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EprroriaL NoTE

This volume records the combined proceedings of C1S Policy Forumas held
in Sydney on 27 September 1989 and in Wellingion on 19 Sepember 1989,
Lawrence H. White gave his paper st both Forums;, Chris Jones gave his
at the §ydney Forum, and Bryce Wilkinson gae his st the Wellingion Forem.
A panel discussion wok place at each Forum; edited versions of these, along
with the responses of the main speakens, appear in this volume after the
paperi The Reasrve Bank of New Zealamnd Rill, which was refermed o by
several speakers, became law in December 1989,
The CI5 gratefully scknowledges the assistance of Sarannes Noooa in
the preparstion of the volome.
Michsel James
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ForREwWORD

Colin Simkin

There is much dissatisfaction with the performance ol central banks becmuse
they have a poor recond in managing monctsry conditions 0 as & promaole
stability of domestic prices and foreign exchange raees., Belore 1914 there
were few central banks and they adhered 10 2 full gold stnderd, which
ensured stoble cxchange rates and kept inflation within bownds that now
appear very moderate. But in the 1920s there wene massive gold Nows w the
United States because of scrvice payments on war debil, now protoctzve arifls
that impeded exports 10 the United States, and then foreign participation in
the Wall Strect wiock exchange boom. In these years the new Federal Reserve
System imposed severe deflation on other countries by sienlising the gold
inflows and. in the Great Depression, the intemational pold standard hroke
down. Aller Waorld War 11 an emascylated gold standard was set ap ander
the Hreton Woods Agreements, which mquired member countries & peg
their cumencies 1o the US dollar by fixing a par gold value, and by miting
their power 1o vary that parity. These arrangements worked (irly well in the
1950 but. in the following decade, the Federul Reserve accommodated huge
US budget deficits and so brought about a serious end workd-wide inflation.
Such has been the record of the woddd's dominant central hank_

The United States wend off gold in 1971, and Moating exchange raics
replaced fived rakes. Since then the external values of currencaes have come
o depend on changing agreements made betweon govermments or central
banks and upon the unstable cxpecutions of dealers in foreign exchange
markets that have greatly expanded with widespread financial deregulation.
As Jobn Hicks put it, the world is really managing without money in the sense
that there is no longer any international money, i.c. money tied 1o gold of 1o
anything else that is intornationally acceptable. That, of course, is economi-
cally damaging because there is added o the inevitable uncertainties of
business new oF grealer uncenainties relating o inflason, evchange rates and
interest maes, which central banks vy 1o manipelate Tor reasons of mtermal or
eatemal policy. Among the mdverse consoquences have been damage o
investment and sving, distornied allocation of productive resources, speci-
lative gains of wealth not maiched by productive contributions, and loss by
those keast ahle w shicld themselves from encerminy.



Some central banks, of course, have behaved worse than others. There
15 & £ howr pasoc Lation between the degree of ther subservience Lo governmen!
and the mie of inflaion. The Bundesbank in very independent and Wost
Germany has had consmently kow rates of inflation. The Bank of England
and the Reserve Bank of Ausralia are very much under Treasury conrol and
their countries hanve had raies of inflation well above the OECD aversge. It
ks mot surprising that atiention s belng paid 1o ways of reducing such
dependence, and recently The Economis has proposed the Netherlands Bank
as a model. This central bank has freedom w follow it own policies which
the government can averride only if it publishes both the Bank's case foe the
dispuied policy and ks own objections Lo that policy. Public opinion in the
MNetherlands s sufficiently well informed 1 have deterred the government
from exercising this power of overriding the Bank  New Zealand has taken
some steps under a hew Act 1o make s Reserve Bank more independent, but
the Australian government has taken an opposiie course by translating its
Secretary of the Treasury w the Governorship of the Reserve Bank

Tt in agains: this kind of background that the Centre for Independont
Studies organised in September 1989 two seminars (in Sydney and Welling-
10} on banking without ceneral banks. Al each sominar Professor Lawnence
Whiie, an expert on free banking from the University of Georgia, presenied
a paper on depoliticising the supply of money.

White argues that the best monetary sysiem would be ome in which
privaic banks were froe 1o Bsue their own currency sabject only 1o a legal
requirement of converibality o "a standard hasic ssset’. (This, ss commen-
taiors poinied oul, was the system that prewvailod in Austratio and New
Zealand before they esblished their central banks. ) He i dismissive of
proposals for making central banks independent, but without reference w
Cerman or Dutch experionce. Nor does he favour having central banks
bound by a firm rule for limiting the growth of the money supply, as Milton
Friedman had proposed. There are, he thinks, wo many possibilities of
politicians changing partial independence or a monetary rule. Bul experi-
ence, such as that of the free banking system which used 10 prevail in
Scotiand, has shown that a contractuad ohligation of converntibility is practical
and effective. Under free banking there would be competithon between
privaie bunks for accoptability of their notes and deposits with the resali that
pood money would drive out bad in accordance with a reverse Gresham's
Law. There would thus be greater stability of moncy and prices with
CcOnNABGUEnT Mactoeconamic benelis.

The other two main speakers, Chris Jones and Bryce Wilkinson, are
sympathetic wwards Professor White's ideas. The two discusxion panels,
however, are notahly different both in their views about free banking and i
the mnge of wpics raised. The Australian pancl concentraies on explonng
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the scope and mechanisms of free hanking in both the past and the present
The New Zealand panel is somewhat more critical of the iden; its membery
are inclined o look for areas where continocd central hank activity might he
heneficial. Mot challenging of all is Jan Whitwell's insistence that the
world" s recent eoonomic disorders have resulied from the inbereni instability
of free financial markets mther than from the activities of government
agencies.

There are, then, some conflacts of views about reforming the banking
system o 6 10 limit the recurrence of its recent resalts, which all judge o
have heen guite unsatisfaciory, 'What s important, snd makes me commend
this book, is that there i5 informed discassion of these problems and thal such
discussion s brought 1o public notice. In a democracy. that is the besi
prospect for worthwhile refonms being made. | would add that the problems
are long overdue for resolution; for they engaged the close attention of Lord
Keynes during the 25 years thal preceded his denth, snd sill porsist 45 yean
tuier.
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Depoliticising the
Supply of Money:
Constitution or Competition?

Lawrence H. White

L INTRODUCTION

Economists inday generally recognise thai high interes mtes, high snd
wariable inflation rates. wildly Nuctsating eachange rales, and other nspects
ol contemponsry monetary disorder are principally the results of the behav-
four of government monetary agencies. This behaviour can only be under-
socd @ the result of the basic incentives and conatrainis facing the monetary
decision-makers, Yet the problems sssociated with govemment control over
the quantiry of hasic moncy ane afien discussed an though they stem merely
from the personalities of those in charge, or &t worst from minor organisa-
ticol design Maws, remedishle by inplementation of a new and improved
operating hlueprint for government managemeni of the money supply. In
particular, economists and political analysts have (ypically discussed pro-
grams for “depoliticising” the supply of money without challenging
government s monopoly control over the business of supplying basic money.
These asithows evidently believe it possible w ke the *politics’ oul of money
creation without waking money croation oul of the province of government.
In other wordy, they believe that a govemment suthority for controlling the
Quantity of money can he ren apolitically.

There is good cause for believing the opposite. However anpleasant the
hidea may be. & may not be possible w resolve the problem of politcal
infleence over money it & shallow level. Undesimable political infloence
scems miher 10 be inherent in government supgdy of money . There are at least
three reasons.  Firsl, money-printing (or “seigniomge”) s an eatremely
conveniom source of revenue, and one made all the more attractive by the fact

3
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thal il EATECLS MESOUFCES I & Wiy mysterious 1o the volting public. Secomd,
government mupply of money means bureaucratic supply of money, snd no
mechaniam has yet been devised for compelling bureaucrats 10 pursue the
public interest rather than their own interest where the two conflict. (Busi-
negsmen, in contrast, are nicely lod by the price yiiem and the profil motive
i serve the ends of consumers) Third, government manetary policy s agt
1o be turned woward the goal of re-clacting the incumbeni government. If pre-
election gimulation means post-election recession, well, we can worry about
that after the election,

The history of govemnment monetary suthorites or central hanks ilhus-
tries these foroes quite clearly. | am myself more familisr with the historses
of central banking in the LIS and the UK than in Australia or New Zealand.
Hut George Fane of Austrafian Nagonal University has argued i s recent
paper, persuasively | think, that for the Australian govemment the creation
of Australia’s contral bank ‘served a double purpose: it provides the govern-
ment with an agency for pursuing an active monetary policy wnd it alkowed
the gowernmend 1o [ gain scigniomgre]’ (Fane, 1988), 1 the exercise of official
influence over money was the purpose for which central banks were legis-
lated im0 existence, then completcly insulating hem from politics would
leave central banks without their reason for being. It seems extremely
unlikely that monetary machinery erecied 10 manipulse the money sapply
for ressons of state coulkd be tumed into the best spparatus for serving the
public’s interest simply by issuing the operalor 4 new instructon manual. of
even by lightening a few loose joints.

Recognition of the dangers posed by the political incentived of govern:
ment monetary authorities has promipted & wide array of proposals for partial
or full depoliticisation of the money supply process. Programs for partial
depolitication, through central bank independence or legislaed monetary
rules, mise the question of whether any govermmaent money <IEaling agency
can really be insulaied from internal and exiernal political agendas. 1Tnot —
if an apolitical government monetary suthority is chimerical — then a non-
governmental monctary sysiem clearly demands consaderation,  Public-
joods and nutursl-monopoly argoments made against compettive privae
provision of money are nof compelling, I the choice between governmental
and market monetary instilutions wms oa the question of which sort of
instilution can more credibly be bound by contract 1o perform as desired, then
market institutions have the advantage.

. ANINDEPENDENT CENTRAL BANK

Perhaps the mildest of proposals for monetary regime change is the sugges-
tion that the central bank should enjoy grester ' independence” from the darect
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control of clected officials. Independence is supposed 1o enable the central
hank o resist the partsan demands of the begistative and executive beanches
of govermment for mflationary finance and for clection year mometsry
stimulys. 1 this were troe, howe ver, it would also mean that the management
of an independent monetury suthority is able to resiut all other demands, e g.
those of the public (1o whatever limiled extent it could discover and obey
them). Being direcily snswershle 1o no one is certainly s comlonable
situation. For this reason the officisls of any central bank are themsclves
likely w be found in the forefrond of those advocating independence for the
agency. As Edwand R. Tufie has commaented, “The rheloric of depoliticiss-
thon [in the semse of independence] is tielf & political weapon, inspired by
agencies socking o prevent external political control and 10 permit them
quiedly o serve the interests of their own constituenciea’ (Tufte, 1978:139).
An independent central hank s privaw constituency — presumably the large
commercial banks — will generally have o private agenda thist is not identical
with the preferences of the common bolder of money. In the US, the
supposed influence of commercial banks over the Federal Reserve Syseem,
through their nominal ownership of the regional reserve banks, has loag been
offered as an explanation of the Fed's continual emphasis on current credia-
miarkot conditions (¢.g. the use of interest e argets ) in the making of shon-
term policy decisions (see Friedman, 1963:238). It is difficult 1o sepamie
commencial bank influence from Treasury influence here, however, given
that the Treasury is contingally concernad with marketing interest-bearing
deht, Inany event. the prospect of a central bank beholden 1o the commercaal
banks is not much cheerier than that of & central hank beholden W the ruling
party.

