

it does take the truth of certain empirical propositions for granted.

First, it is one thing to change people's expectations with an announce-

ment, and another to change their behaviour. Anyone tied into a long

term contract before the policy change is announced will have to live by

it, or attempt to renegotiate it, and a change in his expectations will

not have any immediate effect on his behaviour. Also, before it can change



expectations, an announcement about a policy change must be believed,

and there are two problems which suggest we cannot take it for granted

that it will be. First, governments do change their minds, and because

a policy is announced does not mean that it will be persevered with:

consider for example the almost continuous speculation in the United

Kingdom during the first two years of Mrs. Thatcher's government about

the possibility of a. "U turn". Furthermore, even if an agent believes

that the government will stick to its policies, that will only affect

his expectations if he believes that the policy will in fact work.

Though Monetarists believe that a slowdown in the rate of monetary expan-

sion will reduce inflation, they must recognise that that belief is con-

troversial. Indeed, it is a minority belief in some countries. If they

do recognise this fact, they will also recognise the inconsistency of

arguing that the main transmission mechanism for such a policy can be

through changes in the expectations of people who do not believe in it, and

the absurdity of concluding on such a basis that the policy will work rela-

tively quickly and painlessly.

Not all advocates of a quick cure for inflation rest their case on

rational expectations. Lipsey (1980) for example agrees that a quick mone-

tary contraction is likely to be more painful than a slow one while its

effects last, but that the painful side effects will be over relatively

quickly. This, however, is not obviously true. It may be that the cycles

which a quick contraction might generate will be of a shorter duration

than those brought on by a slow contraction, but that does not necessarily

follow. In many dynamic economic models, the factors determining the.

period of any inherent cycle are not dependent on the size of the shocks

to which the model is subjected, and it would be a bold economist who
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speculated whether or not this was true of the dynamic processes under-

lying the interaction of monetary expansion, unemployment, and inflation,

in the real world. The fact is that we know next to nothing about these

things. And this is not to mention that a "short sharp shock" to un-

employment might have unpleasant political consequences of its own.

VI

SUPPLEMENTS TO MONETARY POLICY

I have argued above that the case for gradualism is not that it is

painless, or politically easier to implement than other policies, but

that, in the present state of knowledge, its unpleasant effects are

easier to foresee, and therefore assess, than those of alternatives. A

quick cure for inflation might be less costly than a gradual one, but if

it were, that would be the result of expectation effects, and of certain

dynamic properties of market processes, on which, ex ante, we have no

right to rely, for we have no evidence of their empirical relevance.

Thus, a quick cure is also a risky one, and it is on what amounts to a

declaration of ignorance that the case for the gradualist alternative

rests. But the fact remains that the gradualist cure for inflation is

likely to be painful, to involve unemployment and lost output over a

number of years. Though economists nowadays would advocate wage and

prive controls as an alternative to monetary contraction in the fight

against inflation, there is still a substantial number of economists

(e.g., Lipsey 1980, Tobin 1980, Bodkin 1981, Wirick 1981) who would advo-

cate controls as a supplementary device likely to ease the real effects

of monetary contraction.
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arrangements for reducing the rate of change of money wages and prices,

but to stop at this point in making the case for controls is to stop too

soon. Of course "effective" controls would reduce inflation: that much

is tautological, and the only opposition to "effective" controls would

be ideological. The place where there is room for serious economic debate

is on the matter of whether or not any particular control scheme is

likely to work in the first place, and this is undoubtedly an area where

reasonable people can disagree. The advocates of controls seem to rest

at least some of their case on the likely effects of the introduction of

such measures on expectations about inflation. The arguments for and

against this possibility are, in essence, the same as those that I have

already discussed in the context of the likely effects of the announce-

ment of a tight monetary policy on expectations. If the announcement was

believed, if a significant number of agents expected the announced policy

to be effective, and if they were in a position to act upon that expecta-

tion, then the introduction of wage price controls might indeed lower

the actual inflation rate by this mechanism. It is one of the curiosities

of recent debates about how to control inflation that those who seem to

put the most faith in the benevolent effects of the announcement of

monetary contraction on the inflation rate put the least faith in the

announcements effects of controls, and vice versa.

Lipsey (1980) who advocates both quick monetary contraction and

controls as interlinked parts of an anti-inflation package is one of

the very few who have at least displayed consistency in their attitude
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already be apparent to the reader. They are the very opposite of Lipsey's,

and start from an attitude of acute skepticism about announcement effects as

a reliable basis for the design of economic policy. I have no more faith

in the power of an announcement of controls to influence expectations in a

significant way, and more important to influence behavior, than I do in the

power of an announced.monetary contraction. However, at the same time, I

cannot deny the possibility of such effects proving important in practice,

although in the case of wage and price controls I do have a deeper objection

than mere skepticism. -If announcement effects are to be of any more than

passing importance, the change in expectations that they engender must, with

the passage of time, be confirmed by experience. In the case of controls,

this is unlikely to happen because no set of controls can be comprehensive;

in particular, in an open economy, prices originating in the foreign

sector cannot be controlled, or at least not without the erection of an

apparatus for direct quantitative controls on overseas transactions that

most advocates of price controls would shy away from.

Under a fixed exchange rate regime, it is well established that the

long run trend of domestic prices is determined in the world economy,

and it is for just that reason that the advocate of monetary gradualism

must also be an advocate of exchange rate flexibility. The issue to be

faced here thus concerns the way in which wage and price controls would

work against the background of a flexible exchange rate. Suppose for

the sake of argument that controls were effective, either by way of

influencing expectations or by some other means, in reducing the rate of
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relevant price index, below the values that they would otherwise take,

given the stance of monetary policy. This would mean that there would

betat a given exchange rate and given world prices for those goods

entering into the "foreign" component of the price index, more real cash

balances for the population to hold than would otherwise be the case.

The advocate of controls hopes that the presence of such excess money

balances in the economy would serve to keep up the level of real aggre-

gate demand, and hence lead to a higher than otherwise level of real

income and employment. The sceptic, such as myself, notes that their

effect might well be felt mainly in the foreign exchange market, driving

up the value of foreign currency, hence ensuring that the foreign component

of the price index would be higher than otherwise.

If this latter effect was predominant, then, overall the price

inflation rate would be pretty much what it would have been in the absence

of controls, although the structure of relative prices would be different.

In particular, real wages would be lowered, and any expectations about price

inflation engendered by the introduction of controls would be disappointed.

Something very much like this seems to have happened during the 1973-74

experiment with wage and price controls in the United Kingdom (see Laidler

1976 for a fuller discussion), while Canada had a similar experience with

controls, albeit in a much less dramatic and socially divisive way in

1975-77. (On the Canadian evidence see Fortin and Newton 1981.)

In both cases controls seem to have amounted to policies to control real

wages rather than inflation.
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There is always the possibility that, next time around, it would be

domestic output that would absorb excess cash balances. One cannot argue

that an "effective" wage and price control programme is out of the question.

Currently fashionable proposals for one form or another of tax-based

incomes policies do nothing to meet this issue though, for the innovative

element in such proposals concerns the way in which controls will be made

to affect wages and domestic prices in the first place. I am suggesting

here that the main case against controls does not lie in the difficulty

of enforcing them in those areas where it is conceivable that they might

work, but in the impossibility of controlling the behaviour of the overall

price index in an open economy with a flexible exchange rate. Only if

output and employment react more rapidly to variations in the quantity of

money balances in the economy than does the foreign exchange market

would there seem to be any hope of avoiding this problem. It is because

I find such a possibility inconceivable that I remain sceptical about the

desirability of using wage and price controls to bolster monetary contrac-

tion in the control of inflation.

Now it should be clear that the main burden of my objection to using

wage and price controls is not an ideological one, but rests instead

on a judgment that they would not in fact achieve the end for which they

might be used, namely reducing the unemployment that one would expect

to accompany a gradualist approach to the control of inflation. However,

there are other measures that might be used to ease the difficulties of

the transition to a lower inflation rate. To begin with, if unemployment

on a larger than usual scale is going to be the consequence of monetary
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to ease the lot of the unemployed. If the authorities are going to

undertake a policy that will have its adverse effects concentrated on

a relatively small proportion of the population, and that is what

undertaking a policy, one of whose predictable consequences is unemploy-

ment, amounts to, then it would seem only just to ensure that those who

bear the brunt of the policy suffer as little as possible.

There is a strong case to be made along these lines, but there is

a problem with it too that must be faced. The frictional and structural

factors that underly the economy's natural unemployment rate arise, in

part at least, from workers taking time to acquire new skills and to

find new jobs when they become unemployed. The higher is their living

standard while not working, the more careful would one expect them to

be about selecting a new job, and hence the longer they will take about

it. This is not to say that the unemployed are shiftless, nor is it to

argue for making unemployment an unpleasant situation. However, it is

to say that the higher the level of unemployment benefits, the higher is

likely to be the level of unemployment. This is not just a matter of a

priori speculation. We do in fact have a fair amount of empirical evidence

about the effects of unemployment benefit variations on the unemployment

rate. (See, for example, Crubel and Walker 1978.) However, this evidence

is not cited here in order to make a case that unemployment benefits ought,

after all, be fixed at low levels when an anti-inflation programme is being

designed. It would be foolhardy, in the current state of knowledge, to
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speculate as to whether we currently have too much or too little frictional

unemployment. However, the effect of generous unemployment benefits on

the natural unemployment rate is nevertheless a factor that the policy

maker must take account of in deciding upon their appropriate level and

structure. The reader should note, though, that policies designed to

increase labour mobility which I have discussed earlier, are available to

offset these effects. The authorities do not have to await the arrival

of price stability to implement such policies.

Of course, one way of keeping the unemployment rate down during the

transition to a lower inflation rate is to proceed slowly. That is what

gradualism is about in the first place. However, inflation, as we know,

also does social damage. This suggests that a useful accompaniment to a

gradualist monetary policy might be measures designed to make it easier to

live with inflation while the policy is working out. It is sometimes

argued that such policies ought not to be introduced lest this in some way

reduce the political will to come to grips with inflation. That would be

all well and good if all it would take to defeat inflation was political

will, with no unpleasant side effects, and if there was a feasible way of

solving the problem quickly if only sufficient willpower was exerted.

However, neither of these conditions hold, and it seems to me, therefore.

that to eschew the use of policies for cutting down the adverse effects

of inflation when they are available is quite pointless.

Some of the unpleasant effects of gradualism would be mitigated by
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the spread of indeation. Where one of the contracting parties to an

agreement is the government, as in matters of taxation and pension

obligations, there is much to be said for enacting indexation as a matter

of law. When it comes to private contracts, this perhaps is not necessary.

The very operation of capital markets ensures that expectations about

inflation come to be reflected in nominal interest rates, and so there

is no need for any active policy in this regard. As to wage contracts,

that surely must be left to the parties involved to decide. To the

extent that the inclusion of cost of living adjustment clauses in wage

bargains makes money wage inflation less rigid in the face of subsequent

reductions in price inflation, it is to be encouraged, since this effect

would tend to increase the speed at which inflation would be brought down

by a given gradualist policy, and decrease the amount of unemployment

that might accompany it. This consideration suggests that the authorities

might encourage the use of such clauses, but hardly amounts to a case for

making them in any way mandatory.