The degree in which & government sponsored central hank 1 a demac-
mcy can ever be independent from the control of the legislative and executive
branches of government is, of course, severely limited. Parlisnent created
the Reserve Bank of Ausiralis, and can rewriio i mandaie si amy time, as it
has in the pas. Knowing this, the Reserve Bank's management cannot afford
Lo e umrespons v 1o parliamentary pressures, The same is undoubeadly roe
of any other legislatively cremed centrad bunk. The mansgers of a govern-
el moneinry agency, partscularly when they are political appointoes, may
well lack even the conception that their own objectives migh property differ
from the legislature"s or the administration s objectives. Much less have they
any strong incentive 1o resist politacal pressures (which may simply appear
10 be helpful suggestions) from these sources.
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M. CONSTRAINING THE CENTRAL BANK BY A MONETARY
RULE

MNumerogs reform proposals more far-reaching than ‘independence’ for the
central benk, and more likely 1 make a perceptible difference, have been
made under the rubric of monetary ‘rules’ or 8 ‘monetary constitlution”.
These proposals would not climinae o government monetary role, but would
limit the monetary suthority © the mbot-like adminstration of » fully
specified set of instructions for the creation of base money. The best-known
plan of this sort sl present is undoubtedly mill Mikion Friedman's 1955
program for sdhering permanently (0 8 pre-spocified seady and low growth
path in the M1 or M2 measure of the stock of moncy (Friedman, 1960,
especially chapier 4)' Other writors have recommended more complex
plans whereby the asuthority would ndjust the target path in respoase 10
realined shifts in the growih mic of real national income or velocity, so tha
demand-induced devistions in the purchasing power of money would be
counterscied.  Sull others have variously suggested that some index of
purchasing power should be the explicit arget on which the authority s sights
are trained, with a feedback rule governing weckly base money creation (see
Brown, 1982:17-183.°

A genenic feature of these plans is the notion that the mind of man can
design a governmend bursiin which, ance off the drawing board and stafled
with real self-interesied residents of the nation's capital, will function more
ar leas as plannod and will generate sufficient political supporn of its own
perpesuation, In other words, each designer must tacitly assume that his plan
represents @ roughly siable political-economic equilibrium in the fxce of
imernal and exiomal pressures for piccemeal modifications. The atiempt 1o
design a pressure-proal agency confronts al least theee difficulties. First. i
musi be possible to specify the burcau's routine tghtly enough for i
mundste 0 require litile interpretation, since exlensive inserprotation could
scrve a3 & means of subverting the rule in the mterests of the swf itsclf, the
legislatare, the exscutive branch, or a private constituency, Second, the
operation of the rule must keave no interest group wanting and sbie o movise
it through a plausible appeal 1o a later sesion of the legislature. And thind,

' Recendy, Frindman hes progresed o the sdvocacy of fam growth o the stock
of base money, sholion of the central bank wnd thorough deregulation of hanking.
s "t beatreabcuse ' forthe misbility of the currenl moneiary teame. See Prisdman,
158,

P The sat of nakes focosing on parchasing-power |nde mrgen inchiles “supply-
mids” projponals for linking open market operatons 1o the price of gokl A recem
*monetaris” proposal for s sophisticeied feedbeck rale i in McCalkum, 198733943
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il must be possible io- cxtablish o dusciplinary mechanssm that will efTecuvely
prevent deparures from the legislaied insractions, whether inlentional or
due merely W0 mnocent error,

The hypothesis that all these conditions can indoed be satisfied by the
legislaied version of a given rule cannot be empirically falsified, of course,
without experiment. (1t cant be decisively folsified even then. 1t could
always be argued that the rule failed only because the effort 1o implement it
wasn' uncere cnough.) Perhaps with enough academic input the legislative
or constitutional smendment proces really can give barth o o single-minded
apolitical government agency for controlling something as consequential as
the money sapply. Bot the logic of buresscracy does not offer much
encouragement. Nor docs history offer & single apparent precedent.?

Enforcement of s Monetary Rule as s Public Good

The power of money creation is 5o extremely lempting for gowermment 1o
explodt that continual public vigilance (involving mondionng and enforce-
meni costs) would be necessary o hold a government agency possessing thal
power W a prescribed routine.  There is a froe-rider problem here, which is
more pronounced the more costly the rule is b monitor, in thai most members
of the public will mtionally choose 10 let others bear the burden of koeping
well-informed aboul the conduct of te monestary agency. Kooping well-
informed would be all the more difficull in that 8 monetary agency that
naturally wanted 1© escape tight constraings on its behaviour in order ©
pursue s own agenda would have an incentive 1 pollste the available
information oo its conduct, making public accounting more difficult. So long
a3 an expert agency existed w administer the monetary rule, the public woubd
have w0 be sufficiently well-informed w see through all of the superficially
plausibie rationalisations the agency might offer for deviations from the
monetary rule, such as that the deviation is really just o measurement ermor,
of due w8 disortion in the aggregate being measured, or is really not &
deviation from the spirit of the rule, or is justified by events unforeseen by
the framers of the rube., Toarmive ag an informed opinion on each separsie cise
is implausibly costly for many members of the public 1 undertke.

To be sconomically monitored and enforced, and hence workable, &
monciary rule must be so ploin mnd strsightforward the violstions e

' The principsl ‘rule of the game' under the iniernations] gold viandard, Ls.
comvertihility st o fined parity, was ot the croaturs of legislative design. Cenaral
barks efapireersd o devisie From thet rule sere ot free from olitical mfluence.
Conversely, the durabakity snel crodibility of the clasabesl pold msndad was enhanced,
| would hypotheatis, by the fact that the Bnk of England wes preasly cenad
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Omce i operation. the simpler the rule, the less the public needs
w know in arder 10 detect violations. A solid public consensus must hold
"dogmatically” thai the rale is never 10 be violated as a matier of principle.
Such & consensus would not be casy 1o fonm in any case, but it would be less
difficult 1o form the simpler and more clear-cut the rule. For these reasons
1o feedhack rule sands a betier chance of being effective than a price-level
feedback rule o a velocity shift-adjusied money growth rule. A rero mony
growih nile stands o betier chaace than a foed positive growth rule and o rule
of froexmg the monetary base stands a better chance than one of freezing a
wider monelary aggregate.!

The Strengths and Weaknesses of 8 Monetary Base Freeze

Freezing the monctary base would be uniguely easy 1 enforce becmuse it 15
ihe only “monetary rale’ which docs not direct government to perform any
positive task 1t merely proscribes what the lederal government shall not do-
it shall not expand the siock of monctary instruments issued by itsell.
Because no positive money-creation power is assigned, no money-Creating
ageacy whatsoever is needed. The contral bank could readily be eliminawsd
a3 & branch of government once ks open marked desk was closed down and
its re-discount window shubtered.? Its bank-regulatory activities should be
ierminaed, but could be transfermed 1o another federal agency. B genuine
services (o the banking industry could be privatised quite practicably. The
job of replacing wom currency might be let out 1 a private producer of
security paper, or a plan might be devised 10 allow currency issued by privase
hanks ko displace govemment currency, so that the stock of high-powered
money would come 0 be held exclusively as bank reserves.

Any monctary rule less strict than froccing the monekiry hase quiic
obviously allows open market operations W continae, and therefore allows
SOMG FOVErMMEn! MONOLTy BZEncy 0 carry on the function of aliering the
stock of base money. Under any growth rule for a wider monetary aggregaie
the agency 1 charged with offseting changes in the relevam money muolt-
plier, ander any poditive-money-growth rule it s charged with adding
regularly 10 the siock of base money. The dynamics of government growth
give good reason to fear that the vory existence of 8 government money-
Eneation agency, no master how circumscribed its initial activitics, represents

¥ Bos Fricdman, 19844850, for s bese freeze proposal nd the srguement tai ‘2o
munﬂwnmwuhmqum

‘ For mich u plan, see Salgin, 1985, Privwission of ihe disoic Federnl Ressrve
toariks s loegg been advocaied by Richard H. Timberlale.
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the thin edge of & very powerfully propelied wedge. The agency's olTicials
can lend the weight of thesr expen opsnion o the case for giving them greater
powers 10 porform functions which only they, purportedly, truly understand *
The madification of an existing agency”s opersting rowting is certainly less
likely to encounter pitched public resistance than the creation of an entirely
BEW AENCY.

This "thin edge” problem — the worrisome posential for de generation of
any legislated barrsers agninst discretinnary behaviour by sn existing mone-
tary authority — canmot be dismissed by saying that we msed ned worry about
sttempis 10 erode the bamiers until they occoer. One lundumental benelit
promised by 4 monetsry rule is the assured environment it would provide, by
pre-commilling the monetary authority wo s prodictable path of behavios,
for private planning based on firmly held inflation-rate expectations (s
Barro & Gordon, 1983). The tancitional drawhacks of disinflation, for
example, are groerally undersiood by economists i be less severe the more
credible i the monetary authority s commitnent W0 o dumnflatonary path,
becayse greater cradibalty albows prudeni agents more promyptly 1o moderate
the nominal prices and wages they demand in bong-term contracts. If the
public widely considers a particular legislatable monewry rule o be fragile
and unreliable because they perceive that it may not sarvive political and
burcancratic pressures, then the adoption of the nule will not provide the
benefitof acredible pre-commitment. 1t may even be womne than norule. The
pursuit of a low mflation policy rule in a setting where the public cymically
expocts high inflaton is a recipe for nnatarally high wemployment and
depressnd real outpuil.

There is a second respect in which a legislated monetary rule will fuil 1o
provide its advertised benefiis if itv long-erm political survival is not
sulficiently credible. A common srgument for sdopting a fist money regime
govemned by some designed rule constraining growth in the stock of fiat
money, rather than adopting a commaodity-based regime (e.g. a gokd-coin
standard) poverned by demand and supply conditions ia the market for the
money commodity, i that mle-constrained fiat money can provide an
equivalent nominal anchor st a lower reswrce cost.” Fist money provides o

*  Timberiake. 19RS, provides » case stuly of this process in scion: “Federal
Rrserve Syasm afficials m thes iesumony W compresswonal commitiees perustently
ol doggedly sdvanced one major theme: the Fod had 1o have maore power ., By
“M. and subterfugs, the Fed imveigled an uswary Congmas mio doing (&
' The best-known estimaie of the resourcs costs of a commodiny standard i
prabably Milkon Friedman's figurs of 2.5 per cent of ammasl net neional producy
(198 %) That essimate sssisrmes mandasory 100 per ceru reserves against all of M2,
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social windfall, so the argument goes, by frocing the cxisting siock of
mometary gokd 1o be used for industrial and consumptive purpeses and by

through mining and prospecting o be used! for other industries. These events
recqpuire, however, thai the relative price of gold be lower under the fiat money
regime than unader the gold coin stndard. During oor current experiment
with fint money this has sot happened. The relative price of gold is higher,
spparendly due 1o the demand 10 hold gold coins and bullion = & hedge
agains fisr money inflation, implying tha industrial and consumptive uses
are mare restricted and that mining and prospecting activites are greaier.'
Whether the relutive price of gold would be lower under & rule -constrained
fiat money regime depends on whether the political survival of the rule is
credible enough 1o discourage substantial speculative holdings of gold. In
view of the 'thin edge’ problem. it may unfortunately be the case that no rale
whose sdmanistradion requires the existence of a government monetary
agency can achieve the requiste survival credibilisy.

Taking the logic of the 'thin edge’ problem a bit further, it is possible w
doubt that even [mezing the monetary base removes [he power of maney
creation far enough from the hands of government 1o constitute 8 politically
stahie arrangement. Freering the base establishes an ‘authorised insue” for
the contral government. Aa Later date it might plagsibly be argued that since
the hevel is arbitrary, there ks no reason for nol ralsing i1 1w meet some pressing
government cxponse. As an histoncal dlustration, the second batch of M
greenbacks msued o finmance the US Civil War met with kess opposition than
the first {which Congress had promised would be the only batch). The first
batch was itsell justifisd by referonce o the precedent of the money-like
Treasary notes issued 1n the previous decades *

A stightly outlandish analogy may make the point even more clearty '”
The approach 10 monetary reform that consists of giving a discretionary

horwever. With hilsanrically reascmable fractional reserve ratios the fgum falls 1
abonat ona ane-homdredty of Friedeman s, namely, adbout 007 per ot (depending on
nsmimganns ibowl g sscular rend i velocity). See Whie, 1984:148.

¥ This pobnt is made by Oarvison, 1965, As this is being proofod the doller price
of poid is sbowt SUSA00 per troy ounce.  Dellating by the GNF defllator, this &
equivalent w abmat $115120 per ounce s 1967 prices, st wlich time the official rice
of pold was SUSY3 per cunce, s wbeowt $USMG per ounce wn 1919 ierma, & which
tirnn goid was SUSI0AT per ounce.

¥ For excarpis from the congreasional debaie over the inifial bssue of greenbacks,
wiat Krmomi, 1977; vol. il 1267-321. On Treasury notes s s precedant for gresnbacks,
sas Timberlake, [978:85-8.

= The snalogy b des o Gervison, |95), though he may wish © disclaim the
ntensinns rmade here
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monetary suthonty unsoliciied advice for betier policy is like the approach
of a team of Wild West railroad detectives who, confronting a gun-ioting
gang in the midst of robbing 2 train, stempt o persinde the gang through
reason that they really should be using their guns i aless threatening manner
Success is unlikely given the other side’s incentives.” Advocacy of a
legisiated rule for monetary growth is like demanding that the gang holstier
s guns and promise o leave them bolstered. This srangement is 8 bit bener,
bt 2l nod rearly as reassuring o the truin passengers as the natural solition,
[amiliar from old Westerns, of demanding that the gang drop its guns.
Leaving the loaded guns within eacy reach makes it all 100 casy for the train
robbers 10 scine an opportonity w break their promese, so thai extremely
vigilant atienticn 1o their behaviour remaing necessary, The strongest lomm
of a monetary rale, freezing the monetary base, might be likened (st the
expense of stretching the snalogy even further) o a policy of allowing the
cutlaws i keep their guns provided that they throw down their ballets, That
ETAngemen cerainly promises greater sishility than the weaker gun-hol-
stering rule, but arguably i may ot go (wr enough loward remaving the
ultimale threal and reassuring the passenger.

IV. A FREE MARKET MONETARY SYSTEM

The analogue of the drop-your-guns approach in monctary reform is the
proposal that government remove isell complescly from the business of
supplying money. In its place a free-market monetary synem would prevail,
shaped and disciplined not by a legialated blucpring bat by rivalrous compe-
tton among money producers for consumer patronage. The money's
spondability and purchasing power woukl be secured by contractually
guaraniced redecoubility inio o standard basic asset, either 8 commaodity
moncy of an equivalenily accepiahle privately produced asset held by all
banks and used as & clearmg medium among them '* Because it represents
depolitic isation of the money supply in the moat tharough conceivable fom,

" Bamo, 1982108, sply commens:  Teliing the Fodersl Reserve 10 seloct
sutwiantially differenl values — usially bower values — monesry growih seams
similer w urging finms and households w choose difforent numbers foe prices.,
productyn, and s an. As 5 Ge iy sl sector, i s reasonshbe © view
e Fed's monetary decissons as emerging from & given stracto of contraing e
rewards’. This i the point of the snalogy. 11 is not intendad o suggest that central
bank officials me personally mals ious charscien
* For somn of my othes writings on this wopic, see White, 1989, See alio Selgin,
1988. For n somawhat different perspoctive that nonetheless may fil within the
irlinitional patern predscied here, see Greenfield & Yesger, 1081
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this system merits consideration by anyone whi recognises the drawbacks of
a political monetary regime. Unless it could be shown (and | do not believe
it can) thal & froe-murket monctary system somechow inherently fails w
provide money with the generally desired features that & legislatively
designed system clearly would provide, competition smong privase suppliers
should be recognised s the best means of meeting the preferences of money
avers. In fact this conclusion should not be surprising. given that the virtues
of competitive markeis are widely recognised when the supply of other
privawe goods and services is af issue.

The case for & competitive currency sysiem i akin 0 the case for
competitive market provigion of lamb curry or any other commaodity. 18 rests
on the fact that & marke! sysiem hos (wo advaniages over govemment
monopoly: & price sysiem for coondination and a profitability lest for
discipline. By means of an snhampered market-price system a society can
best wrn the knowledge and initiatives of millions of individuals 10 the
sathsfaction of consumer wans. A free market o privacely ssoed curmency
would mean provision of te most desirable sons of moncy from the
consumer’s perspective.  There i every reason 0 believe that markot
currency would be the most convenient for tmnsaction purposes, the most
e iy, anid — what makes il espocially attractive — the mos stable and
likely w increase in purchasing power, An imespongible issuer — one who
inflated s much as the Fed has of late — would lose cusiomers 10 his rivals.
The central bank faces no such discipline.

A sysiem of free banking entails free trade in the marketl for inside
money (demand liabilities of hanks), including hank noses. Mo legislative
harriers are placed i the way of exchanges of bank notes or demand deposins
betwoen potential ssmers and money users. Individuals are free o sccept or
reject the liabilities of particular banks as they soe fit. Banks are froe (o pursue
whatever policies they find advantageous in the issuing of lishilities and the
holding of saset portfolios, subject only 10 the general legal prohibition
against fraod of breach of contract.

Under free banking individuals may choose among the notes and
depasits of a plurality of privaie issyers. They are not limited 10 using the
nates of o privileged central bank, Today we are bocusiomed o competitive
deoposit banking, but 10 monopaly in notes. Monopolisation of node issue is
8 deflning characieristic of central banking and there is o evidence of 8
wendency wward natural monopoly in the issue of bank notes. Open
competition in issue ensures that banks will provide notes with the charc-
teristics note holders demand:  easy redemption, widespread acoeptance,
trustworthiness mnd prool againsl coundericiting. Ciempetition among issa-
e of bank Rotes i 0 many respects similar i the competition we see inday
among kswers of credit cards and travellers” cheques, s well ax 0 the

12
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competition among banks for cheque sccount castomers.  Respect for
ellicsency and individunl sovereignty requires thal government nod L
consumers’ choices by merfering with competios among potential hank
e iSSUErL.

For historical evidence of the stability of  virueally snregulsted banking
system, it is instructive o tum o Scotland, which had § genuinely froe and
remuarkably stable hanlking sysiem for more than a century before amalgama-
thos with the English sysiem in 1844."" There, due 10 vigomus competitaon
among widely hranched banks, the notes of hankers without sound reputa-
tions coubd not gain currency. A very shon period elapeed between the jasue
of any note and it roturn w0 the issuer for redemprion. Competition led all
lasuers o accept oo another's noies ai par and 1 join in a single note
exchange (clearing-house) system. No individual bank could over-isiue
wilhout rapidly being disciplined by adverse clearing halances.

Competitive discipline in the supply of money mesns (thal macroecon-
mmic performance i likely 10 be hetter under free banking than under central
hanking. A large body of theoretical and historical work in economics
identifies errors in money sapply as 8 significant soarce of basiness cycle
disturhances.” The macroeconomic advantage of free banking is that a
plurality of macroeconomic issuers minimises the chances for large scale
errors in the money supply, Cne reason is readily apparent no single asoer
comtrols & large share of the circulation. Equally importani, the pluralicy of
visuers bringa with i, in the form of an inder-bank clearing-house for bank
noles and cheques, an mpomatic mechanbum lor preventing major money
suppty errors by any single bank. The clearing-bouse gives cach issoer hoth
the information o delect, and the incentive io cormect promptly, any deviation
of the quantity of inside money it supplies from the quantity of it inside
mooey that the public desires 1o hold. This process of negative foedhack 1s
abwent from a central banking system, where the supply of hank notes is
monopolised and the liabilities of the central bank are held as reserves by
commercial banks. Only with free hanking is the operation of a commaodity
monctary aandard fully self-regulating.

W See Checkland, 1975 snd White, 1984, che 2. 5. Par ssrlier scoounts e
Camsrun, 1967, chap. ¥, snd Smith, 1934, chap. 2 The so-called “free hanking'
sysiema in srveral American states during 1837 186) wewe far (rom moeling thess
;m- Sas Rockofl. 1974; Rolnick & Weber, 1982, 1981, 1984, e | 985 and
1983,

¥ On the enrly 19th-cennary lnaratare, see White, 1984, cha 3, 4. Classle works in
the Auasrien monetary theory of the usiness cycle inclsde von Mises, 1978, and
Hayek, 1967, lmporint works in the Monsaniss wsdition include Friedman &
Schvaartr, 1961, and Loces, 1981,
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While the clearing sysicm pins down each bank s issocs relative 1o the
others, the value of money in the sysiem as 8 whole {3 pinned down by the
supply and demand for the basic money for which bank money is redeemable.
With the supply of basic money not manipulated by government, the value
of money is virtually certain to be more stable. Foran indexed or commodity -
basker standard, purchasing power instability is virtually ruled out by
definition. For 8 more pedesirian gold or silver standard, there are both
theoreticsl and hisiorical reasons for having conlidence in the stability of the
monetary unil. Potential changes in the purchaxing power of the monetary
unit are dampencd by the price elasticity of supply and non monetary demand
fior the money commidity. A fall in the purchasing power (relative price) of
gold, for instance, whether due o a forwinous discovery of gold or a fall in
the demand for outsade money, 1s impeded by the reduced quantity of gold
that will be mined and the increased quantaty that will be demanded for non-
moneiary purposes ol any lower price, An on-going fall in the valoe of gold
due 10 continually greater cost reductions in gold mining than in other
industries is fairly implawsible, and 5o is 8 non-recuming but sharp fall in the
maohemn workd where there s litthe prospect of a purely foruilous major gold
discovery. For a non-rencwable resource whose reserves are known,
economic theory suggests tha under competitive conditions the relative
price of the resource will nse over tme a1 8 rate somewhat less than the real
rate of interest (the dilfferonce depends on the marginal cost of extraction).
The gold standard suomatically generaies an approximation of the “opti-
mum quantity of money”, as holders of gold-denominaled money enjoy a
muld on-going appeeciation in the value of their cash balances. The history
of the classical gold standard may contain some noteworhy episodes of
vanaton in the purchasing power of the monetary unit, but the overal] picrare
from 1E21 1o 1914 is indeod one of mild seculir approciation in the walue of
money, with deviations from rend strikingly smaller than under subsequent
maonelary systema."’

The redecmability of hank notes and deposits for busic money, on
coniraciually fined serma, ensures that the value of ank mzosed money
mirrons that of the hacc moncy. Redemption coniracts, as sppeared on the
{acesof privaiely issucd hank notes during historical episides of free hanking
im suach words as "the ABC Bank will pay w the bearer on demand one pound
sterling,” are cheap 0 write and (o enforce. A note holder denied redemplion

"™ Fer gruphical evidence on the historical behaviour of the purchasing poser of
godd see Bordo, 1984, For elsboration of the depleisble resource theory of & pold
starudurd, see Bondo & Ellson, 1965, On hath the theory snid he histey, see Rockodl,
1S1 349 mp 61920
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can wimply be granted a lien against the issuing bank ™ Swifl and certain
enforcement of redemplion ensures that bank notes xre high quality money.

V. CONCLUSION

We began by questioning whether any durshle and credibie rule could be
fasiened on o & politcal money supplier. In considering the feasibility of
private production of money, we kave boen led o ask a similar question about
private isspers:  Can they be effecuvely conractually bound o good
performance? Our conchesion ems out w0 be one of scepticism wwand the
potential for enforcmg amy explicit rule (other than freening the moncy hase )
for property *depoliticised” monetary behaviour by the central government
There is, afier all, liide or no procedent for such & thing, st keast under fia
maney rgimes. (1t remaing 10 be understond why some central banks are less
mischievous than others inday ) On the other hand, we find that there exisy
mmwwmum
— makes desirmabic monctary bebaviour quite credibie for competitive

the palitical economy of high and variable inflation, wwand a depoliticised
snd responsible sct of money instimtions, therefore points rather clearly in
the direction of private contractual arangemens for the sepply of moacy, 11
is simply wo difficull © believe that o government agency, even one
“independent” or “constitutionally restricted” can be more easily held 1o it
promises than & privase firm in 8 competitive enviroament *

Ll In the Scamish syviem this was known as the nnte bebder's right of
diligence’. See Checkland, 1975, During the so-called fros banking evs in the LS,
Wlale legislatures sometimes begalind sumpenssons of gobd rodemption, bur Bt s
quite different fom inharentdly conly enforcement.