Moreover, it is important not to confuse indexation with a policy

of guaranteeing that real wages never fall, and in practise there is a

real danger of this happening,as the experience of the United Kingdom

in 1975 or Australia over the 1975 - 1980 period shows. Wage indexation

is a device for ensuring that, once a wage bargain is struck, its real

consequences will be what the parties to it intended, not a device to

prevent the parties to a bargain agreeing to a cut in real wages should

the conditions prevailing in whatever industry they are involved in seem to

require such a change. What form of indexation is appropriate in any
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particular instance is not something that the outside observer can pro-

nounce upon, and that is why the role of policy here should usually be

the passive one of not preventing indexation, rather than the active one

of attempting to enforce it.

VII

THE PROBLEM OF MONETARY CONTROL

The process of reducing the rate of monetary expansion slowly over

time in order to bring inflation under control is every bit as much a

proposal to fine tune the money supply as is the proposal to keep money

on a non-inflationary growth path once the inflation rate is at a satis-

factory level. Thus, the advocate of gradualism must say something about

the means whereby such fine tuning is to be implemented. Broadly

speaking, two methods of monetary control are available. The first

involves the Central Bank in manipulating interest rates, and the second

the reserve base of the banking system.

The rationale for interest rate control can be put as follows. As a

practical matter, it is possible to estimate a "demand for money"

function for the economy, using, shall we say, quarterly or even monthly

data. Over such a short time period, the values of such arguments of

that function as real income and the price level are in effect predetermined.

The same may be said of the lagged values of any variables that might

appear in the relationship. Some representative interest rate is also an

-argument in the demand for money function. Thus, in order to hit a given

target for the money supply within a quarter, the Central Bank needs only
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to calculate, given the values of the predetermined variables, the value

of the interest rate which is compatible with its money supply target being

demanded, set the rate at that level, and then leave it to the economy

to move along its demand for money function. The econometric relation-

ship underlying such an exercise are of course subject to error, but within

reasonable limits, or so it is claimed, the rate of monetary expansion

can be controlled by these means.

There are a number of problems with the procedures I have just out-

lined. First of all, as I have argued elsewhere, the relationship upon

which such a method of monetary control is based is not really a struc-

tural demand for money function at all, but a peculiar and ill understood

mixture of a long run demand for money function and the reduced form of

whatever model describes the portfolio behaviour of the private sector

and banking system. (See Laidler 1980.) Because it is so ill understood,

such a relationship might prove less reliable in practise as a basis for

gradualist policy than the results of empirical studies, carried out on

data generated when the Central Bank was not implementing such a policy,

might lead one to believe.

An absolutely crucial component of the case for using interest rate

control methods is the existence of a well determined, and relatively

elastic 4emand relationship between the behaviour of the monetary aggre-

gate chosen for control and the rate of interest. However, it is an

elementary result for macroeconomics that, the more interest elastic is

the demand for money, the less built in stability does one get from
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adopting a monetary rule. The choice of interest rate control methods

naturally then leads to the choice as the centrepiece of policy, of a

narrow money aggregate whose velocity varies relatively much with interest

rates. Furthermore the choice of such a narrow aggregate maximises the

chances of institutional change in the Banking System undermining the

effects of monetary policy. When a broad aggregate is to be controlled,

there is a good chance that such change will alter the composition of the

"money supply" leaving the significance of the aggregate unchanged. In

the case of a narrow aggregate, such change is more likely to result in the

evolution of monetary assets outside the scope of the chosen aggregate

that will, therefore, change its economic meaning. (On these issues see

Courchene 1976, Howitt and Laidler 1979, and Laidler 1981.)

A Central Bank that was determined to pursue a monetary target single-

mindedly, and was in a position to resist any political pressure that might

be brought upon it to do otherwise, might nevertheless be able to get

away with interest rate control methods. For example, after a shaky

start, the Bank of Canada while using these methods has managed to keep

within its money supply growth targets for over three years now. However,

it is vulnerable to the criticism that the aggregate it has sought to

manipulate has been sufficiently narrow as to be only a midly efficient

stabiliser of the inflation rate. Even so, the Bank of Canada has, from

time to time, found itself under acute political pressure as a result the

behaviour of interest rates and the exchange rate.

Other Cantral Banks which have attempted to use interest control
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methods have shown themselves less willing or, perhaps because of political

pressures, less able to see those variables fluctuate enough to keep the

money supply on track. (See Sumner 1980.) In practise they have not delivered

a slow but steady contraction of the rate of growth of whatever monetary

aggregate they have set targets for. The behaviour of the Federal Reserve

System, at least until late 1979, illustrates this proposition well enough,

as does that of the Bank of England. The latter institution's problems

have been compounded by the fact that it has tried to control the growth rate

of a broad monetary aggregate, many of whose components bear interest at

competitive market rates, by manipulating interest rates on assets that are

highly substitutible for "money". It is pointless here to speculate on how

it managed to get itself involved in attempting this impossible task.

A key political problem with interest rate control is that when it is

used the interest rate itself tends to take on the attributes of a policy

target in its own right. That has happened in the United States and particu-

larly in Britain. When this happens, and if the rate of money creation

nevertheless retains some importance for the authorities along side the

interest rate, they are left with little option but to try to control the

rate of money creation by way of manipulating public sector borrowing.

Given the value of the interest rate, there is a certain amount of public

debt that the private sector will absorb over any time period. The

difference between this amount and the overall borrowing requirement of

the public sector determines how much the authorities must then borrow

from the Central Bank, and therefore determines the size of public sector

borrowing's contribution to monetary expansion. Hence if public sector
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borrowing can be controlled, then so can the money supply. This line

of reasoning explains why, in Britain in particular, the government has

come to lay heavy emphasis on the control the public sector borrowing

requirement as a key component of monetary policy. A reluctance on the

authorities' part to tolerate interest rates fluctuations has led to

the government budget.contraint imposing a much stronger linkage between

fiscal and monetary policy than is strictly necessary. The fact that

public sector borrowing is hard to predict, let alone control, when much

government expenditure and revenue fluctuates according to statutory

obligations that cannot quickly be changed, explains why, when such a

linkage is imposed, it is inevitably the conduct of monetary policy that

suffers.

For all the above reasons, then, interest rate control, whatever may

be its merits in principle, is unlikely to be an effective means of

carrying out a "gradualist" monetary policy in practise. That is why

the case for gradualism is so closely related to advocacy of "base control"

methods for the implementation of monetary policy. The phrase "base

control" is in some measure ambiguous. Some people use it to refer to

a policy regime under which rules are set for the rate of growth of

the monetary base instead of some broader monetary aggregate, and others

use it to refer to a regime under which the monetary authorities manipu-

late the base, over which they can if they wish have direct control, in

order to bring about a particular growth rate for some broader aggregate.

Here I am using the phrase in the second sense.
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There is nothing mysterious about the techniques of base control.

They exploit the fact that there can exist a stable "multiplier"

relationship between the monetary base - the cash liabilities of the

Central Bank - and a more broadly defined money supply concept. How

stable such a multiplier will be does of course depend upon some factors

beyond the monetary authorities' direct control, for example the preferences

of the non-bank public vis-a-vis holding money in currency as opposed

to Commercial -Bank deposits, as well as the banking system's demand for

excess (that is greater than required, or conventionally held) reserves.

Also, the tightness of the Central Bank's degree of control over the

base will depend upon the conventions it adopts to govern the granting of

rediscount facilities to Commercial Banks that find themselves short of

cash. However, it is within the discretion of the Central Bank to

alter these conventions and it should be obvious that the less automatic

is the ommercial Banks' access to the discount window, the easier is it

for the Central Bank to control the size of the monetary base.

Other factors that might influence the multiplier relationship are

also susceptible to the control of the monetary authorities. Differen-

tial reserve requirements between different types of deposits, such as

exist in Canada and the United States, or between different types of

Banks, such as exist in the United States, or a basic cash ratio that is

so small that variations in the Commercial Banks' desired excess reserves

come to dominate the multiplier, as is the case in Britain, can all lead to

undue slippage between the monetary base and the money supply. However,

these factors can be dealt with by way of administrative changes. There
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is no reason why there cannot be a uniform reserve requirement against

all types of deposits that make up the monetary aggregate that the

authorities wish to control. If the Central Bank were to pay interest

to Commercial Banks on their reserve holdings, the main grounds on which

the latter might object to such reserve requirements, namely that

reserve requirements are a form of differential taxation on banks, would

be removed.

Of course, I am not suggesting that changes such as I am advocating

here would be politically easy to implement in all times and places.

Nor, if a Central Bank switched to a system of base control over a mone-

tary aggregate after a history of stabilising interest rates, would agents

in private markets find the transition a straightforward. matter. When

a Central Bank ceases to step in to iron out day by day interest rate

fluctuations, it takes private agents a while to learn to operate in the

changed environment. Interest rates are volatile until private sector

institutions learn how to take profitable advantage of such volatility and

thereby compete it out of the system. The history of the United States

in the wake of the Federal Reserves System's attempt to move to base

control in the autumn of 1979 bears witness to the potential seriousness

of such problems.

Now all this is to say that, if the authorities of a particular

country opt for a gradualist policy, they should not take it for granted

that they can implement such a policy without overhauling their monetary

institutions to a greater or lesser extent. Under the Bretton Woods
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system, and before that under the gold standard, interest rates were

the key variables in the conduct of domestic monetary policy. It

was by manipulating interest rates that Central Banks induced the kind

of international capital market responses that enabled them to maintain

their exchange rates fixed. Furthermore, under a Keynesian policy

regime, monetary policy is subordinated to fiscal policy, and the main

job of the Central Bank is seen as ensuring that the interest rate

effects of financing fiscal deficits do not offset whatever influence

fiscal policy is intended to have. Here again it is the interest rate

rather than some monetary aggregate that is the important policy

variable. The fact is that the monetarist proposal to put control of

a monetary aggregate at the centre of policy is a radically new one as

far as the behaviour of Central Banks is concerned. It should not there-

fore surprise anyone that the adoption of such a policy requires that

monetary institutions be overhauled. The policy failures that have

been experienced in so many countries over the last few years, not

least in Britain and the United States where monetary targets have been

more honoured in the breach than in the attainment, bear eloquent

witness to the troubles that can be encountered if attempts are made

to implement a monetarist policy in a Keynesian policy environment.

Hence the overhaul is well worth carrying out.
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VIII

CONCLUDING COMMENT

This essay has been a long one, but its basic theme is easily summed

up: the use of monetary policy to establish and maintain control over

the inflation rate is a complex matter, not because the economics

that underlies such a policy regime is particularly difficult to grasp,

but because of the way in which such a use of monetary policy impinges

upon governments' ability to attain other policy goals, and to use other

policy tools. A government that sets targets for the rate of growth of

the money supply cannot also set targets for the exchange rate and interest

rates, and it cannot also use monetary policy to manipulate the unemploy-

ment rate. Moreover, though it is still left with a good deal of freedom

as far as fiscal policy is concerned, once money growth rate targets

are set, its decisions about the financing of government expenditure are

in large measure pre-empted. Also, in order to create a situation in

which monetary growth targets are attainable in practise, institutional

reforms in the financial sector of the economy may have to be undertaken.

And none of this is to mention what is perhaps the most important

of all problems with using monetary policy to cope with inflation, namely

the fact that it undoubtedly creates unemployment as part of the trans-

mission mechanism whereby it has its effects.

The above list of problems is formidable, and perhaps goes a long

way towards explaining why the use of monetary policy to combat inflation

has in practise been erratic and half-hearted in so many countries in

recent years. Nevertheless, I find it inconceivable that inflation is
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going to be brought under control anywhere without monetary policy

being deployed. Thus, the purpose of this essay has been, not to

advance arguments against its use, but to state in a clearcut fashion

just what difficulties are likely to be encountered when it is used, in

the hope that the old adage "forewarned is forearmed" might be of some

relevance to the design of successful anti-inflation policies.
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Senator PROXMIRE. Thank you, Mr. Laidler, and Professor Meltzer,
for a very interesting analysis, particularly an analysis of the British
economy and of its problems.

Mr. Meltzer, you came down suprisingly hard, in my view, on the
debt management policies of the Secretary of the Treasury. A very
interesting observation you made is that the Secretary of the Treasury
seemed to be betting against the success of the Reagan program by
selling bonds that bet against the policies, as you put it, and you called
for better government debt management policy.

My question is, how?
Mr. MELTZER. Well, I think what the administration has to do-

and I would hope the Congress would encourage them to do-is to
stop selling 15 or 16 percent bonds. Most of our fellow citizens do
not make 15 percent or, adjusted for the current rate of inflation, 9
percent. They do not make that kind of return. We're paying high
interest notes to people who are betting against the success of the
policy and when the Treasury week after week or month after month
sells those bonds it is encouraging the belief that the policy will fail.

Senator PROXMIRE. Now just let me interrupt to say if you don't sell
16 percent bonds but sell bonds at 10 percent, in these days, then you
sell them at a terrific discount, don't you?

Mr. MELTZER. Indeed, you do, but that isn't the only option, for-
tunately. I would have the Treasury issue an index-linked bond and
put out an announcement that says we will pay zero interest on this
bond and let it sell at a discount. Every 6 months we will pay to small
savers as well as to big investment trusts the rate of inflation or some
measure of the rate of inflation for that period. What I would do is
say, "We challenge you. If you believe our policy is going to fail, we
challenge you to buy these bonds which is our bet against failure."
That's very important because if the policy doesn't work, then we
have

Senator PROXMIRE. If they believe in the policy, they won't buy
the bonds.

Mr. MELTZER. But some will, and the rates will come down. What
we want to do is get those bonds out there and then advance refund,
as the Kennedy administration did some of the 20 and 30 year bonds
at very high coupons. That will save the taxpayers the interest pay-
ments they are committed to pay for the next 20 to 30 years.

Senator PROXMIRE. This is fascinating. Give me an example of how
this would work. They would sell the bonds on an index?

Mr. MELTZER. They would just say here is a zero coupon bond. Bid
the real rate of interest.

Senator PROXMIRE. What would be the maturity of them?
Mr. MELTZER. As many years as they wish-20 or 30 years- a long-

term, real indexed bond. Then the market will say, "We think that the
real rate of interest has to be 3 percent over the next 25 years so we
will bid 50 for those bonds. The Treasury will then pay nothing except
the rate of inflation because the bond is indexed by the inflation rate
and the inflation payment will be tax free. That's what we mean by
indexing. The holder will get whatever he gets when he buys the bond,
say at 50, and he holds it to maturity.

Senator PROXMIRE. Is there any country in the world that has that
kind of system?



Mr. MELTZER. Yes. Countries have sold indexed bonds not precisely
of the discount variety, but they have done that.

Senator PROXMIRE. Where?
Mr. MELTZER. Brazil, Finland, and Britain. The British have experi-

mented with it to some extent but on a very limited basis.
Senator PROXMIRE. There are enormous inflation rates.
Mr. MELTZER. The current issue of the Economist in fact urges the

British to expand their index-linked bonds and sell them as a means of
funding their debt. Brazil has a very high inflation rate. I've spent a
lot of time in Brazil so I have some idea of the nature of their problem.
It is not related to the problem of indexing. It's related to the problem,
as it almost always is, of budget deficits, and money, and the unwilling-
ness of the government to pay for its expenditures on a current basis.

Senator PROXMIRE. So if you had an inflation rate tied to the CPI
of 10 percent, then the Federal Government would pay a 10 percent
rate of interest?

Mr. MELTZER. Right.
Senator PROXMIRE. And there would be a discount factor, presum-

ably, under present market circumstances, right?
Mr. MELTZER. Right. Now one advantage of that is if the adminis-

tration is right and we do manage to get the inflation rate down, then
we save a lot of interest costs for future years. If the administration
is wrong and the market is right and we don't reduce inflation-if this
administration turns out to be like all the others and ends up remflat-
ing, then the market has an instrument that it can use. There will be
a default-free index-linked bond. People in the housing industry and
other industries and the various intermediaries can tie their bonds, their
obligations, onto those Government securities and offer the consumers
the opportunity to borrow or lend at rates which protect them against
inflation. That would do a lot to solve some of the problems of the hous-
ing industry, if we continue this period of high inflation.

I think that's a much better way of going about the debt manage-
ment problem. There are other things that could be done. For example,
the administration could issue a bond with a "put," which is really
just the reverse of a GNMA. There's been some consideration of that.
A bond of that kind would say to the market, look, if the inflation
rate goes up, you can put the bond to use and get your money back;
we'll protect you against higher inflation. If inflation comes down,
you get the gain. I don't think that they should give those gains away.
I think that's second best to an index-linked bond, but either one of
them is better than what they are now doing.

The simple fact is, Wall Street does not tell its corporate clients to
sell long-term debt at these interest rates. It shouldn't be telling the
U.S. Government to do it.

Senator PROXMIRE. Just two more questions about that. No. 1, should
money be backed by gold?

Mr. MELTZER. I think the gold issue is the wrong way to go. Index-
linked bonds is much better. The difference between the two is that in
one case you have a known quantity, the consumer price index which
is a measure of what people try to hedge against. Gold is a very imper-
fect indicator of what's going to happen to the CPI. We have some-
thing better than the CPI-the PCE deflator. We have no idea of
what's going to happen to the gold price. If the oil price goes down
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and the oil countries sell their gold, we would have very different gold
prices. By tying to gold, we would introduce a riskier element than
we need to.

I think gold is a distinctly poorer alternative than the alternative
I'm recommending.

Senator PROXMIRE. As you know, a mammoth cost of financing the
Government today is servicing the Government debt and the expecta-
tion is that next year it will go over $200 billion. As a percentage of
GNP it's much bigger than it's ever been in our history, including the
height of World War II. We have had a bigger debt relationship with
GNP, but never a bigger service cost.

In your judgment, how would this suggestion of yours affect the cost
of servicing the debt?

Mr. MELTZER. Two ways: By committing the administration and by
going out and challenging the market based on the mechanism that
Professor Laidler talked about, which is known as rational expecta.-
tions. Indexing would have some positive effect on market expectations
and therefore reduce some of the cost. Second, if in fact the adminis-
tration achieves what I think it can achieve, a 7-percent-inflation rate
by the end of next year, by the fourth quarter of 1982, it will save
enormous amounts of money just on the interest cost of the debt.

Senator PROXMIRE. On the other hand, supposing we go the other
way?

Mr. MELTZER. In that case, we have a lot of problems, of which the
financing of the debt will be smallest. The interest costs will go u, but
the consumers will have an instrument which will protect them so they
will be able to save. Savings and loans and banks will be able to buy
indexed bonds and use them as a base for issuing their own, similar
securities. They can build on indexed reserves. They can leverage on an
indexed portfolio, taking a little bit of risk and offering the consumer
the same opportunities that the Government offers.

Senator PROXMIRE. You're a great salesman, Mr. Meltzer. You're
indicating the benefit this would have for the people that buy the
bonds. For the Federal Government, of course, if inflation takes off,
then the burden would be even greater. It would feed on itself.

Mr. MELTZER. But we don't want to have a policy which, if it turns
out that we inflate, takes that inflation out of the hides and pockets of
the consumer and the holders of these bonds. That's been a problem
up to now.

Senator PROXMIRE. You've got to take it out of the hide of some-
body. In that case, you take it out of the hide of somebody who can't
afford to buy these bonds.

Mr. MELTZER. I would index across the board, including savings
bonds that are offered by the Treasury to small savers. I would like
indexing to be available to everybody, including the small savers who
are in the most need of protection from inflation because they have
the least knowledge about what their opportunities are.

Senator PROXMIRE.'Mr. Laidler, how do you feel about this?
Mr. LAmLER. I largely agree with it, sir. The Bank of England gave

the same confused signals as the Treasury here appears to be giving,
at the beginning of the Thatcher administration, marketing long-term
government debts at rates of interest which were not compatible with



the government's own forecast of inflation. That created a lot of con-
fusion in markets in the United Kingdom at the time. I have never
been able to understand why the British Government doesn't issue
indexed debt of the type Professor Meltzer is describing. It seems to
me, if I may say so, that the only real problem with the debt of this
kind is servicing the interest charges on it, if the rate of inflation stays
in double digits and goes to 20 or 30 percent: I suspect that, in fact
debt service would be the least of any government's problems if the
inflation rate really did get that high.

May I just say one more thing. I think implicit in both of our sup-
port for this kind of proposal is the belief that the rate of inflation
is within the government's power to control, that the rate of inflation
is not something that is somehow visited on the administration from
the outside.

Senator PROXMIRE. Well, let's follow up on that, the notion that the
rate of inflation is Within the government's power to control. Would
a change in the current policy mix to a less restrictive monetary policy
and a more restrictive fiscal policy, in your judgment, lead to lower
interest rates and benefit the oil industry and other industries and
encourage capital formation?

Mr. LAIDLER. Lower interest rates in the short run will benefit all
those industries in the short run. I'm not so sure that such a switch in
policy at the moment would not simply represent yet another twist
in the inflation cycle. That is to say that the switch to-

Senator PROXMIRE. Let me just interrupt to say that when I suggest
this change you could have a change without any change in our mone-
tary policy. You could have this restrictive monetary policy as we
have now but a more restrictive fiscal policy.

Mr. LAIDLER. I have to answer that if the budget was more in balance
and government debt was putting less' pressure on capital markets,
interest rates would come down for a given rate of growth of the
money supply; yes.

Senator PROXMIRE. Well, do you think that's of prime importance
or do you think that would be secondary?

Mr. LAIDLER. I think that what is of prime importance is that mone-
tary policy be seen to be mildly restrictive, be seen to be under control
over the medium term. Then I would say that the size of the public
sector borrowing requirement is of secondary importance.