*  Much of this essay is drawn from White, 1989,
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Foreign Exchange Markets in a
Deregulated Monetary System

Chris Jones*

L INTRODUCTION

The increased intermational economic integration of recent yesrs has argus-
biy hadd s greatest impoct m financial markets, Overseas financial markets
impose a severe discipline on the domestic economy, and this makes it very
difficalt w implement an independent monctary policy based on fined or
managed exchange raes. This was evident before the Australuan dollar was
foated in December 1983, anempts by the Reserve Bank of Australia (RBA)
tomanage the exchange rue by seiting it on a dauly basis were being thwarted
by the large capital flows that were washing in and out of the money supply.
In ndddition, speculators were making large profits at the expense of the RB A
{and ulumatcly Australian xpayers) by trading agains the observed capstal
flows that would infloence the RBA's seiting of the exchange mie the
following day. Aoy atiempt to sot ap exchange rate that did not equale
demand and supply in the market for Australian dollers woald indece
speculative flows, not just from domestic investors, bul from invesions
around the world through the intermational capital markess This pul grest
pressure on the authaorities 10 set the exchangs rase a its market clearing level,
but not before these capital flows had affected the domestic money supply.
1t was this inabuliy smultaneously w set the exchange rmte and w control the
moncy supply tha eventually bed w0 the Moating of the Australian dollar in
Deocember 1983,

Al thar ime the Australian Labor government hud 1o make & chosce. 1t
could fix the exchange rae, therchy removing the day-1o-day speculative
Morws against its exchange mie management, of i could allow the market 1o

*  Thas paper has hemefited fromm comments snd ruggestions by Howest Pender,
John Piichford snd Graeme Wells.
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determing the exchange rate. Under o fixed exchange rate regime control
over the money upply is considerably reduced; and this loss of control
increases with the degree of integration hetwoen domestic and world capital
markets. The muajor advantage of a foating (or markel-delermined) ex-
change mie is that it allows governmenis & run a independent moneLary

icy. However, even with a flosting exchange mle, the RBA continues 1o
lauervene in the foreign eachange market for polcy purposes. Most intcrven-
tion has simed to minimise changes in the exchange rte; but on a number of
occations monetary policy was essed for eloctoral reasons (federal and
Siate), and more recently monetary policy has been tghtenod o raise interest
raics and reduce domestic demand in order o reduce the currenl accoant
defici. Ower this period the money supply {both base and brood) has
expanded, leading w0 & rise in the inflation rate iowards double digit igures.
{1 will consider this policy sance a little lser when | discuss recent exchange
rote and monctary policy in Australia )

There is widespread dissatisfaction with the REA's record on the
inflatios frone. In & recent anicle in The Sydney Morning Herald (14/9/89),
Max Walsh argued tha the RBA shoukd be independent from political
influences, particularty that of the Treasurer, Claiming thai ‘it s inflation that
has 1o be attacked’, he smtes  “The key (o the mitack is the Australian
Monetary sysiem — the independence of the Reserve Bank from the
pressures of the political cycle and a re-cxamination of why our system of
regulation has fasled o deliver the anti-inflation resulis achieved by other

* A move o free banking in ita most radical form as advocated by
Hayek (1978), Dowd (1988), White (1984) and cthers, where competing
currencies are imsued by private banks, would severcly restrict the role of
governments in financial markets. In facy, the government would have no
direct control over the money supply of the exchange rae; this is viewed by
many as the strongest point in fevour of free banking. Inflation would no
longer be & problem because the survival of private competing currencies
would depend on their ahility 1 maintain their real values.

This paper considers the arguments for exchange rste and monetary
policy, mnd then speculates on the operations of Minancial markets which e
completely free of any direct government involvement, In Section 11, 1
consider reasons for, and the effects of, intervention i lofeign exchange
markets. Secthon [1T examines recent financial policies pursoed by the
Australian government thiough ihe RBA and evaluates their success in
achieving their goals, the mosi recent being the elimination of the wade
deficit, (1 donot deal kn any great detail with the question whether the goals
themaclves are the right ones 10 be pursuing in the firs place. )

In Secuon IV 1 speculate sbowt the nature of inlemational financial
transactions when all countries move o {roe banking. I compettion
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berwoen private carmencics. and the monitonng of these curmencies by private
financial institations thernselves and by the public tiagh the medis serves
to genersde stable currencies as a basis for domestic trades, then the same
wrguments will apply 1o international financial markets and the intermational
currencics used in those markews. The advantage of (his system over the
present ane is thai it removes the lempation on govemments 1o inflate their
currencies as a device for rising revenue. This wemiptation is perhaps the
largest single failure of non-redeemable government fist currency.

InSecton V., I hrelly consider aliermatives W the free hanking proposal
One ghernative is o frecze the stock of fial currency bssued by the RBA
Another is W enter & currency union with New Zealand, a3 has heen recently
suggesied by the NZ Prime Minksicr, Geoflrey Palmer. The surprising
success of the EEC curmency union has prompied other countries which are
geographically ¢ lose to one another 1o consider the merits of such unions. An
important {actor in the EEC union has been the muccess of the German
Bundeshank in achicving a low rate of infiaton and o stable exchange rate
agaunst which other European currencics fix their rates. 1a the light of recent
changes o the powers of the Reserve Bank of New Zealand, and in particalas
s legislated objective of & rero inflation e, a succeasful ynion between the
twocountrics’ dollars would seem i require 8 simalar ke gislated commitment
for the RBA.

[l. EXCHANGE RATE AND MONETARY POLICIES UNDER
GOVERNMENT FIAT CURRENCY

A major attraction of 8 markel-dewermined exchange rase is thad it insulstes
the domestc price kevel from foreign inflation, and sllows governments to
pursue mdependent monctary policics. Both these {actors have been impor-
ol in the worldwide move to Mexible exchange raies. Greater integration
of capital markets renders monetary policy much less effective under fixed
exchange rates because changes in the money supply are offset by foreign
cﬁﬂhﬂnﬁﬂnmnhqﬁnﬂkndfﬂrﬁnhu'mmm

mu—rmmmhmmuhmnﬁh
under fexible exchange raies derives from the manopoly power govern-
maonix hove over the iz of their non-redeemable fiat comencies. Discre-
tonary monetary policy w(suppossd 1o be) used o maimtain (o schieve) full
employment and achieve price sshility. In times of recession the central
bhank can raise the price level by printing sdditional currency , which in tum
riscs output if real wages or real inieres rutes fall. These real effects may
be shont run because eventually money wages and nominal inlerest rates
adjust 10 resiore real wages and real interest rades o their former bevels. i is
the shovi-ierm rigidity in nominal varisbles that gives monewary policy its
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power. However, this comes al 8 cost.  Holders of the nou-redecmable

aro losers becanse of the reduction in its real value. Furthermore,
general rises in the price lovel affect individuals who are unabie W adjust
nominal interest rates of wages sufTiciently o preserve thebr real retums
because of tax differences between borrowers and lenders and the bracket
creep experienced by wage and salary earners, What this suggesis is that the
twin goals of maintsining full emnployment and price stability may nod be
compatible; higher prices can raise output and reduce unemployement, while
lower prices can reduce output and raise unemployment, if nominal wages
and interest mics are fixed.

By adopting an inflationary policy of printing currency in excess of thit
demanded by the public al existing inlerest mies, central banks generate
aditional lunds. This source of revomse, which results from seigniomge, has
been exensively used by many governments over the course of history. It
nod just in times of crisis like wanime, or i underdeveloped countries with
limited infrastructures for collecting conventional forms of wa revenue, that
infation is wsed in this way. This ax wansfers purchasing power from
currency halders i the government. There is & widely held view that it s
aptimal for governments 1o mise some of teir revenue by using inflation w
tax currency -holders when revenue is being raised by & distortionary struc-
ture of explicit taes (dissordonary in the sense that they change relative
prices in the economy). It ks argued on these grounds that there is some
opimal ponitive inflation rate which allows government revenue to be rused
i & less costly way 1o the economy. However, this argument can be rejecied
on the ground that currency is an intermediate good used w purchase final
goods in consumption whereas, in moat circumstances, it is more efficient 1o
L finad rather than intermediate goods. An additional argument is that i s
difficult 1o quantify the large number of other effects that inflation has on the
economy. As most of us know, the costs of inflating an irredeemable
currency are nod conlined 10 the holders of currency.

While a flexible exchange mte provides protection from foreign mfla-
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competiton from the domestic use of other currencies. Some argue that the
probism i axacerbated by the central bank’s lack of independence from
political influence. A quick glance at the changes in the Australian money
supply (both base and broad) and in the consumer price index over the period
wince the Noat lends soppor W this view.
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M. EXCHANGE RATE AND MONETARY POLICIES IN
AUSTRALIA SINCE 1983

Since the Australian dollar was floated in December 1987, the RBA has
shown a clear intention 0 minimise its changes. Monetary policy has been
largely directed o this goal. Figure | shows the decline in the terma of rade
In the early 19805 This was largely due to the collapse in cxpon prices

S i Figure 1: Terms ol Trade
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This deterioratson in the erms of rade followed the drought which sup-
pressed nrsl producton and domestic income up to 1987, thus driving the
current accoant further into deficit and inducing a further depreciation in the
value of the Australian dollar. This is shown in figurs 2 below,

In response Lo this dow nward pressure on the Australion dollar, the RBA,
initislly intervened in the foreign exchange markei 1o support its value. Fig-
ure } shows the Foreign exchange purchased by the RBA net of funds raised
overseas 1o fund federal povermment's budget deficita

For most of the period the rate of growth in the money wpply declined
{node the change in broad money in figare 2), consistent with the suppar that
was being given o the dollar, but in the approach 1o the loderal election of
December 1984 exchange rae intervention was abandoned and mobetary
policy wadeased. Intervention can be either direct (sclling foreign cxchange )
of indirect { tghtening monetary policy ). The intervention was initially direct
because (he RBA bought Aastralian dollars io maintan its value, while more
recendly il bas intervened indirectly by tghtening the money supply, s i
evident from the recent decline in the money base. Thghier moneiary policy
supports the valie of the dollar by aaracting forcign investment with higher
domestic interest rales.

5
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Figure 2: Changes in Broad Money & SUS/SA
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Two main ressons have been given for the RBA's exchange rate and
maonetary policy stance. The first i that it wanis to minimise the depreciation
of the Australian doliar so us o ke pressure ofT the Accord (ithe government ‘s
incomes policy ); the second s that it wants W eliminate the Curment account
deficit and to redoce our foreign debl. A fall in the value of the dollar raises
the domestic currency value of traded goods prices; this could feed into
moncy wage demands. However, in a small open econom y like Australia®s,
a Full in the torms of trade due o falling expont prices signals a decline in our
comsumption opportunitics; and one would expect this particular decline in

Figure 3: Met Foreign Exchange Purchases by the RBA
A i
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wealth 1o reduce aggregate conmumpion demand and the general price level
Consumers shifi from non-traded and import -competing goods into export-
able goods whose relative prices have fallen. The exchange rate deprecis-
uon, if smmpeded, redirects demand gway From, and sapply toward, raded
goods 80 as 10 close the current account deficat sufTiciently 1o sccommeodate
the desired level of foreign

Once the wrms of trade recoversd in 1986, the current account deficli
began w0 decline and the RBA responded by buying foreign exchange 1o
restrict the apprecistion in the Australian dollar. With rising expont prices
and an expansion in the money supply which accompanied this exchange rate
intervention, domestic demand expanded dramagically i 1958 and eveniu-
ally epilled over into the current aceoant. This expanson m the money supply
also coincided with the federal election of July 1987,

Since then the RB A has reduced the growth in the money supply inorder
o dampen domestic demand and 10 close the current account deficit. This
tighter monetary policy sance has: (a) limbied the extens of deprociation in
ihe exchange mie and delayed any inproverent in the carrent account, and
(b} driven up domestic interest rates, which has atracted additional foreign
investmend.

This briel overview of monetary and exchange rate policies in Aastralis
since December 1983 indicaies o desire by the RBA w direct the path wken
by the exchange rate. Since the Noat of December 1987, this intervention has,
in the main, made the current sccount deficits and level of foreign indebied-
ness grealer than they otherwise would have been, Ower this period the
RHA's atiention has been diveried from reducing the inflation rage, as s
evident from the changes in both base and broad money and i the CPI.
Figure 4 indicates that inflation is returming 1o double digic figures,

Figure 4: Consumer Price Index
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The RBA argues that financial marked deregulation has made it difficult
0 eidersamnd the cusct natare of the relatisnship between the money base and
the money sapply , and that any success on the inflation frond by roducing the
money supply may therefore be st the eapense of a credil contraction.
However, Figure % shows that the relationship berween the moncy base and
broad money was fairly predictable between December 1983 and December
1988,

Figure 5: Changes in Base and Broad Money
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Since Decomber 1988 the divergence in tha grow it res of the monciury
base mnd broad money are largely explained by changes 1o the requined
reserve holdings of banks with the REA. 17 the BB A waa really senions about
controlling inflation, there would have been some decline in the e of
growih i the monotary base carlicr, when there was & fairy smble relation-
ship betwsen hase and broad money. 1 necessary, the hase could have been
pdpesied 0 gvold § crodil contraction; bl i movemends are actually mone
cusily explained by exchange rule intervention or the political cycle. The
unwillingness of the Treassry and the government 10 embrace inflation

indexation of income tax ruses signals 8 lack of political commitment 1o s zen
of low inflation rale. The lempation (o rmise cxirn tax revenoe from inflation
seems o dominate any rhetonic about price stability.