May I say these problems are not only evident in the United States.
We have the same problems in Canada. We have the same problem
in the United Kingdom. I have been perhaps rather narrowminded
in these policy debates. I have always concentrated on getting the
monetary policy under control and have argued it's really up to the
politicians to decide how big an interest burden they wish to put upon
the private sector with their budgetary policy.

Senator PROXMTRE. You say that monetary poliev is under control
and we have a political problem. I'm a political official, as you know,
and I have to vote on these policies in the Senate. It's very hard to
defend-and I have been a defender, by and large, of a restrictive
monetary policy, but it's hard to defend it against these very, very
cruel and high interest rates. I go home as do other Senators and talk
with the homebuilders and with auto dealers and so forth and they



are just singing the blues. They say, "We can't last more than a few
months," and they point to firm A, B, C, and D that are out of business,
good firms, but just destroyed by high interest rates.

Now even if the assistance of a more restrictive fiscal policy would
be marginal, it would be of some help, and that's only the beginning
of an incomes policy, a more vigorous antitrust policy, a more effective
free trade policy, all of which would help us bring inflation under
control. Wouldn't those make it more possible to have a monetary
policy we could persist with? Because if we did these other things,
wouldn't they tend to bring down the very damaging, cruel, destructive
high interest rates?

Mr. LAIDLER. I would like to take that question in one or two parts.
I would give first priority to keeping a mildly restrictive monetary
policy in place. Then I would say that, if the political pressures that
were being generated by the interest rates associated with that policy
were troublesome, what government can also do is reduce its deficits
to take the pressure off interest rates. That is essentially the only
weapon that's available. I would be very skeptical indeed about going
further down the line to any kind of wage and price controls scheme
or anything else that might come under the heading of incomes policy.

Senator PROXMIRE. Mr. Meltzer, so far we have talked about fiscal
and monetary policy. Some economists, including Mr. Blinder, argue
that the improvement in the inflation situation is not so much because
of a restrictive monetary policy as it is because of good luck in the
energy area. I might add in the food area, too. We have had superb
harvests in this country. We have had enormous increases in our pro-
duction of food and food prices, as you know, have been almost stable
for the last 7 or 8 months, coinciding with the easing of inflation. We
have had a worldwide glut of oil and that's been very helpful.

What are your views on the role that really has been played by
monetary and fiscal policy when you recognize these other elements
have played a really big part in holding down the rate of inflation?

Mr. MELTZER. I believe that both have been at work. It's very difficult
to separate out the two, but both have been involved.

First of all, our policy of decontrolling oil prices was a significant
step in the direction that produced this glut. Second, I agree that the
food prices that you mentioned have come down but that's not inde-
pendent of the fact that the monetary growth has been slow. We have
had periods and other countries have had periods in which food prices
have come down and other prices have risen even faster so the
weighted average of prices has gone up. The fact that the whole mar-
ket basket of prices is coming down is due to the fact that people are
responding to monetary policy.

Spot commodity prices are down somewhere between 30 and 40 per-
cent since the end of last year. That has nothing to do with food. It has
to do with prices of metals, prices of soybeans and all sorts of things
that have little to do with a bountiful harvest in the United States.
Commodity prices are down across the board. We see it in lumber
prices, in housing prices, in gold prices, in silver prices, and in copper
prices. All those prices show signs of disinflation.

What we need to do is to make those gains permanent. There's no
doubt that the monetary policy, in my mind, is working. There's no



doubt also that as a result or our decontrol of oil prices and the world-
wide recession of slow growth, there's been less demand for oil and
that has contributed to slowing down measured inflation. I wouldn't
want to estimate the precise amount. I would put the larger weight,
however, on the economic policies and the smaller weight on these
other factors.

Senator PROXMIRE. Mr. Laidler, both you and Mr. Meltzer persisted
in this notion that the price that we pay to get inflation down is worth
it, and you indicate that we have had a moderate amount of unemploy-
ment. I notice that just last month the unemployment rate went up to
7.5 percent. This may be just the beginning. Many people say it's going
to get worse, and some people who favor our present policy say it's
going to have to get worse. This means millions of people unemployed,
probably 8 million people in this country, or close to it, out of work,
because we have a very large work force, as you know.

Doesn't this suggest that we ought to be much more vigorous in
pursuing other anti-inflation policies to offset the adverse effects of
this emphasis on monetarism? There's just no question that high in-
terest rates in the construction business and in the homebuilding busi-
ness-we have housing starts now below a million a year, around
932,000 in August at an annual rate. We need at least 2 million starts
a year. That's a fairly reasonable estimate of what we should be pro-
ducing now given the demand we have. We are only operating at 7
or 8 million automobile units a. year. We should be producing 10
million. That's a terrific price to pay. There are millions and millions
of families in this country who are out of work in those two industries.

Then when you recognize that the farm implements-farmers can't
afford to buy implements. Small business depends very, very heavily
on credit. Isn't there some way we can ease the terrific pressure in
some parts of our country and in some industries which is so painful
for so many people?

Mr. LAIDLER. I think there may well be. The thrust of my views on
this matter I think can be put very simply. Monetary policy, if it is
geared to controlling the inflation rate, can't be used for anything else
but controlling the inflation rate is not something that I regard as an
end in itself. I regard it as a precondition for getting to grips with all
kinds of other social and economic policy problems and I would want
to look at micropolicies toward the structure of labor markets, toward
the structure of particular industries, as a means of getting to grips
with these kind of unemployment problems.

As you know, I come from London, Ontario, Canada, and we are
very deeply affected there by what is happening to the automobile
industry. My impression is that the workers in the automobile industry
are extremely well paid relative to workers in other industries and
that there might be scope for preserving jobs in that industry by
getting them to take lower pay. Indeed there has been a certain amount
of that going on in the case of Chrysler already.

I would worry about minimum wage legislation as another source of
unemployment, particularly among young people. As far as the hous-
ing market is concerned, one of the reasons I think the U.S. housing
market is in such a mess at the moment is that housing became the
best or perhaps the only inflation hedge available to middle-income



groups and a heavily subsidized inflation hedge. The resulting in-flationary bubble in the housing market is as much responsible forhaving squeezed the demand side of the market as are high interest
rates. Ever since I wrote my Ph. D. thesis I have been an advocateof implementing a schedule A income tax.

Senator PROXMIRE. Let me just interrupt on that housing analysis.The average price of a house is $70,000 now. The payments on that areover $1,000 a month, meaning that the average family, and even thefamily with much better than average income, can't afford to buy it.Of that $1,000 a month, $800 or 80 percent is interest cost. That's thecost of a 17-percent 30-year mortgage-80 percent. So it's awfully
hard to say that these other factors-the cost of the house or the costof labor or the cost of land or any other element-is causing this. It'sclearly a runup in the appalling rate of mortgage interest-17 percent.
Back in 1950, the average mortgage rate was 4.5 percent in this coun-try. For many, many years it was 6 percent.

Mr. LAIDLER. I think this problem in the housing market, which weshare in Canada and which they have also encountered in the UnitedKingdom, does have deeper roots and I think its roots lie in the factthat the owner-occupied house has for the last 10 years been the best orthe only hedge against inflation available to middle-income groups. It'scertainly true in Canada and I would be surprised if it wasn't true inthe United States. House prices have risen very much more rapidly
than the price index in general and had it not been for inflation Idoubt if we would have seen that relative price increase. Had it notbeen for inflation, indeed I doubt if we would see current interest rateseither. I think we are seeing here one of the very nasty costs of infla-tion-I don't wish to minimize the seriousness of the problems facing
the households who have been caught out, who have misjudged thefinal consequences of getting caught up in what amounts to a specula-
tive bubble in the housing market, but I think these problems have
been produced by nflation. Unfortunately, I don't see any other wayout than to face the fact that this crunch in the housing market is oneof the costs that is having to be paid for turning the inflation rate
down.

Mr. MELTZER. May I just supplement that and try to bring the two
of you closer together? It makes a big difference whether you think
housing prices are going to go up or down next year. If you think they
are going to go down, it's a terrible investment. If you think they are
going to go up you may be willing to borrow at 13 or 14 or even 17 per-
cent to buy a house. Expectations are very important in that market.
I believe that it isn't a question of whether it's just the interest rate or
just the housing prices. It's really the interest rates in relation to thehousing prices and what you expect the housing prices to become.

I think there are things that can be done. I think better debt man-
agement policy would lower long-term interest rates. I believe if the
Congress would make the Federal Reserve-bind the Federal Reserve
to a tighter commitment on its monetary targets that would lower
expectations of future inflation. That would help. I believe further
budget cuts at this time would help. All those things will help the
policy and will reduce the costs of this period we have to go through.

I share your view. We are moving in the right direction. What we
want to do is try to reduce the cost of lowering inflation.



Some of the things which you recommend, however, would not do
that. For example, an incomes policy. Private sector wages in Britain
have not been the problem. Private sector wages have come down in
this country and certainly in Britain much faster than anybody
expected.

Senator PROXMIRE. You and Mr. Laidler seem to disagree on autos.
Mr. MELTZER. No. In autos, we see a high wage industry. We will

notsee a high rate of increase in the next round so we will see the
rates of increase come down and I believe he thinks that's going to
happen.

Senator PROXMIRE. That's true with the Teamsters too?
Mr. MELTZER. I think it's already happening. There are already

reports around which say that the Teamster contracts are looking for
a lower wage increase than they have had in the past. I think if we
stick to the policy-1982 being a big year for wage bargaining, if we
could come into 1982 with expectations of inflation coming down-and
unfortunately it's going to be a relatively soft job market-we will
see some more rapid adjustment in wage increases than we have ex-
pected or many people expected.

Senator PROXMIRE. Here comes Chairman Reuss and I'm going to
have to leave to go to the floor of the Senate. I'm supposed to speak
at 11 a.m.

Representative REUSS [presiding]. Thank you very much. I welcome
you and apologize to Mr. Laidler and Mr. Meltzer for my tardiness,
but I'm familiar with their testimony and want to thank them.

I have a number of questions. I'll start out with Professor Laidler.

In your testimony you said that the world has not yet witnessed any-
thing remotely resembling a clear-out experiment in applying a mon-
etarism policy package. Would you agree with that assessment, Mr.
Meltzer ?

Mr. MELTZER. No.
Representative REUSS. Let's start out-I'll come back to Mr. Laid-

ler, but let's hear you, if you will, on why you think that it has seen
such experiments.

Mr. MELTZER. I think these experiments are run all the time. We
have countries with high rates of monetary growth and we have coun-
tries with low rates of monetary growth and we have countries with
high size of government and countries with low size of government.
We have the interesting example of Japan which has, among de-
veloped nations, one of the lowest sizes of government relative to GNP
and has a very high growth rate, high savings rate, with a lot of
saving getting into capital investment. I remember one occasion when
Japan's inflation rate was measured at 24 percent. Over a period of
2 years, Japan brought its inflation down to 4 percent. It took a
recession or slowing of its growth rate and managed to get back to
something reasonably close to full employment with much less
inflation.