Perhaps o pot entiely ancharitable view s that controlling inflation is
2 much less glamorons and exciting task than ntervening in the foreign
exchange and other lnancial markets; this atracts moch more atention and
gives the RBA ahigher public profile in the market place. In Good Weekend
{ 16/9/89) Deirdre Macken writes:
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There's & certain thrill in the way the bank tesses markets o the
position it wantx: drawing a bit of money out of the sysem one day,
failing 10 make up shortfalls the next and leaving it © deslers 10
pomtificate in the press about whether the bank has misjudged the
markel or deliberniely pushed up rites. Announcing an micrest rae
increase just woukdn't be #s exciting.

It goes without sying that this behaviogr can agnificanly mis the
FESCUTCE COSLY 10 privale operators in financial markets. Not only will they
need 1o predict what effect the REA policies will have in financial markets,
bust they will be forced 1 spend extrs time forecasting the actual policies of
the RBA,

This raises the question whether discretionary monetary and exchange
rase policies are in fact desirable. Such policies would noy be possible under
frec banking. As with discretionary fiscal policy, discretionary monetary
policy is socn as atool for smoothing the business cycbe and muintining price
sability.

Even if these goals can be schieved vimultancously, there remains
considerable difficulty in achieving them. For example, there are lags in
collecting duta and implementing polices.  But more problematic is the
difficulty in interpreting the natare of problemi Puchford {1 989) argues thas
there may not really be any need 10 be concerned about curment account
deficits and increases in our foreign indebtedness. As with househaolds, ar
regions within a country’s national boundaries, there are times when they
barrow and umes when they bend. This should be no miore surprising, and
should antract no more concern, when it happens between countries. We need
only consider the costs to our standard of }iving if houschold or interregional
trades are severely restnicied. However, distorted market signals may induce
us to borrow maore than otherwise

Again, special interest groups within the economy can capture the
attenton of policy makers and divert policies w their private gain, even if the
policies have net costs w society. This is poasible if the costs of these policies
are distributed widely over the sconomy. A move to higher mflation may fall
im0 this category.

Finally, it is difficalt 10 know what the “equilibrium’ exchange rato is.
ﬁmm:ucﬂﬂnmwm It ks highly
unlikely that bureaucrats are in the best position 10 know. Thoss most Idely
toknow are the people who deai in these markets; even if their knowledge is
uncertan, they are best situated 10 forecast future exchangs mics becanse by
putting their own money and reputations st risk each working day, they face
the sppropriate incentives 1o get i right
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IV, MONEY AND FOREIGN EXCHANGE MARKETS UNDER
FREE BANKING

Ligtle has been writien sbout the effects of free banking on iniernational rade
in Minancial and real goods.  Presumably, the mie of exchange between
imernational currencies would be determinied in the wme way as rates of
eachange between privele domestc comencics. The cachange rales between
privase currencieds and any remaining government fial monies would vary in
line with the Latters” raies of inflation.

There could well occur 3 worldwide mowve towards a standard interma-
tional unit of account in order to reduce transactions costs. Whether this in
fact happened would depend on the extent 1o which preferences for units of
sccount across different reglons converge. I the units of sccount did
converge we coakl expect W see obe Country’s currencies being used for
diirect unnsactions ingide other countrics. The relevant maney supply would
e the intemational one, and in equilibvium it would be equated o aggregate
world money demand.

We can see the scope for this in the currency union of the EEC, where
morves are under way 10 Cresie 8 Commaon currency. This currency union has
the effect of removing monetary policy independence from member coun-
trics 50 &% 10 preserve the fined mie of exchange between their curmencaes,
However, the externality problem in the money market — ie the dilTerence
between the nomina interest mie and the production cost of printing money
— muay best be solved by conducting transactions within natsonal boundaries
solely with nutional currencies. This would largely depend on the ability of
clearing houses i efficiently monilor private currencies worldwide. Aus-
tralian experience of deregulation in financial markets has demonstrated how
ingenious and resowrcelul individials can be in this sector. The volume snd
range of services provided w consumers has grown consderably. Electronic
funds ransder has reduced the need for currency and has greaily improved the
payments mechanism, Free banking would most likely stimulate further
sch developments. The financial industry itsell would establish mecha-
nisma 1o monior the value of both national and intemational comencies. We
sce this kind of behaviour in the options market. Here, traden inform one
mmother of the volume of trades throughout the day o protoct themselves from
being comened by individuals about o undenake lorge share uades (like
those i a tskeover bid), whocan comer the options market by spreading their
transaclions acroas raders. However, | am reluctani w describe this moni-
woring as sell-rogulation bec ause iis suggests that benefits wre being enjoyed
bry the industry sl the expense of others, such as consumers, wha bear the
costs. ‘While these mechanisms profect financal intermediaries and their
sharehalders, they must ultimately be in the interest of consumens because

30
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privaee hanks compete agains one another,

Under (ree banking. governments would necessari ly bose their ability o
implement discretionary mooetary policy of intervene in foreign eachange
markets Since privale currencies are redecmable, government atiempits o
influence their value would fail; the public would simply retarm excess
carrency o the banks. Similarly, banks would simply scoommodate any
extrs government demand for currency.

Competition, of the threat of entry into the cusrency mariked, would
provide the incentive for suppliers w provide consumen with currencies they
most value. A currency ismaore sttractive if it is widely scoepted s a medium
ol exchange, and for this resson we could expect the establishment of private
clearing houscs through which hanks would exchange one snothers' curren-
cies. The adoption of a common currency standan! would faciliune incer-
bank setthements and the dadly use of currencies by the public. As White
(1984 argues, a preference by cumency holders might realistically induce
competing supplicrs 1© adopt the wme monetary standard and modia of
eachange that would trade &t par values in common unit of the monetary
sandard. In other words, currencies would sell at fined rates of exchange to
lovwer the transac tions costs incurred in trade. The regions {or coantries ) over
which currencies would thus converge would be largely determined by the
amoumi of trade between residents in these regions (o countres ) the greater
the volume of irade between regiond, the greater the incentive for currenc ies
0 converge on i common siandard. There is alremdy evidence for this in the
EFC, where member countries have fixed their exchange rates 1o one
snather, and where there i Wlk of & common Ewropean currency, the “ecu”

We could expect more countries 10 adopt common currencles as
inicrnational uade expands. However, an intemational monetary system
under these conditions would have the same chamcienics as a fixed
exchange rate regime under government (ol currencies.  This would have
implications for domesuc economic activity if nominal variahled soch s
money wages of interest rases did nol adjust freely. Consider the effecis of
a lerms-of -tade deserioration caused by falling expont prices. If money
wages dud nod [all with the decline in the general price level, we would expect
some unemployment 1o emerge s real wages rose. A move o free banking
that encoursged the emergence of & common intermaional monetary sian-
dard would therefore need 10 be accompanied by & well-functioning price
mchanism in the domestic economy.

V. ALTERNATIVES TO FREE BANKING

Free banking in Ausirslia may be some way off. Bat the growing dissatis-
Maction with the performance of the RBA with regard w inflation and the

i
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cxchange raie invises suggestions for more immediate reforms of govern-
ment inlervention in financial markels.

REA Independence

One such reform would be to give the RBA greater independence from the
influence of the Troasurer and the government generally. This would allow
the Bank 1o concentrate on reducing inflation and smoothing Noctuations in
activity as they see fit, free from political influence. At the very least this
change woald divorce monetary policy from the political cycle. The easing
in monery supply growth before elections (both federal and Swte) s a
common practice. There is evidence 1 suggest that countries whose central
hanks an joy the most independence have the lowest inflution rages. However,
it i difficult 10 measure accurately the degree of independence enjoyed by
central banks,

Greater independence for the REA would not remove the Lemplation o
inflate the currency om lasue when it directs its energies 1o some other arget
Thix secms 10 have been the case. Furthormore, it does not remaove, but rather
enhances, the emplation to “play games” with financial markets. This
particular type of relumn o bank employees could come at a considerable
social cosl. Perhaps gresier independence could be coupled with a require-
mend that the RBA achieve o zero inflation raie. The appropriate incentives
could be established by tying s considersble fracuon of the governor's (or the
bank board’s) salary w this outcome .

Freese Fiat Currency

Friedman {1985), amongs others, suggests that a superkor aliemative o
greater central bank independence is 1o frecze the supply of government fiat
currency on issue. This suggestion is in the same vein & that of free hanking
bocasse i romoven the soope W devalue the curmency on msue. The public
would kenow wiith cerainty the nominal supply of curmency.

A major diMiculty with this ahernstive i that over tme prices. would
need 1o fall so that the real money supply could keep poce with real money
demand in s growing economy ., 1f prices were folling bot money wages were
nol, then st least in the shon run real wagss would rise and so would
uncmployment. However, workers would presumably be less reluctant o
reduce money wages il there was no inflation 1o worry shout.
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Currency Union with New Zealand

WNew Zealand's Prime Minister Geolfrey Palmer has recently suggesied a
monetary umion between our two countrics.  Under this proposal the two
exchange rates would be tied 10 cach other and they would then float agains:
all other overscas cumrencies, Once this was done. there woukd be immediate
pressare on the (wo countries W nun similar monetary policies, since §
relatively lnose monotary policy in one country would cventually generate
tnflation in both of them,

A currency union has the advantige of imposing monetary discipline on
the member countries. This is evident from the leading mle played by
Germany in the EEC. Germany s low inflation rate is the benchmark agnins
which other member countries trgei their inflaion rates. By pegging thetr
exchange raies 10 the Doutschmark member countries ploce themselves
uncler pressure (o run monetary policics similas to Germany's.

Ome of the costs of @ monctary union is that it ransmits adverse real
shocks inane country W other member countries. An optimom currency arca
depends on, among other things, the exient to which the member countries
trade with one another, and the smilarity of their monetary policies. Some
of the gains from o currency union include the elimination of exchange rate
fluctustions between the member currencies, and the powntis] for grester
monetary discipline. The New Zealand government has recently changed the
charter of its central hank, which is now reguired 1o concentrite on contral-
ling inflation in that coantry, Many of its previous activites, including thar
of acting s banker for the government, have heen removed or changed
conuiderably. A wuccessful trans- Tasman currency union would require the
Australian govermment o sdopt 8 samilar anti-infabonary sunce: olsers e
New Zealand would be forced w acoepe o higher rawe of inflation. Given the
RBA’s lack of success on the inflation front, the New Zealand government
seemd rather rash o consider o currency union. However, from sn Australian
point of view it may be an opportanity 1o impose some much necded
discipline on the RBA.

Public Access 1o the RRA

A change that could easily be made in the short term is to provida the public
with greater sccess i RBA documents, and especially documenty that detail
the basis of finsncial palicy decisions. Like the US Federal Reserve System,
ihe RBA could publbcise its hoard papers afier a lag of one month. This woulbd
infiorm the pablic about the sttitudes being adopied by the RBA pndd would
subject is policics 0 greser public scrutiny. These changes should resalt in
greater inpul into the decishons tken by the RBA. and would help o reduce

11
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uncertainty sboat its operstions. In addfiion, the RBA could wender for
wibmittons from imerested porties W be delivered m public hearmgs
designed 1o assist in the fommulation of prodentisl requirements and mone-
tary policies. At present, the REA operates under a shroud of secrecy, which
enables it 1o deflect criticizm of its policies. But the provious governar of the
KB A, Mr Bob Johnsione, did have a policy of giving more mformation i the
public in the monthly RBA Bulletin: a policy that could be greatly extended.

Tt is difficudt i imagine the present Australian government redinguish-
ing ity power over the money supply. especially in view of is concentration
om the current account deficit and the forcign debt. Furthermore, the
appointment of a former secretary of the Treasury, Bernie Fraser, m govermor
10 the RB A does not raise our hopes for a more independent central bank in
the foresceable future.

VI. CONCLUSION

By focusing on monetary policy, | have tken much greater Liberty in this
paper than its title would suggess. However, exchange rate and monetary
policy se inetncably linked when intermational capital markets are closely
iniegrated with the domestic capital market, and any discussion about
cxchange rate intervendion necessanily has money-supply implications.

The current monetary sysiem fn Australia gives the RBA control over
the price kevel and the ability 1o influence real activity through discretionary
monciary policy. However, the REA's rocord has nod been good. Inflation
i Australia is retaming © double digit figures, and the use of monetary
pedicy b manimise exchange rale changes has, in the main, been unsucoess-
ful. The eacaange re seems o move oventually wo itsmarket level, and RB A
indervention has only served 1o delay adjustments in the current sccount
deficit and 10 increase our indebiedness 1o foreigners,

Dissatisfaction with the performance of the RBA invites speculation
aboun a world of privaiely -supplied competing currencics. Inthis world there
would be no role for discretionary monetary policy, and inflation would be
eliminated by the competition betweon currencics. While there are areas of
concern with free banking, such as the externality problem in the moncy
market, it ks a proposal which merits serious consideration if, al the very least
s makes us realise the polential gains from limiting the powers ol the RBA
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The Future of the Central Bank
Bryce Wilkinson

I am quite satisfied that we would be justified in being very intellectmally
courageoys in thinking ahout whether we have 1o have a condral bank. We
knovw we can do without & central bank, since we didn’t have one antil the
19308, And it wan set up very clearly in order 1o print money. John A Lee
had strong views about high interess rates, and wanied 10 get New Zealand
going with cheap, | per cent credit. As pnder-Secretary of Housing he st up
8 public sector housing program funded by | per cend credit (hroagh the
Reserve Bank.

Functions of the Reserve Bank of New Zealand

But even if there were no central bank, there are particular functions which
governments might want 1o nationalise. We can go through the functions of
the Reserve Bank of New Zealand, as listed in the 1989 Annual Repory, and
sce whether any of them requires a central bank or, indeed, any form of
government involvement at all.

Government debt management. The Treasury could clearly play the
robe of advising & government as io how it should be issuing is debd, and so
could any of the mapor securilics firms or banks.

Registry services. This involves running the registry for NZ govern-
ment siock and local suthority stock. This could easily be privatised.

Orverseus Investment Commission. This oenses people who want 1o
mvest in New Zealand. s functions could be performed by Trade and
Inddusery.

Dverseas representation and liaison. There's no aced for an organd-
sation specifically o wik w overscas banks.

Public information. This invoives the publication of bulleting of
sconomis rescarch and statisucs, The bister could be done by the Deparment
of Statisiics, Planning Council, the Economic Development Commission

»
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Coin lssue. The Treasury has been responsible for coin issue for many
yeurs; it could casily take on nole tssue as well.

Fureign exchange. The central bank's involvement in foreign ex-
change has given rise o real dangers and conflacts, which | will come hack
1. But with o monetary rule, if isn't necessary 1o have o forcign curroncy
operstion in & central bank o achiove price stability. To achieve domestic
price stability, whal is needed ia 10 stop printing NZ dollars. You don’t necd
o foreign exchange opertion W achieve that price s@bility.

Clearly, it "l neceisary 10 have a central bank in order 10 have these
functions performed, 18 8 central bank then necessary af all? Are there any
functions we do want it @0 perform? What functhons define a contral bank?
These are very open questions and thould be the subject for a lively dehate.

The Reserve Rank's Balance Sheet

As ot 31 March 1989, the overseas currency component of the Rescrve
Bank's balance sheet included SNZ 1.9 billion of labilites and SNZ2 billion
ol overscas pasets which are pun of our offic ial overseas reserves. Chversens
reserves wial about $4.0 billion, so the remainder of i was in the Public
Account. All of these reserves could, in principle, be in the Public Account

Mot [ssue amounted 10 §1.1 billion. Reserve Bank Bills outstanding
were 53,36 ballion, whach with the procoeds from nobe issue and reserves etc.
were invested in $3.3 billion of government paper. It°s odd that a ponfolio
of $1.3 ballion of Bank Bill Lishilities should be needed 1o meet the monetary
policy objective of just not printing too much money. What are the criteria
for reaching that amount” Why is it 51.3 and why not $2 million or not hall
& million™ Where is the socountability here? How does one know the extont
10y which thai number is really consistent with the price stability obpective”

The Governmeni Deposit side comes from that very imporani lunction
of being the bankers’ hanker. This function causes enormous difficulties in
ncoountability. Once you have a publicly-owned organisation with that
clearing function, you have an organissthon which has mken on isell the
responsibility of ensuring the banking system has enough liquidity for day-
to-day settlement purposes. This anmediately rudses the issue of the price &
which the Bank supplics liguidity if a liquidity shock oocurs. Thal canses
complex problems for inancial markets around the world that are wrying w
guess how the Reserve Bank is going 10 decide tomormow.

As Public Account shifts its business scuvity away from the Reserve
Bank, the focus will shift 1o the Bank s residual role as n bankens” bank. Bul
the Public Account does not have 10 bank with the Reacrve Bank,
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The balance sheet prescated in the Annoal Repon i aggregated scross
all functions, The Reserve Bank would be mare accountable if the balance
sheet were disaggregated by function. The Reserve Bank could perform the
[unction of managing owerssas labilitics and assets for the government, but
it coubd do 50 as an agency charging an agency fee and leave those assets and
liahilities in the Public Account. The Reserve Bank's halance sheet would
then be clheaner, and one could focus on how it was actually performang i s
main functions. The Note lssue with the balancing assets, which are
producing seigniomge income, belongs W the axpayer and arguably should
e taken entirely out of the balance sheet and profitand loss satement so that
we could focus more nurowly ob whal the Bank is actually achieving with
the resouErces i's uing.

Functions and Accountability

The Reserve Bank Bill currently before the parlament contasins a number of
ambiguitics and gives the Bank many functions, thereby making i difficult
o hold it accountable for it activites.

The mubtiplicity of funcions confuse sccountability. The prisdential
objoctive can lead a Reserve Bank w0 wani o lower imierost rles when some
of i1s constituert commercial banks are expenencing wme hgusdity pres-
sure; bt that could actually undermine the price sability objective. So there
ame rade-ofls involved in giving the one orgnnisation those two functions.
Other groups that could influence central banks and politicians are net
borrowens (c.g. mongage bormowers) who have 8 vested interest in lower
interes rales. Eaponens could do the same 10 the exient that there's & link
beiween inierest rates and the exchange rate. Employee capture is alwiys &
problem, particulary because organizations like o whe on more and more

The problem of accountability does pot stem from the [ that markets
{adl: they always do. in erms of the namow neo-c lassical clearing model. We
won't have perfect oulcomes whether o nol we have a central bank. But, on
the other hand, s central bank brings with il particular risks, s New Zealand s
inflationary expenionce iestifiea The Reserve Bank Bill represents & very
mmim#ﬁmﬂﬁnﬂmhwW

. However, leaving responsihility for the exchange rute with
a central bank is & vory major Maw in the draft Bill and leaves us very
vulnerble W a confusion of objectives.
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Panel Discussion: Sydney

Giraeme Wells: | would like 10 comment on two issues mised by the main
speakers, both of which relaie 10 New Zealand  The first concemns the
proposed changes 1 the Act under which the Reserve Bank of New Zealand
operses, while the socond concerns the proposal for & carrency union
betwoen Australia and New Zealand, an idea rised recently by the New
Zealand Prime Minister and today by Dr Jones.

Professor While has raised doubts about whether an independent centrl
bank is feasible or desirable. 1t is in this contest that sorhe commentatons have
argued that proposed changes 1o the Act governing the Reserve Bank of New
Zealand are of significance for Australia. In fact, the Reserve Bank Bill thae
has recently been the subject of select commitise hesrings in New Zealand
sugpeas that the independence of the Bank is 1o be much more limied than
in commonly supposed,

Several reasons can be suggesied for this. The tax revenue provided by
selgniorge will still accrue w the public sccount, and the issue of privae
monkes s, a5 ot present, prohibited.  So the incentives for govemment
intervenon remain. The mesns of intervention are also explicitly provided
hhhhﬂ.ﬂuﬂhlr.muu-r“ﬂhlﬂhuﬂhﬂﬂh
in the general price level. The process by which this is 1o be achicved is 1o
be published and laid before paslinment. Presumably this will include an
operational definition of both price sability and policy instruments. The
Management may, & the discretion of the government, be dismissed if these
ohjectives are nol met.

However, the Bill proposes that the govemment may, through an order
ﬂhhmﬁutnmﬂ.ﬁmhlﬁuhtﬂnﬁ“ﬂh
for any specified objective (including fixing the exchange rate) for a period
of six mowmha, after which the instructson may be renewed. Al the discretion
of the minister, the Rank can also be direcied 1o hold s specific level of foreign
exchange reserves, Ad ispresently the case, the Bank will act as lender of last
rewort, and exercise prudential supervision of the portfolios of registened
banks. Since registered banks munl pay a licence fee 1o the Bank, the
proposed arangements amount 0 un implicid deposit insurance scheme.
These and other features of the bill provide for greater transparency in the
Bank s relationship with the wider public.
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The Rill does not, however, provide for genuine independence. Exocu-
tive power is highly centralised in New Zealand. There is one house of
parligment and no writien constitution apart from the Treaty of Wailangi,
which kas not yet been imerproted as applicable 1w cemtral banking. This
contraliscd power has recently been used equally eflectively by the Muldoon
and the Lange governmenis o impose quickly their (markedly dastinct)
agendas. There is thus no reason 10 believe that the independence of the Bank
a3 provided for in any Act of parliament could be credible in the absence of
a history of bipartizan commitment to zero inflation.

1t novw 1o the proposal for 8 New Zealand- Australum curtenc y union.
Under fixed exchange mites, the domestic inflation rakcs in small countrics
vhimately converge on the foreign inflation rate. A currency union may
promoie price stability if it implies a fived exchange rile against a large
sconomy with & commitment 1o low inflation. This is the role played by West
Germany in the European Monetary Sysiom (EMS). Floating cachange
rabes, on the other hand, wend wo insulsie the domestic aconom y from extemal
real disturbances such es changes in the terms of trade. In this contexl, the
s of trade fior intre-Ewropean wade are quite stable, and extemal shocks
impiegge on the countries in the EMS 10 much the same extent. Under these
circumstances, a (loating “Ewropean’ rate agninst the rest of the warld
reduces the effect of these eatermal real shocks on Earopean real outpet.

Three points can be made about the idea of a currency union with New
Zealand. First, it is not st all clear which of the two countries woukl provide
the low-inflation discipline analogous 1o Germany's role in the EMS,
Neither hisiory nor (as Professor While emphasisea) constitutional ammange-
ments allow us 1©o have moch confidence in a fulue commitment W low
inflaton. Second, rans-Teseman trade fows ore quils small relagive o mtra-
European trade MNows, Australian merchandise expons w, and impons from,
Now Zealand comprise less than § per cent of he respective wtalt. Australia
bulks larger in New Zealand's wrade ows (approximately 20 per cem), but
even here trude Mows are small comparead 1o those in Europe.

Finally, the two countries do not [ace common external shocks. The
terms of rade vanability facing Australia and MNew Zonland is very much
larger than it is for Evropean countries, &0 that & flosting exchange mic
regime is appropriste. Surprisingly, given the usual characterization of the
w0 countries &s commaxdity exponiers, ierms of trade changes are not highly
correlated. This is evident from the Figure below, which plots trends in the
two countries” terms of trade.