We have had lots of experiments of that kind in many, many coun-
tries. There's no doubt about our ability to make the experiments
work. The only question is political. Not as a Congress or an adminis-
tration but as a nation will we let those experiments run long enough
to produce the gains which are very clearly there?



Representative REUSS. Now, Mr. Laidler, I should and will give youan opportunity to define your terms and see whether there really is aconflict or not.
Mr. LAIDLER. I don't think there's any disagreement at all between

us. I do refer in my paper to the fact that there is a great deal ofevidence about the components of monetarism economics.
All that I meant is that no country which has stated medium-term

growth rate targets for some monetary aggregate in an inflationary
situation has succeeded in bringing the inflation rate down and then
stabilized the growth rate of the monetary aggregate in the long term.I think the nearest we have to an experiment in monetarist policies
is the one in Canada where the Bank of Canada has succeeded inmaintaining growth rate targets for a rather narrowly defined mone-
tary aggregate for about 5 years now. I don't think the experiment
has been a very clean one because the gradualism has been extremely
gradual. Also, the growth rate targets have been set with wide ratelimits and have given the Bank of Canada too many opportunities
to manipulate interest rates and exchange rates and stay within thetarget. Furthermore, the monetary aggregate they have been dealing
with has been rather too narrow for my tastes. Finally, their methodsof control have been interest rate control methods rather than base-control methods.

But subject to all those qualifications, the Bank of Canada hasstuck to targets for about 5 years now and has at least stabilized themacro end of the Canadian economy. It hasn't had much success yetin getting the inflation rate down.
Representative REUSs. Over the weekend Secretary of the Treasury

Regan in a widely printed interview deplored high interest rates andsuggested that the Federal Reserve might ease up on the money sup-ply creation. Would either of you care to comment on either the sub-stantive pros and cons of that advice or on the political wisdom ofadopting that form of communication with the Federal Reserve?
Mr. MELTZER. I think if I had told you, sitting here last December

that when we met in October that the inflation rate would be down by3 percentage points and the unemployment rate would be very littlehigher than it was, you would have thought that that was wildlyoptimistic and unfortunately inaccurate. In fact that's what hap-pened. One cannot say that this policy is disastrous since it's achievedmore than one could have expected when we set out.
Part of the problem of not achieving even more is the lack of credi-bility about how long the policy will continue. In my opinion, everytime Secretary Regan leans on the Federal Reserve or anybody elseleans on the Federal Reserve to ease up, it sends a signal out to theworld which says this government is no different than any of theothers who have been here. They came with different rhetoric but notvery different rhetoric after the first 6 months. As soon as they raninto problems they began to say "just inflate a little bit to get overthis problem." That. of course, is why we have not gotten out of in-flation in previous efforts.
What I believe Secretary Reqan and others in the administrationshould be saying to the Federal Reserve is, "You've made more prog-ress against inflation this year than you had any reason to expect.



You should lower the rate of growth of money in anticipation of the
1982 target. By the end of 1982 we can have substantial reduction in
inflation if we persist in this policy."

The serious difficulties have yet to come. If the Secretary or others
in the administration start to wave the white flag or even a pink flag
in advance of those more serious difficulties-and I mean the rising
unemployment which you referred to a moment ago-they reinforce
the market's skepticism that once the unemployment rate rises, the
inflation rate will not be far behind.

Representative REUSs. Thank you. Mr. Laidler, would you comment?
Mr. LAIDLER. Yes. I think that, with the benefit of hindsight, had

I been able to set monetary growth targets for the United States and
implement them and had I known that the targets that were set, and
have now been implemented were going to push interest rates into
the 20-percent range, I might have been willing to turn monetary
policy around rather more gently, than it has been turned around. But
that's with the benefit of hindsight.

Given that we are where we are and given that nobody really knows
quite why interest rates have gone so high, I think that the risks of
an easing off of monetary policy being misread as the first step toward
lax monetary policy and another round of the inflationary spiral are
so great that I wouldn't be inclined to take this advice to ease upon
restrictions on money creation.

Representative REUSS. That suggests an interesting hypothesis.
Suppose you believe what you've stated in your general attitudes
about the relative tightness of the money supply, and suppose you
were also a member of the Open Market Committee, which I believe
is meeting today, 2 days after the quotation from Secretary of Treas-
ury Regan. If you had as of last Saturday decided that when you
came to Washington as a member of the Open Market Committee,
you were going to opt for a slight, ever so slight, easing of money,
still well within the targets but just a little gentle addition, would
you not perhaps have thought twice or thrice today as a member of
the Open Market Committee in achieving that slight easing for fear
that you would seem to be capitulating to the Treasury, doing that
very thing which the accord of 1951 supposedly stopped?

Mr. LAIDLER. I think I would have thought several times about
the level of interest rates. I think I would have been less concerned
about advice from the Treasury because advice to ease up on mone-
tary policy is surely coming in from all quarters at the moment. I
think I would have come to the conclusion that, given that we are
where we are, the important thing is to give a clear signal that the
poliev is going to be maintained.

Representative REUSS. Mr. Meltzer, in your answer to the question
just put, you spoke about the commendable current rate of inflation;
8 percent is awful. hut it's so much less awful than 12 that I don't mind
saying commendable. Part of that improvement in the inflation rate
is clue, is it not. to the relative glut of oil and the less steep increases on
the part of OPEC?

Mr. MELTZER. Yes, part of it, but I would think a relatively small
part. If those price decreases were in the form of the real price of oil
which is far greater than the nominal price of oil, if those had occurred



with a very much larger rate of money growth, then the inflation would
not have come down as much as it did and other prices would be rising
faster. We see the reduction across the board in all the forward markets
and all the spot markets. You see 30- and 40-percent rates of reduction
since last December in copper, corn, wheat, and so on, without going
into all the details. There's very good evidence that this is a very gen-
eral phenomenon and it has to do with a worldwide-not just Ameri-
can-a worldwide shift to less inflationary policies. It is not just us but
the Germans, Japanese, and others, and I think that's part of our
problem of high interest rates.

I would like to say with the benefit of hindsight that what we urged
the Federal Reserve to do this year and what they are doing now is
very little more restrictive than what we urged them to do.

Representative REUSs. You of the Shadow Committee?
Mr. MELTZER. Right. They are very close to our targets and they are

achieving more than we hoped for as a result.
Mr. LAIDLER. Could I just elaborate?
Representative REUSS. Sure.
Mr. LAIDLER. As far as oil prices, I have said one or two things in

my notes about how skeptical I am of the rational expectations hypoth-
esis and of announcement effects in general. However, I believe that
when you have a cartel like OPEC, that is precisely the kind of orga-
nization which you can affect through announcement effects. Oil prices
are fix-d in U.S. dollars and I cannot conceive that the pricing policy
of OPEC is independent of what OPEC thinks U.S. monetary policy
is going to be. So I don't regard what's been happening to the U.S.
dollar price of oil as being independent of U.S. monetary policy. I
can't see how it could be.

Representative REUss. Let me ask you both a question that may have
been asked by Senator Proxmire but I'll take the risk. Given your
views that firm control over the creation of new money is necessary,
are interest rates now and in the recent past higher than you would
like to see from the standpoint of achieving the goals of our economy,
which I presume are maximum jobs, maximum production, and maxi-
mum price stability?

Mr. MELTZER. Absolutely. The object of this exercise is-it's more
than an exercise-the object of this policy is to reduce inflation at the
lowest social cost. I think there are things we should do and I want to
mention one of them that I talked about before. I think the debt man-
agement policy is deplorable. The Secretary of the Treasury would
be well advised to pay much more attention to his own policies than
he does to the Federal Reserve's policies. He could do a great deal to
help lower interest rates by improving debt management, including
the use of index-linked bonds, or getting out of the long-term debt
markets, much as private corporations do when rates are temporarily
high. Corporations do not saddle their stockholders with 15- or 16-
percent rates of interest. I don't understand why an administration
that believes it's going to reduce the rate of inflation is saddling the
taxpayers with 15- or 16-percent rates for 30 years. This sends out the
wrong signals. They are betting against their policies. The Congress
ought to be leaning hard on the Secretary of Treasury to improve
debt management policy.
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Representative REUSS. I find what you said very persuasive. It used
to be said 10 years ago that the debt ought to be lengthened. That was
the conventional wisdom and I think I may have subscribed to it.

Mr. MELTZER. It may have been the right thing to do then.
Representative REUSS. I was just going to ask you, was I wrong

necessarily?
Mr. MELTZER. Certainly not necessarily, and there's no reason why

it has to be shortened. I favor a long-term index-linked bond with a
zero coupon selling at a discount. I favor a return to the Kennedy
policy of advance refunding to reduce those long-term issues which
are a burden on the taxpayers in the future, and particularly so if we
get the inflation down. I favor challenging the market to convert those
bonds into a bond which would have lower interest cost to the tax-
payers and would provide a hedge against inflation for the bond-
holder.

Representative REUSS. I don't have firmly in my head the current
composition of Treasury offers, but it is well dabbled with 20 years
and long term, is it not?

Mr. MELTZER. Yes. Almost every month there's a 20-year bond issue
or 30-year bond issue.

Mr. LAIDLER. I have very little to add to what Professor Meltzer
has said. Perhaps an analogy with the United Kingdom situation last
year with regard to the exchange rate may be of some relevance.

Last year it was clear that sterling was very badly overvalued and
this was causing all kinds of extra problems to industries that were
already in deep trouble in the United Kingdom. I think one of the best
things that the Thatcher government did was resist the temptation to
try to get the exchange rate down by going in for money creation.
Last year, in Canada, we had high interest rates as I believe you did
in the United States as well. The Bank of Canada undoubtedly did try
to bring interest rates down to what they regarded as a more reason-
able level 'by going in for money creation at the annual rate of about
30 or 40 percent for a 3- or 4-month period. I believe that the high
interest rates we've got in Canada now are the result of that policy
error.

Mr. MELTZER. They're higher than ours, by the way.
Mr. LAIDLER. Mortgage rates are 21 percent, nontax deductible in

Canada now as a result of this. It seems to me that the right thing for
an economist to say in these circumstances is that I don't really know
why interest rates are as high as they are. Perhaps debt management
policy could change things and could help to give clearer signals to
the market. Whatever you do therefore, realize that you don't under-
stand why interest rates are quite so high as they are and don't turn
on the printing press in an effort to put the market on what you regard
as the right track. You will be in an even worse situation this time
next year if you start that.

Representative REUSs. I find that very persuasive. In other words,
one who now tells the Federal Reserve let's not be too pejorative, let's
not use the printing press; but tells the Fed to markedly ease money
creation but is not willing to do anything about fiscal policy or credit
policy or debt management policy, is really giving a prescription for
further inflation because if you do nothing about these other things,



then easier money which in an across-the-board setting might be just
what the doctor ordered, is simply going to accommodate and validate
the inflationary demands that exist in the economy. Is that right?