To summanise; & currency union berween Ausiralia and New Zealand
has litile 1o commend i1



L L]
Bes=T8 Bes=TT Beu-T0 Sea-8i Bue-80 Bea-il Bev-8F Bea=i¥

— Australis e, Now Zadand

H. M. Boot: | have confined vy comments &0 Professor White's paper. |
have rwo comments 1o make,

The first is brief. The cssence of Professor White's paper, as the title
indicaies, is the desire 10 depoliticise the money supply and thereby to
remove ane of the major destabilising elements in carrent aconomic activity.
Whilst I think that he is entirely comect both in his analysis of the causes of
that instability and in his prescription — the introduction of free banking —
| find it difficult 1 believe that the supply of money could be depoliticised.
Professor White's free banking proposal comes closest 10 achieving a
depoliticised money supply. The power o tas and 1o influence economic and
polincal events, which is confermed on governments by control of the moncy
supply, is %0 cormupting an influcnce, however, that neither the curment nor
amy future government would, [ think, be willing to relinguish i,

My second point backs up Prodessor White's sceptacism shout orthodon
monctarism by attacking it from the stndpoint of historical experience. As
Profexsor White points out. a proposal commonly made by orthodox mane-
Lartits critical of modern central bank behaviour is that the contral sutharsty s
power wo create base money should be confined 1o the robor-like administra-
ﬁmdlmﬂdhrmﬁndmimnh Usaally, the central mle
in that the money supply should be restrained 1o 8 zero rute of growth, or in
amare liberal version. 1o a bong-nuen rmze of growth equal 1o the long-run rate
of growth of the economy. Whiie wdentifics different criteria required o
achieve such robot-like behaviour. Summarised hricfly, these are that
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»  They should be tamper-prool. That is, the potentisl for degenera-
o of the legislative barriers against discretionary behaviour by the
monetary authorily (what White calls the “thin-edge’ problem )
ghould e minimised.

«  They should be supported vy mn esablished mechanism o prevent
deparwres from logislated rules.

»  Informabon sbou therr adminiaration should be readily and cheaply
availahle

«  They should be plain and strnightforward enough o muke viola-
Lhofes franepRorent.

«  There should be g public consensus that the nules thould never be
violsted.

White concludes that @ zeno money growth rule stands a better chance
of meeting these criteria than any other monetary rule. ifonly becaase it does
nok reguire the governmend o perform any positive task. Neventheless, and
quite rightly, be rejects the use of such s rule because it would be oo open
1o bureauerntic abuse. But lest wo still hanker after a zero money growth rule
1t is weell b remember that the British Rank Actof 1844 mtroduced such a rule
in & way that conformed markedly closely 10 all the criteria Profiessor White
has limed, mnd that it was the principal legislative control on British money
creation for 100 years.

Let me remind you of the salient [eatures of that Act.

It was & short Act of onty 26 clomses. 11 strictly mited the note-isuing
powers of the Bank of England and of existing private issuing banks. The
Bank of England wus limited w0 & fdoctary issue of 14 million pounds
seriing, and other banks 10 the sum each had iasued early in 1844, Any
additional notes isseed either by the Bank of England orby a privaie hank had
whe fully backed by gold. The penalties for exceeding the allotted note e
were severe. The Bank of England's power o incrense its fiduciary issue
extended only w retssuing two-thirds of the valoe of any pote iksue surren-
dered by an existing bank; the profits earmed from exicnding ity ksae,
however, were forfeil w the Crown.

To prevent the Bank from using iis other banking activites to influence
the monetary base, the Bank was divided inio two depanments. One was
wilely concerned with issuing notes in exchange for bullion: the other
conducted all other affairs of the Bank. In these ways, it was believed, the
mote issue would Ductuste with robot-| ke responses o changes in the bullion
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wock in the Bank of England. Since changes in the bullion siock were
themselves a product of changes i the staie of the foreign exchanges,
variations i the British note issue would be determined by the foreign
exchange position of the British economy. The Act alio required weekly
publication of the Bank of England’s accounts. lis passage through partia-
ment received all-party support. Indeed, as one observer commented, its
passage wok on all the characteristics of an ovation. In shory, the Bank Act
of 18448 created 8 fined note insse that was o once wmple, checkable,
mechenical, apolitical, — and o failure.

It may be said 1o have failed on three important sccounts, snd 10 have
dome positive harm on i keast one other.

+  Nfailed utterly, as several historians have documened, (o schieve s
primary objective of removing monetary varistion ns & cause of
trade-cyole Mactuntions.

= Om three occasions when the constraines of the Act operated actively
10 restrict the Bank"s power 1o issue nows, it was mspended and the
Bank was lefi free 1o issue bank notes o any level i saw fit 1o, the
suspension subsequently being maified by porliament

*  lifailed W prevent extensive ase of discretionary powers by the Bank
of England. Indeed, the Bank became incremingly skilled in
inflluencing the supply of money and credit within the constraints of
the Act, 0 that its effective features simply (aded into the back-
proumel. Al best, it may be said, the Act constrained government
pouesr W use money creation as 8 form of unation and that overall,
prce vanations, sl least op w 1914, were remarkably small. At least
us important 10 achieving thess ends, however, was the greater
dotermination of parlisment 10 rearin government expenditure than
o find ways of incressing government revenue.

Perhaps the Act's most Lusting efTect was the harm it did in bringing 1o
an end the free banking system that had existed in Scotland for 100 years. By
prohibiting new banks from ssuing notes, the Act raised an effective entry
barrier inw the Scotlish system allowing bankers there 1o ackieve something
that had eluded them for 100 years: the apportunity to fom a closely-kait
canel in which price competition was kept 1o minimum. The rescl was that
Scots began 1o pay maore for bank services, banking costs were less restrained
and bank profits rose sharply. On the other hand, there s no evidence tha
the Act of 1544 introduced greater stability 10 the banking syuem or into the
economy either in Scotdand or in Brimin as o whole.
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It follows from what | have sabd dat, lie Professor While, 1 do not
heliove that & mero money growdh rube, even if it were achieved, would resolve
the problem of depoliticising money. Both theory and hisworical experience
tell us s

fan Harper: In the | Sth contury Austrulia had what passod for a reasomable
approximation of froe banking. In 1910, the note issucs of the privade banks
were wihdrrwn and replaced by & national issue wader the auspices of the
Commonwealth Treasury and, lier, the Commanwealth Bank of Australia
Since tmt time, we have had 8 single public note issue. The privaie banks
wese unconcerned &l the nationalisation of their node issues, since they had
developed in the lue 19th century o very close substitute for currency notes,
namecly, cheques. The banks made litle profit from their nose issues and. in
any case, expected currency noles eventually w b replaced by an accounting
system of exchange — a system of debits and credits — operated by cheques.

In my opinkon, evolution towards such & sysiem was retanded for about
SO0 i) years by the central bank "s monopolisation of the currenc y issue, and
by the imposition of regulations on banks that prevented them [rom deve lop-
ing substitutes for currency notes. In particular, there were rules preventing
the private banks from paying more interest on current account balances than
the government paid on its currency (e, zero). Other rules prevented them
from expanding their portfolios at a rue faster than the central bank thought

The situstion has now changed completely. New technical develop-
ments have enabled the banks 1o begin 1o crepte substitutes for central bank
liahilities, and, in particular, for central bank currency issue. [ refer here 1o
electronic funds transfes (EFT) and debit cards, The chegue clesning system
has s modern-day equivalent in the form of debit cards that electronically
credit and debit accounts beld with private banks. These accounts are the
equivalent of private carrency. The ceniral bank is actively encouraging the
private hanks to extend the range of their lisbilities that are accessible throagh
the accounting system of exchange. 1l should soon be possible, if it isn'l
already, o ranafer throughoui the EFT syntem liakalities desominated in
lofeign currencies

The point of these llustrations i this. Moch of the dehase sbhout free
banling, st keast 4 it relsies o competitive nole issue, is passd. 1L is irrelevan
because the technology of hand-held currency notes is rapidly being replaced
by EFT. The developevent of the EFT substitute is ushering in an era of [ree
tanking. The private banks, with the sssistance of the central bank, arc
developeng substitutes for te payment function of the contral bank.  Ulp-
maiely, they will develop substitutes for its other functions as well.

Joseph Schumpeler’s principle of "crestive destrocion” is working i
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way through the finsncial system, as il is elsewhere in markst coonomics, All
monopolies are altimately subject o ihe foroes of subssitution. The monop-
oly of the Reserve Bank and of other central banks is being creatively
destroyed by privale secior substiniges

Jeffrey Carmichael: 1'd like 10 focus mainly on Dr Jones's paper. To
parsphrase the central pan of his paper: In 1985-85 te Resorve Hank
tightened monetary palicy to stop the exchange rate from falling. That
cuacerhated the current account deficit. In 1985-57 they lnosened monetary
policy 10 stop the exchange rate rung that 100 exacerbated the curmend
account deficit. In 1988-K9 they again ughtened monetiry policy 10 stop the
exchange rate (alling, and again that exacerbated the curreat account deficit
Sothey gotit wrong throe times. Inerestingly, the carrent sccount i claimed
nmmmwmﬁﬂ-nﬂhuumrmr-lw
there is an consisiency here.

There are two problems with Dr Jones's interprettion. First, he uses o
delinition of monctary policy that doesn't match anything discussed in the
Reserve Bank. In particular, the Reserve Bank docs not ook al chunges in
the base money w make judgments about how monetary policy is behaving
('l come back w thai in 8 moment). Second, the exchange rate has not boen
the overriding wrged that D Jones seems to think it has, The Reserve Rank
docs transact i the forcign exchange market, and has done o since early
1985, Transactions take place for the Bank's own account and clients, For
example, iant financial year the RBA bought $5.5 billion in the foreign
exchange market. But i also sold the same amount o the government, its
client. Didthe Reserve Bank intervene of nor? We cannot iell just by looking
st its foreign exchange transactions. Dr Fones is quite o ght o say thatl we have
w lock not only sl oansacuons but Also sl monetary policy isell  However,
he scoms to identily monetary policy since 1983 as having been direcied
primarily owards the exchange rie, In fact, the exchange rase does not
dominate monetary policy: only in a few cases (as in 1986) has the exchange
rate been the overriding concern.

Nof, for thai matier, does the curmont account dominats monetary policy.
This year's annual repon of the Reserve Bunk clearly states that “The current
sccount halance is not the primary objective of monetary policy. In fact, in
the short run the effect muy be perverse if incremses in interest rates produce
an appreciation of the exchange raie’ (p.7). Monetary policy 15 not the most
efflicient weapon for dealing with a current account imbalance, since its
iMpESCT On iMPOFts Yin iNberest rages is offse1 to some extent by the raction
of the exchange rue 1o monetary policy. In the short term, monetary policy
can neverthe hess be used (and has been used) 1o influence demand while other
policies (e.g. Mscal and structural) wre put inio place.
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Coming back mow 10 base monoy, there is & précccupation n the
scademic literature with base money. Base money consists of cumrency and
deposits that the banking sysiem holds with the central bank (SRD deposits).
(Incidentally, if central hanks cannot be relied on 10 act efficiently without
appropriate incentives, why is it that the Reserve Bank has heen reducing the
SR component of base money so drestically?) Base money is 8 shrinking
component of the kkal money supply; as lan Harper sud, there are iubati-
tutes, Further, the demand for base money determines i supply. Nobody
controls the amount of base money,

As for the hroader concepts of money, the REA used to be able o
influeace the amount in circulation because of regulations holding down
interest rates.  But now that has changed. Mowadays, hanks determine
inserest rates. The central bank works through the price of cash 1o ory 1o
inflencs interest rudes throughonul the whole system. One thing the RBA hm
learned over the last decade i3 that in a deregulated system the linkages in the
system botween money and economic activity are very differont; and the old
udca that all you had 10 do was w0 control base moncy no longer applies.

To sum up, if base moncy b completely demand-determined, and i
there are & bot of substituses for i, then we e already geiting very closs W
u de fncio free banking system,

Tom Valentine: There is very litle regulation left in the financial sysiem.
Omly two problems concemn me. One is the very unfair ceiling on housing
koans, which for political reasons can't be dispensed with. The second i the
absence of independence in the Reserve Bank, which has recently been taken
owver by the Treasury without any comment from the financisl secior,

The Reserve Bank still lacks accountability. There is no arca in which
the officials of the Reserve Bank can be asked 1w ¢xplain their actions even
retrospectively.  'We should have an armangement whereby our elected
representalives can o least question the senior members of the Bank.

i puzzies me why free marked coonomists ane 5o obsewed by the money
supply and its growth. This is an arca where they criticise the use of prices
] wand to use quantities o control the economy, This puts them in the same
camp as the Labor Left. | can soe no objection to influcacing the economy
by means of interest rases rather than the supply of money. Atatime of severs
structrl change in the financial sector, there are good 1echnical reasons for
using an imterest mae Garged, and here the Rescrve Bank has made 3 sound
choicz.