Mr. MELTZER. That's right. Even the talk about going up-we're so
far below the MiB target-to go up to the MB target at this point
requires Ml growth this quarter at 9 percent. What's going to happen
if we do that? We all know. The inflation rate will go back up. The
unemployment rate is clearly not going to be any lower next quarter.
Will the Fed bring money growth down again in the face of higher
unemployment?

If we raise money growth, we're doing what General Patton said
not to do, "Don't pay for the same ground twice." We paid to reduce
inflation. We paid a cost to get where we are. We're going to pay some
more costs. There's no point in paying -and paying and never making
the gains that we pay for.

Representative REUss. I want to use the remaining time to pursue
what I started. You both say that the Federal Reserve should not now
suddenly and dramatically increase the money supply. To a simplistic
mind, that sometimes sounds good. Money is high priced because it's so
scarce, therefore let's make it less scarce and all will be well. I don't
ask you to take the time to puncture that one because you pretty well
have, but you both said the present high level of interest rates is
economically and socially disastrous or undersirable.

Now what can we do consistent with a responsible Meltzer-Laidler
monetary policy? What can we do to bring interest rates down? One,
better debt management which you just mentioned. I would say of
that, while I agree with you and while I think the case is very strong
not to saddle the next generation with what we hope will be an un-
tenably high long-term interest burden, and while the case is strong
for not continually emitting wrong-headed signals, I can't see the
adoption of a more sensible debt management policy as in and of
itself contributing very much to bringing down interest rates right
now.

Mr. MELTZER. It might reduce long-term rates as much as a few
points, but let me say that's in the realm of conjecture. There are other
things that we could do. I think, for example, the Congress could do
some very useful things. Having indexed the tax system in 1984, it now
has to face up to the fact that we no longer, whether we desire to do
it or not, balance the budget or come close to balancing the budget with
inflation. We would have to do it through taxes or we have to do it
through inflation before 1984 or have to do it by cutting the growth of
spending. That's what the great uncertainty is. Whether that uncer-
tainty explains all that's happening to interest rates or only a part of
what's happening to interest rates, it's clearly a big factor. No one can
be certain whether this administration will decide to work its way out
of the budget problem by inflating as previous administrations have
tried to do or whether it will get more spending cuts or whether it
will decide to raise taxes. That's the great uncertainty.

Now what we need to do-what the administration should do-is
come in with the correct forecast. What the Congress could do is make
a stronger commitment to monetary deceleration by passing a resolu-
tion which requires the Federal Reserve Chairman, as I have urged, to



keep his targets within 1 percentage point of his announcement. If
he doesn't, he should offer his resignation either to the Congress or to
the President. There would be greater credibility in monetary policy.
Many chairmen-not juist the present Chairman, but many, many
chairmen come in with the strongest statements of commitment, but
when we look back, for one reason or another, they didn't follow
through.

It would help people to know we intend to solve the problem of
inflation. There is no easy way to bring the interest rates down because
the principal reason they are high-not the only reason but the princi-
pal reason-is the fear that this administration will throw in the
sponge and reinflate. Going into the long-term debt markets is a very
risky gamble. Short term rates are high. Those are very secure high
yields. There's both a cost of giving up that safety plus a high risk
that this administration, like others, will give in. The things we can
do to strengthen the commitment by the Federal Reserve to its policies
would be very helpful. The rest we can only do by changing debt
management, by making some moves in that direction. But we have to
wait for the drop in short term rates, then make it clear that the drop
in short term rates will be followed by a consistent policy that will
bring down long-term interest rates.

Representative REUSS. Now I must come back at you because I'm not
getting nourishment out of your answer. The question I put is, given
an austere rate of money creation by the Fed, which for purposes of
this discussion we will all agree on, and given the fact that we all agree
that high interest rates are an economic and social disaster, how can
we get interest rates down?

You made one clear suggestion-better debt management, which on
analysis has a lot of other things to be said for it, although rather small
in the getting interest rates down component.

Let's get on to No. 2 in the platform which I think I heard
you say; namely, fiscal policy. Aren't you saying that the deficit and
the constantly augmented Treasury borrowing is an unnecessary in-
creaser of interest rates, and that therefore effort ought to be made to
contain and ultimately reduce the deficit? I think that's what you're
saying.

Mr. MELTZER. I did say that. I would prefer to see that done by cuts
in spending rather than by increases in taxes. The reason for that is
that we must get a better social use of resources by transferring from
consumption to investment. Government spending mainly goes to shift
the other way, to discourage investment and increase consumption,
mostly in transfer payments.

Representative REUSS. Well, putting that to one side, do you have a
preference for spending as between military and nonmilitary?

Mr. MELTZER. well, I'm not an expert on military, so I hesitate to
make specific judgments. I believe that the guiding principle should
be the efficient use of resources, both publicly and privately. I have a
belief which I'm not at all hesitant to put on the record that the growth
of military spending is beyond the range of efficient use of resources
and therefore should be subject to greater cuts than is currently the
policy of the administration.

Representative REUSs. Well, on this containing the deficit point
which you- have said is an important part of getting interest rates



down in a responsible manner, it would be in the public interest then
if the President, and the Congress got together and by some combina-
tion, whenever it can be arrived at, of military cuts, nonmilitary cuts,
and revenue increases-

Mr. MELTZER. I would be opposed to the latter.
Representative REUSs. You're opposed to the latter, but as to the

first two, then by some combination of them, you think it would be in
the public interest to get together and make those cuts?

Mr. MELTZER. Very definitely.
Representative REUSS. Before we leave fiscal policy, let me tear a

moment at your opposition to any and all forms of revenue raising.
Are you against user fees? They aren't exactly taxes. They are reve-
nue, however, and they are what yachtsmen pay for the intercoastal
waterways.

Mr. MELTZER. No. I believe you should have efficient use of resources.
We should not be subsidizing the use of yachts or yacht basins.

Representative REUss. So you're for increasing user fees?
Mr. MELTZER. Where they are rational and can be shown to be related

to costs; absolutely. The Government should not be subsidizing
yachts.

Representative REUss. What about as you look at the whole vast
panoply of Federal taxation measures, are there not some which seem
to be counterproductive in reducing capital investment? Does not
the interest on consumer debt subtract from the credit available for
capital investment? Does not the recently inaugurated all-savers cer-
tificate, by channeling credit toward housing, including luxury hous-
ing, and agriculture, assuming it does that, channel it away from
business investment? And isn't there, as part of the exercise, a just
hour or two to be spent examining those to see if you can't unleash
the economy and make a buck or two in revenues in the process? You
aren't against that?

Mr. MELTZER. I'm certainly not against efficiency, and many of those
devices move in the direction of inefficiency. Efficiency in the social
use of resources should be our goal. I certainly wouldn't characterize
myself as someone who defends subsidies, whether they come in one
form or another.

On the all-savers certificate. I don't believe that will have very much
effect on housing. It's a subsidy for the savings-and-loan industry in a
period of distress.

Representative REUSs. And the banks in a period of not much
distress?

Mr. MELTZER. That's right. It should not have been extended to the
banks. I would not have seen it go to the savings and loan industry, but
there certainly was no justification for extending the subsidy to the
banks.

Representative REUSs. So you will concede maybe we're spending a
few billions there in tax expenditures that would look pretty nice bal-
ancing the budget and getting interest rates down.

Mr. MELTZER. I would think that any move which increases the effi-
cient use of resources is not a concession. I'm in favor of that and I'm
happy to say so. I am against changes in the tax cut designed to shift
resources from consumption to investment and to increase saving.



Representative REUSS. That portion of it?
Mr. MELTZER. If we were to find other subsidies that are inefficient

uses of resources or which encourage socially unproductive invest-
ments, absolutely, we should try to eliminate those if we can.

Representative REUSS. So on our little list here, getting interest rates
down in a responsible manner, we have, not necessarily in order of
importance: First, better debt management; second, better fiscal policy,
which means that by some combination of revenue and expenditure
measures we get control of the budget deficit and don't send the Treas-
ury charging in to bid up the price of money.

Mr. MELTZER. That's right. I would take the reductions in both
spending and increases in user fees. It's the Congress job, of course, to
make the judgments about what the social use of resources should be.
I think the Congress is of a mind to try to increase the efficiency of the
use of resources and I think that's a commendable step and I think
Congress has done very well this year.

Representative REUSs. A third field in which I don't imagine I'm
going to get the support of either of you, but hope springs eternal-
admittedly, the supply of money is and should be tight, under control.
No quarrel with that. Admittedly, the demand for money is hiked up
by excessive Treasury borrowing. We just discussed that and said let's
have less Treasury borrowing.

Isn't there another item that we should at least look at? It does seem
to me an inordinate amount of the finite credit resources of the Nation
are currently dedicated to less productivity-enhancing uses than one
would like to see. I'm thinking of the more than $1 billion the banking
system currently has on Mr. Bunker Hunt and his silver speculation.
I'm thinking of the scores of billions in set-aside funds by banks de-
signed to facilitate corporate takeovers, none of which result in the
coming into existence of a single new machine tool or productive piece
of equipment, but simply result in the pricing up of existing assets-
maybe undervalued ones, but still existing. I believe that the American
banking system, being patriotic, if the President addressed and ap-
pealed to them, asking them-and here we are talking about the 100
biggest banks largely-to ease up on the more speculative loans for
commodity speculation and for takeovers and at the margin in foreign
lending on a voluntary basis, that the banking community would
respond. Wouldn't that be another way of eliminating and cutting
down on some of the hiked-up demand for money so there would be
more available at a lower interest rate for productivity-enhancing
investment?

Mr. MELTZER. Let me meet you part way. I would distinguish in that
panoply those things which are market judgments. Where we are
encouraging the use of credit through subsidies so that the borrower
or the lender doesn't see the true cost, by all means, we should end the
subsidy. That would be a step based on the same principle that I
enunciated before, the efficient use of resources. Where somebody wants
to speculate in the gold or silver market and use resources in that way,
I see no social harm in allowing them to do that and no social need
in trying to prevent them from doing it. But where ive subsidize the
activity, as in the case of foreign lending or in the case of loans to
encourage various kinds of activities, both domestic and foreign, yes,



I think it would be useful to discourage that kind of credit investment
because it's the same principle we applied in the case of taxes or
government spending. In a period where we are forced against the
budget hard, where many people are going to pay real hard costs to
get us out of the economy, we ought to be using the most efficient re-
sources we can.

Representative REUSS. I turn now to Mr. Laidler. We have laid out
a little three-point program for getting interest rates down without
going off our rockers monetarily; namely, one, better debt manage-
ment; two, better fiscal management, with the idea of controlling
the budget deficit at least; and three, better credit concentration, if you
want to call it that, particularly, as Mr. Meltzer points out, in areas
where it's governmental policy in the first place that produces this
huge credit allocation.

Would you agree generally with that three-point approach or could
you add to it?

Mr. LAIDLER. I think so, but I would add one or two important points
that I think Mr. Meltzer is just taking for granted that we all.know;
namely, that at the end of the day interest rates aren't controlled by
governments and aren't controlled by monetary authorities. They are
set by markets and the influence that the authorities can have on those
interest rates are going to be of two kinds: psychological but neverthe-
less real influence by giving clear policy signals, and a direct influence
by government changing its own supply, and demand behavior in the
market.

The second thing I think that needs to be said is that the time hori-
zon of the policies that we are discussing here perhaps ought to be
made more explicit. I get the impression the debt management policy
could be fixed up rather quickly. It's not clear to me how fast a marked
difference in the size of the Federal deficit could be made. Presumably
that would require new legislation. It's not clear to me how fast some
of the grosser subsidies to particular kinds of investment could be
taken out of the picture. It may well take a year or 2 years. If monetary
policy stays on course, the problem of high interest rates will have gone
away by then.

That doesn't mean that you might not want to top subsidizing
particular kinds of investment anyway because they are socially inef-
ficient, but I think to view these policies primarily as a means of deal-
ing with the current interest rate problem might be a little misleading.
I don't really see interest rates staying at this level for a year or two.
I expect to see them slowly coming down as the inflation comes down
and people get more used to the idea that the monetary policy was in
place. Of course, if I was confident of that, I could make a lot of money
on my judgment.

Mr. MELTZER. Could I add one thing very briefly? A very strong
commitment by the Congress enforcing the monetary policy that
we have.

Representative REUSS. Right. But you serve on the Shadow Open
Market Committee and you're certainly, I hope, not going to give Con-
gress a complete flunking grade since 1975. Before that, the less said,
the better. After all, it was from the Congress that the impetus came to
say, well, we aren't monetarists and we don't think in enjoining a



prudent increase and only a prudent increase on the Fed we're solving
all problems, but at least we did say that.

Mr. MELTZER. And that was good.
Representative REUSS. And while our record has not been perfect, it

hasn't been totally flunking.
Mr. MELTZER. What I would urge on the Congess would be a state-

ment which says we want them to persist in this policy. I think that
would have a very useful effect on the public expectations, that the
Congress will 'be willing to share some of the heat. I know that's a
difficult thing to do as we approach-we're always close to an election
and as each day passes we get closer to the next one-but I think that
would be a helpful thing from the standpoint of the marketplace to
know that the Congress is not going to be leaning on the Fed to
throw in the sponge even if the administration makes moves in that
direction.

Representative REUSS. Yes, although I have to say that calls for
profligacy of the Fed have not come from the "sons of the wild jackass"
in Congress but from the most buttoned-down circles. So I'm not so
sure that our reassurance would have all that wonderful psychological
effect.

Congressman Richmond.
Representative RICHMOND. Mr. Meltzer and Mr. Laidler, I think

we both agree that with our present policies and with the present
atmosphere in the United States we seem to be heading toward a
recession. I notice any number of markets-the luxury real estate
market in New York City, which was virtually impervious to ups
and downs up to now, has started to soften. I notice markets here in
Washington softening. I notice the dollar value of orders for indus-
trial products is on the skids. I really find the state of American
industry in general has been deplorable lately.

Then we have no credit controls. We have the average American
buying all sorts of unnecessary goods on credit. We have no import
controls. I find that 50 percent of all of our agricultural tractors are
imported from abroad, and all small tractors that we use in the
entire country are imported from Japan.

Now what good is any type of monetarist policy when you have
this group of events taking place in the United States all at once
due to the high interest? People suddenly seem to be able to live with
20-percent interest. I figured out how they do it, too. The average
merchant who used to stock 100 suits in 20 different sizes now is only
stocking 50 suits, and somebody recently told me he went into Brooks
Bros. to buy himself a 42 long blue blazer. Now what is more standard
than a Brooks Bros. 42 long blue blazer? And Brooks Bros. said,
"Thank you very much for the order. We don't have it on hand but
we will ship it to you in 2 weeks." What appears to be happening is
that our American merchants who were virtually being driven out of
business are adapting to this problem. They are passing the interest
rates on to the consumer. They are keeping half the inventory they
kept. So somehow or other, they are managing. So that merchant is
managing on 10 percent instead of 20 percent interest because the
inventory is half as large, and people are just waiting a couple weeks
for their delivery.
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What I wonder is with this monetarist policy, we are certainly
headed toward a recession. How long or how deep do you think this
recession will be, and when do you think the American people are
going to wake up to the fact that they've got to stop buying so many
luxury goods and start using their money for productive purposes
until we have a really deep recession?

Mr. LAiDmLER. I don't know how deep the recession is going to be.
The turnaround in monetary policy alone has been sufficiently marked
to produce a recession and I believe that is an integral part of the
mechanism, unfortunately, for getting the inflation rate under control.

Representative RICHMOND. You believe it will be deep?
Mr. LAIDLER. I'm not sure about the structure of consumption at all.
Representative REUss. Americans will go buy $4 billion worth of

Japanese video tape recorders this year. Wouldn't it be better to put
that $4 billion in some productive assets?

Mr. LAmLER. Apparently not or I would expect the American people
to reallocate their consumption and savings. I might deplore it per-
sonally, but it is after all their wealth and income that they are
allocating.

Representative RICHMOND. But I think all of this must lead to a
rather deep recession because everything we're doing is totally counter-
productive.

Mr. LAILER. That I'm not sure of.
Representative RICHMOND. We can't be rebuilding the United States

by buying video tape recorders and having- a $35 billion account with
Japan for luxury goods.

Mr. LAiDLER. That may well be true, but I think that the policies are
doing some things to rebuild the United States. I believe that a stable
monetary environment is an absolute sine qua non in getting the effec-
tive use of resources in the long run.

Representative RICHMOND. What about some type of credit controls?
What about banks not giving out money for power hungry mergers
which really don't make any sense?

Mr. LAIDLER. I was brought up in the United Kingdom-
Representative RICHMOND. We can't raise money for a new steel millin the United States. No steel mill in the United States is capable ofraising that kind of money.
Mr. LAiDLER. You're probably very lucky.
Representative RICHMOND. On tle other hand, you're likely to puttwo companies together for no other reason than one man happens tobe power hungry.
Mr. LAIDLER. As I say, I was raised and educated in the United King-

dom and I heard arguments of exactly the type you're putting, thatthe way to modernize the British economy and make it more produc-tive was to implement credit controls and have the Government in-volved in allocating resources toward what they regard as productive
investments; and I believe that the absolute shambles that you see inBritish industry now is the result of 25 years of that kind of policy;not because the bureaucrats were incompetent, not because they werein any way malevolent; simply because I do not believe, in a complexmodern economy, that you can trust the Government sector to makethat kind of decision and get it right. I think bureaucrats are as likely



to make the right decisions as private businessmen, but the difference
between bureaucrats and private businessmen is when the private busi-
nessman makes a mistake he gets out of it as fast as he can, whereas
when a bureaucrat makes a mistake he writes a long letter explaining
why it wasn't really a mistake. So I'm very skeptical.

Representative RICHMOND. I agree with you. How would you get the
message to the American people that the party is over, and that they'd
better start saving money and not waste their money on totally useless
goods? How do we get the message to them? The plants are in dreadful
shape and we've got to start rebuilding our industry. How do we get
people to understand how critical these matters are?

Mr. LAIDLER. I think that their inability to sell their products or to
find jobs at the wages they used to is the signal you can rely on.

Representative RICHMOND. It didn't work in the United Kingdom.
Mr. LAIDLER. It's working wonderfully in the United Kingdom now

because the signal has finally been given.
Representative RICHMOND. When industry starts losing money and it

requires major capital investment, where's it going to get the capital
investment? It's no longer a very good credit risk.

Mr. LAIDLER. Perhaps it shouldn't have the capital investment then.
Perhaps the industry should wind down and the resources should go
somewhere else.

Representative RICHMOND. Our steel and automobile and agricul-
tural industries should wind down and go elsewhere?

Mr. LAIDLER. If I knew the answer to that question I would believe
in economic planning.

Representative RICHMOND. You said perhap's we should wind these
things down and go elsewhere. Where would you have our steel and
automobile industries go?

Mr. LAIDLER. I wouldn't have them go anywhere, sir. I would leave it
to the judgment of the people who are putting their own wealth at risk
to decide where they are most likely to get the best return. If you tell
me they are no longer willing to take the risk on the steel industry
because they don't think they are going to get a good return there,
I'm willing to abide by their judgment. That tells me the structure of

comparative advantage in the world has shifted against the United
States steel industry.

Representative RICHMOND. What do we do with national defense?
Mr. LAIDLER. I would think that national defense is a proper matter

for Government to be concerned with.
Representative RICHMOND. Without a vibrant steel and automobile

industry we don't have any national defense.
Mr. LAIDLER. If national defense really requires that kind of indus-

try, then national defense procurement will end up putting resources
into the desired channels toward those industries. You know, many
countries have got quite viable defense programs without defense
industries.

Representative RICHMOND. Viable defense programs? The Soviet
Union and ours-no other countries really have a viable defense pro-
gram. We are spending 8 percent of our GNP on it. The only other
country in the Western world that approaches us would probably be
France.



Mr. LAIDLER. Then I don't see that the defense industry is in anygreat trouble.
Representative RICHMOND. I see American industry continuing to

decline and continuing to fail to attract the capital to modernize andjust bail out by these ridiculous, worthless, 7asteful mergers that make
absolutely no sense- and as the chairman said, that's where an awfullot of cash is going-here a bank gives $3 or $4 million for an idiotic
merger. Why not give that money for a new steel mill?

Mr. LAIDLER. That, sir, is a flow of credit. It doesn't represent theflow of real resources. You must ask what the vendor of the resources
does with the cash he receives before you can

Representative RICHMOND. The vendor of the resources in the caseof some of these major mergers-the stockholders have gotten cash atthe end. The stockholders have then taken that cash and probably
bought themselves another stereo set.

Mr. LAIDLER. If they believe that investment in stereo sets is moreprofitable than investment in the steel industry, that might be tellingyou something about their view of the long-run stability of the Ameri-
can economy as a place in which to invest. The sine qua non of gettingstability back into the U.S. economy so people feel it's worthwhileagain to undertake long-term investments is a stable monetary environ-
ment.

Representative RICHMONo. Do you have any comments, Mr. Meltzer?
Mr. MELTZER. Yes, I'd like to make several. First, on the questionabout money growth control policies. We have lots of examples ofcountries which have succeeded in reducing the rate of inflation bythe policies we now have. They may not have advertised them the waywe did, but there is a long record of success. Indeed, we can make aclear statement that no country ever ended inflation without cuttingthe growth of money in the way we are doing. Cutting inflation willnot bring nirvana. It will just reduce inflation.
If you want to get real growth up, you have to have efficient use ofresources and that's what the fiscal package is about.
Second, I don't believe we are going to have a serious recession,partly for the reason you mentioned. I've believed for a long time we'regoing to have a recession and it's more widely shared now than it was6 months ago. One reason is that with 19- or 2 0-percent interest rates,most merchants are very careful about how much inventory they have.Consequently. they don't have quite as much to cut when the recessioncomes. That's going to limit the recession, not increase it.
Third, let me give you an example of what happened in Britain whenthe <rovernment gets involved. During the 19 70's. they thought that theright place to invest for Britain was in steel and autos and they mod-ernized the steel and automobile industries. They snent 29 billion-$18

billion approximately-a far bigger percentage of their economy thanof ours-in order to exnand those industries.
Given the worldwide condition-and it's a worldwide problem, notjust an American problem or a Canadian problem-the current gov-ornment is spending £6 billion to unwind some of thoce investments, tolay off workers. to buy them out. to close up plants, and so on. We haveone government over a period of a decade spending 29 billion to do onething and another one spending £6 billion to do the opposite. That tells



you something about the record when we get the government into the
credit allocation business.

As peculiar as it may be, and it often seems very peculiar, it's better
to leave it to the market and let the people who make the decisions take
the losses and get the gains.

On the question about the mergers, I know that's very upsetting
when people read about that. They commonly read that as an alloca-
tion of credit. Let's just follow through the transaction the way Pro-
fessor Laidler started to do.

Some company comes in and borrows some money to buy the stock
and pays the money out to the stockholders. The money is there as a
commitment from the bank. The bank honors the commitment and a
check is paid to the stockholder and he deposits it back in the bank.
Suppose he doesn't. Suppose he buys a TV set. The money still ends up
in somebody's bank account.

There's no real use of resources in that exchange. There's just a shift-
ing. Somebody borrowed the money and somebody else received it.
No increase in the interest rate comes out of that process.

Representative RICHMOND. Nothing constructive, either.
Mr. MELTZER. Somebody has changed the ownership of his assets.

It's no different than if I sell you my existing house. You go from cash
to an equity in a mortgage and I go from equity in a mortgage to cash.
I then take the cash you took out of the bank and I put it into the bank.
There's no net use of credit going on in that process.

What we have to worry about-and we do have to worry about it-
is the efficiency with which we use real resources. The reason we are
not building steel mills and automobile plants is because the rates of
return that people receive in those industries are not high. The reason
we're building electronics factories is because the rates of return have
been good.

We want to increase the rate of the growth of investment. The pro-
gram we now have has given a spur to investment. The corporate in-
come tax has almost been wiped out. Many people say the debt markets
are going to have great difficulty handling corporate refunding be-
cause, normally in cycles, corporations reduce short-term debt and roll
it over into long-term debt. I think there's going to be a difference this
time. When you reduced the corporate income taxes, you effectively
eliminated two things which have caused corporations to borrow on
debt and not sell equity. One was the double taxation on dividends. The
other is the advantages of interest deductibility on long-term debt. If
you don't pay taxes, then you don't get the advantage of deducting in-
terest. So we have made a step toward making those balance sheets-
not necessarily in January but 2 years or 3 years when we look back,
we're going to look back at a much stronger financial structure.

I think the answer to your question is we have made some significant
progress by taking these steps. As an economist, you see what's hap-
pening. You read these things much more quickly than the public does.
You want to see the results of the program this year. So do I. We'll
have a mild recession and then we'll see the results. We'll be back to
the long-term productivity growth rate within 1 year and we will see
the results of what Congress and the administration have done.

Our problem is, we'd like to get those gains now. We're impatient.
We don't want to wait for them.



Representative RICHMOND. Thank you.
Representative REUSS. A fascinating discussion. We are past noon

and I don't want to prolong it. I would like to address one more ques-
tion to Mr. Meltzer.

In answer to Congressman Richmond a moment ago about the
merger case, you said, well, sure, but every credit has a debt and the
check gets into the hands of the stockholder who sold it and so on.

I put it to you-and correct me if I'm unjust-that you're much
too blithe about what credit is being used for. For example, if the banks
lend a billion dollars to Bunker Hunt to corner the silver market and
then the people from whom he buys the silver used that deposit to
corner the soybean market and the people whom they buy the soybeans
from corner the-ad infinitum-I don't really think that's as good
as a bank loan of a billion dollars to the ABC eager-beaver company
that installs new machine tools to build an up-to-date plant; then the
people who get the checks for building the up-to-date plant and
machine tools spend them on new R. & D. and so on. Am I being
unjust?

Representative RICHMOND. Let me just paraphrase the chairman
one second. Take DuPont and Conoco where some banks had a loan
of $4.5 billion. What if those banks had loaned that $4.5 billion to
DuPont to totally modernize their facility and bring them up to the
highest technical level of any chemical company in the world?
Wouldn't that have been one heck of a lot more productive for
DuPont and for American society than buying Conoco, which
absolutely makes no sense except for somebody's interest in becoming
more and more powerful?

Representative REUSS. Since credit is so short, as witness the out-
rageous level of interest rates?

Mr. MELTZER. Let me say that when you look at the way in which
the credit is being used, you're looking at the sideshow and missing the
main show. The main show is people thinking there are greater gains
in speculating in silver or real estate than there are in making produc-
tive investment. The way to cure that is not to try to prevent people
from doing what they're doing, but to encourage them to do what we
want them to do. Don't try to tell them you can't have credit for this.
Let's try to provide a better climate. And that's what I meant when I
said I think the Congress and administration has made some progress
in making a climate in which people will want to invest in new plant
and equipment instead of using credit to speculate where the greater
returns appear to be.

The silver market-Mr. Hunt's record in the silver market is not
one that is going to encourage him to make many trips in that
direction.

Representative REUss. I don't know. He's still on his trip.
Well, we could pursue this all day. I agree with you that structure

is all important and that the sooner we rid our system of all the wrong
signals, the bad incentives, the misdirections, the better off we will all
be. Where we differ, however, is I think we can't quite wait for all that
to happen and we ought to give it a little nudge by right now telling
the banking system, "Look, gentlemen, if you want to patriotically set
the stage for the Meltzer millennium which will be along in a year or
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two, won't you-other things being equal-consider a productivity-
enhancing, inflation-fighting investment loan even if you have to make
it at a percentage point less than your loan is expected to be?" I think
that's a fair statement of the difference between us and sometimes
knowing one's differences is the beginning of wisdom. So thank you
very much. We expected a good show and we certainly got it. We are
grateful to you.

Thank you for coming, gentlemen.
We now stand adjourned.
[Whereupon, at 12:10 p.m., the committee adjourned, subject to the

call of the Chair.]
[The following information was subsequently supplied for the

record:]
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A Fiscal Policy Appropriate for Today's Needs

The euphoria that followed the passage of the Economic

Recovery Tax Act of 1981 has evaporated in a little more than

a month, as the business cormmunity, and especially the financial

community have begun to realize that punitively.high interest

rates are the price that has to be paid for the huge tax cuts

and consequent increases in projected budget deficits. These

budget deficits, in turn, indicate continued heavy borrowing

by the Federal Government, and consequent pressure on avail-

able supplies of credit, leading to further "crowding out"

of other borrowers and consequent higher borrowing costs for

everybody. The Federal Reserve system has made it clear that

it will not increase the growth of the money supply to

accommodate larger borrowings. Even if it did step up money

growth, the effect would probably be to stimulate inflationary

expectations, since financial markets are conditioned to

interpret faster growth in the money supply as heralding

future higher inflation.

In any case, excessive dependence on monetary policy to

curb inflation (while stimulating the economy through tax cuts)

has produced interest rates that are crippling the housing and
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automobile industries and their suppliers, as well as

threatening to negate the upsurge in business investment

which the liberalized depreciation provisions of the tax bill

are expected to generate. An environment of record or near-

record and erratically fluctuating interest rates is not con-

ducive to an upsurge in business investment, as borne out by

the most recent survey of planned plant and equipment expendi-

tures, which showed that no real (inflation-adjusted) increase

in such spending is planned for 1982. These high rates also

increase the likelihood that another recession will occur as

early as this year.

The situation now, therefore, is that, while whatever

beneficial ("supply -side") effects the tax cut package will

have on productivity growth and inflation are far in the future,

the expected larger budget deficits are producing high interest I

rates right now. Furthermore, it is not at all-clear that the

cuts in personal income tax rates will have the beneficial

effects on the economy that have been claimed, i.e., that

they will "pay for themselves" by future increases in tax

revenues from the higher incomes zo be generated by lower

marginal tax rates.

The recent collapse of the fixed-interest (bond) market

is well-known, but there has been a tendency to blame "Wall

Street" for the reluctance of investors to buy fixed-interest
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securities. 'This is blaming the messenger for delivering bad

news. Investors and savers have good reason to avoid the

type of long-term bonds and savings instruments that in the

past have been devalued by unchecked inflation. The inflation

rate has been reduced from the double-digit levels of 1980,

but it is still much too high. Furthermore, the reduction

in the inflation level is largely due to what may turn out to

be transient surpluses of oil and grains; the basic, "core",

or underlying rate of inflation has been reduced very little.

It is understandable that Congress should be frustrated

by the present situation, and in its frustration, suggest

undesirable measures as hored-for solutions, but some of the

solutions nrocosed would make the situation worse. For example,

credit controls would impose a new rigidity on financial markets,

to the extent they worked at all, at a time when we need fewer,

not more, such rigidities. The experience with the 1980 credit

controls, which admittedly had a different purpose, suggests

that such controls can cause dangerously erratic changes in

business activity.

What is needed is at least a partial reversal of the cuts

in personal inccme tax rates to reduce future budget deficits,

coupled with continued attention tz trimming unnecessary budget
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outlays, particularly in military expenditures. The reductions

scheduled for future years should be deferred or sealed back

until we see how the economy develops. Also, additional revenue

sources should be developed, such as the reduction or elimination

of at least some of the tax expenditures now costing billions

of dollars or another windfall profits tax on deregulated natural

gas. If steps are not taken to scale back the revenue loss by

some means, the combination of stimulative fiscal and restrictive

monetary policies will ensure that the present unsatisfactory

situation lasts a long time. At best we would be likely to

have a proloned period of stagnation, with intervening recessions

and only a slowly declining inflation rate.

-While the budget deficits could, theoretically, be eliminated

or reduced solely by cuts in expenditures, doing it that way

would require huge reductions in budget outlays. That in turn

raises the danger that many .worthwhile programs, such as Social

Security, Medicare, and others vitally important to the elderly,

would be gutted. This would particularly be the case if

defense expenditures were exempted from reductions.

The restoration of part or most of the personal income

tax base unwisely given away by tax cuts would enable the

Federal Reserve System to pursue a monetary policy more
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accommodating to investment and growth. Relieved of the burden

of fighting inflation single-handed, the Federal Reserve

could relax its monetary growth targets, and interest rates

might fall faster than they otherwise would. When budget

balance is attained or approached, personal income taxes could

be indexed to prevent "bracket-creep."

Monetary policy could be even more accommodative if the

doctrinaire opposition to intervention in wage settlements

and pricing decisions were abandoned. Such intervention would

recognize that cost-push inflation is now more of a problem

than an excess of demand. So long as interest rates remain

as high as they are, consideration should also be given to pro-

viding guidance to financial institutions to avoid financing

such inessential uses of credit as corporate takeovers and

commodity speculation, whicn may not, in the aggregate, repre-

sent a lare dimension of credit, but prompt demands for credit

allocation.