In fact, since the dollar was Moated in 1983, the Bank has performed
betier than sy other official body in implementing monewary policy . | agnee
with Prodessor Carmichacl that the Bank has niot us a rule been targeting the
exchange raie. The trouble is that the Bank bs expecoed (o deal wiih so many
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of owr economic problems with its one instrument. We don't save enough,
knvest enough, or work hand enough; but monetary policy can'i solve those
problems. The best way (o wtan tackling them would be through wx policy.
Labour market regulation and restrictive work proclioes e major causes of
our probiems, and the Reserve Bank can hardly be expectod w0 offset thesr
effects.

My view is that in & froe enterprisc cconomy the onas of proofl has o be
on the regulator, not the derogulmor. Cun the Resorve Bank justify is
existence? Many of m are disillusioned, for cxample, by what central banks
have dane in the ares of prudential control recently, panicularly in the RIS
capital adequacy controls.

I"'m not happy with two points mised by Professor White. First, it"s not
clear w me that it has been proved that the note-issue facility s not & natural
monopoly. | suspect that the electronic system that Professor Harper thinks
will replace it is o nasursl monopoly, which could give rise 10 some soctal
problems in implementing a free hanking sysiem. Sccond, 8 lcensing sysiem
Is supposed 10 obtain &n economy in the distribution of information. | don't
know whether this question has been examined in the cantest of free banking.
but | would like 1 hewr Professor White's commenta.
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Lawrence Whirte

| disagree with really very little of what's been said. However, | do disagree
with some of the remarks made by Professor Valentine, | reject his suggestion
that we should think of the interest rute as the price of money. Surcly yoo
wouldn't call the imterest rate st which you borrow grain the price of grain®
The only sensible meaning | can attach 1 the hdea of the price of money is
the purchasing power of money, The interest rate, on the other hand, is the
price of crodic s the price of a loan, and has 8 tme dimension. That the
inerest rule is not the measure of the tghtness of monctary policy is clear
when you consider the high inflation countries. Argentina, for example, has
interest rates of over 200 per cent; but obviousty that's not because monetary
policy s tight

1 also dispote Professor Valentine's fears that the issue of hanknotes is
a natursl monopoly. In every case | know of where o central bank has
monopolised the supply of currency ., it has done so through kegislation. With
regand to electronic funds transler, there is clenrly nod o natural monopoly in
providing electronically wansferable deposits, any more than in providing
deposits transferable by paper cheque. There probably are significant
cconomics of scale in operating an electronic clearing sysiem, although, s
far mex | lonrw, mll the studies of this questhon have found that having a single
centralised clearing system in a large nation goes beyond the optimal scale.
In any case, the users of clearing services — the hanks — will not he caplodied
by their own clearing hoase.

Finally, the question of licensing, The benefits of specialising in
information-gathering, of economies of scale in informanon distribation,
may well lead the consumens of bank services o wanl the sdvice ol experts
regarding the soundness of banks:; so there cenainly may be o valid role for
the conification of banks. But Loensing is differemt From cemification,
because il compels banks 10 operate acconling 1o regulations lasd doen by
govornments, and absoluiely bars banks that would operate differently.
Financial services should be allowed 1 be provided in whate ver way people
wani, 80 long s fraud and theli e ruled oul
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Certification, unlike Licensing, is not a barrier w entry, nor does it have
1 be provided by government. In fact, the first independent bank auditon
who were ever sond @0 ook imin banks' books were employed not by
government but by private clearing houses. These clearing houses were
associatons of commercial banks, each of whose members wamied 10 ensure
that fellow members were on a sound financial footing. A competitive and
privite monetary systom can be expected 1o engage i an sppropriake degree
of seli-policing.



Response

Chris Jones

1 would like to confing my response o Professor Carmichae]’s comments.

Professor Cormichael has clarified a problem that I've felt strongly
aboul for some time, which is that we frequently don't know what the Reserve
Hank isdoing. My view is that the Bank shoold be made more acommiable.
As | suggest in my paper, it shoubd publish it board papers, even il only afler
an interval (as in the US). 1t could also hold hearings st which individuals are
invited to present their views on major pending changes. Ahove all, there i
a need for the Bank o communicate what's going on.

Cin exchange rate intorvention: when the dollar i depreciating and the
money supply is following it, it"s difficult not o conclude that the Bark is
intervening, whether directly or indirectly.

As for my commenis whout the links between the exchange mite, money
supply, and the current sccount deficit, my point is that, in the absence of any
monetary effects, the exchange rate would have apprecisted and had the
desired effects on the carent account for that period and on the level of
bormowing that was soaght: but, because the money supply expandad in that
period, demand increased and spilled over into the carrent sccount.  This
seemi 1o be what has coused the present high interest mte policy.

ey the issue of whether we should look b base or broad money, it"s hard
o deny, first, tht the inflation rate is essentially a monctary phenomenon,
s second, that the evidence reveals 5 strong link between changes in the
money supply (whether broad or base) and changes in the consumer price
index. O that hasis | would argue that the Bank has turmed a blind eye to the
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Arthar Grimes"; | will confine my comments 1o the sibjocts raised in
Professor White's paper,

Al the start of his paper Profissor White sets ot three reasons as 1o why
the supply of money may be subject 1o undesirable political influence. The
first of these is thal money -printing (" seigniorage’) i a sowrce of revenuoe for
governments. But o govemment doet not have 1o have a central bank in onder
o benefil Irom seignsorage. In the past, one soarce of scigniorage for New
Zesland povernments was the imposition of ratios on privaze banks which
forced them 1o hold govemment paper with o below-market interest rate.
This is exsentially a tax on the hanks. Such a form of seigniomge has been
wsed not oaly in New Zealand; 1 anderstand thai in some southern Eropean
coundries it"s & far more imporant source of seigniomge th money
creation. 5o even under completely free banking system, with no contral
benk, the government could sl rise significant funds through seigniomge:

The second undesirable facior cited by Professor While s that there
0o mechunizm 1o conpe | bureancrats (o pursee the public inerest rather than
their own interests, where the two conflict. | do not think thal this is &
pervasive problem. An cxamination of the historical record, and especially
of the inflationary tendencies of recent decades, may saggest thal central
banks have not acied in the public interest because their sctions have been
such a3 o allow the price level (o rise comtinuously, However, the real
problem in that most central banks, including the Reserve Bank of New
Zeadand, have been given a nember of of ten mutually exclusive objectives 1o
achicve. It has not been clear, either o the Reserve Bank of 1o the public,
which objectve has boen given primacy in the past in New Zealand: [ readily
admit that monctary policy has done s bad job of controlling inflation, with
prices nsing sieadily from 1934, the yoar the centra) bank was established.
Bt the real probiem that has allowed this owtcome 10 occur ia that the Reserve
Bank, given its conflicting objectives, has generally been dirocted by
Frvemment 0 rget monetary policy at achioving short-run real secior
abjectives rather than maintaining an environment of price stability. [am not

*  The views expressed in this comment ars my own and i no way purpornt &
repevaeni the views of my employer, the Reserve Bank of New Zealand,
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sware of any occasion where povernment has diracied the Bank i achieve
price stability, and where the Bank has undermined this direction. In
practice, therefore, it s mot conflict of interests that has been the problem, but
rather il ls the conflicting ohjectives contained in previous Reserve Bank
legmlation that has undermincd o stable Ron-inflationary monewry policy.

The Reserve Bank of New Zealand Bill, which is curmently before
Paslisment, s intended 1o remove this source of conflict by stipulsting only
the one objective of monetary policy: “achieving and maintaining saability
in the general level of prices’. Given a sole, clear objective such ax this, |
agree with Professor White i s then importund that incentives are devised in
order w make sure that buresucrats follow the public imerest.  Unlike
Professar White, | beliewe this can be achieved. If the public interest is
equated with price sshility, then one can set up the incentives w achicve that
obpective, just s one can design incentives for the manager of a firm o pursue
the sharcholders” inerests. For instance, the idea of relating central bankers”
romuneration mversoly 1o the price level could be a potent incentive.

Profcssor White's thind undestrable political facior is that monotary
policy has been and will be used 10 enhance the govemment's prospects of
re-ghection, This has been very true in New Zealand But 1 don't think it is
inevitsble with an independent central bank, as the Reserve Bank of New
Zealand Bill has been designed so as 1o limit political imerference in this
manner. In fusture, sny such political manipulation will have 1o be preceded
by the public passage of an Order- in-Council which explicitly overrides the
ﬂﬂq%nmﬂwmﬂu“ﬂ
monciary policy by governments.

| wonald mow like 1o comment on the idea of a monewary rule. A monetary
rule docs give certaindy, but only aboul the money fupply. No one s
interestod bn control of the money supply as an end jn itsclf, but only as s
potential means o achieve the objective of price sability,

A monetary rule and price stability are quite different. Ther is a
growing theoretical liersare showing why monewry rules may not be
oyimad, since they sre vulnerable 10 shocks both w the money demand
Tuncion and w any of the vamabies included in the money deomand funcion.
If the US authorities, for example, had been following o stable monetary
growth rule over the last five years, they would have had greast problems,
since the post- war trend increase in velocity has reversod sharply over this
period. A simple monetary rule as proposed by Friedman could not have
survived thes experience. It i, of cowerse, possible that some more compli-
cated monetary role, such as that proposed by Bennen McCallum, wouald
have performed better. But & complicaled monetary rule is not te kind of
thing that can be enshrined in legislation. So [ prefer the situathon where the
governmend syt 1o the Reserve Bank: “Price atability is the objective, you
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implement monetary policy o achieve it, and you will be held accountable
for the inflation oulcomes’.

I have problems with some of the notions of free banking raised by
Professor White, although there are also aspects of thess ideas in which | find
mach o commend. One of the problems i3 that government is going w0 have
o specify the kind of money that it will sceept by way of mxes. Tha means
government will inevitshly exercise some regulation over the monetary
wystems. [ am abso net optimistic that all banks' notes would be rustworthy
under o completely froe banking regime, any more than bank deposits are
trustworthy under either 8 free or a regulated banking sysem.

There is also the problem of ume inconsistency. The litersture on this
subject says that it is difficuls for 3 central bank or a govemnment 1o commit
iself 1o follow a non-inflstionsry policy. 1i can tell evervone that it won'|
allow inflation, but if it is pursuing conflicting objectives, soch as price
stahility and economic growth, thes i has an incentive 1o rencge on ks
commitment and w use inflation @ promow shor-term growth.

The resction ko this in New Zealand, through the Reserve Bank Bill, has
been 1 separate the objectives and o give the central bank ihe single
objective of price stability. Free banking, in contrast, may not solve the
probilem. A private bank faces the same conllict as does 8 governmensi {with
both output and inflation ohjectives) between a long-term desire to maintain
asound carrency, in arder 1o mncrease e demand for ks currency, and a shon-
\erm desire o inflate the currency i order o increase short-term profis. The
bank has the incentive o announce ‘| am ot going 0 inflate’ in order w
enhance the shor-term demand for its currency, but havisg snnounced this
may well inflate and so increase iis profits. In cach sebsequent period, unless
it can credibly bind itselfl not w inflase, it has the incentive to act in the same
manner. [ all banks have the same incentive, then mnflation may become a
self-lulfilling prophecy. Since there is nothing to tie down the entire gy stoem,
all banks might inflate a1 the same time. That iscertainly the case where there
is no commaodity smnderd, though it miy also be the case even where there
inane. A maore dependable solition 1w the tme inconsisicecy problem, then,
i85 1y have o central hank implementing monetary policy towards the achicve-
ment of the single objective of mainmining price sability, so avoiding the
intentemporal conflicts which have given rise W the time inconsiziency
prodilem,

However, | agree with Professor White that for the purpose of sccounts-
hility s central bank should not exjoy & statmory mosopaly over cunency
supply. Il may well be the case that if a central hank operates & non-
infllatsonary monetary policy, then it will obiain o natural monopoly over
curmency since the information coss 10 the public reganding the quality of its
currency are likely o be less than the information costs associated with the
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quality of competing privete currency supplies. 1 this is the problem, then
central bank provision of curmmeacy is a welfarc-enhanc ing instiution through
its redection of information costs. However, the presence of potential com-
petition from private supplecn, particulary i they coakd find some credible
mechanism o precommit nod o inflate their own currency supply, could belp
ensure that the central bank kept 1o its pon-infllationary strategy since the
public could shift out of holding central bank currency 1o holding privately-
suppliod curmency if the central hank had decided to inflate. Thus the optimal
monctary smangement may well be 0 maintan government provision of
currency through its central hank, but also w allow free banking in the form
of unmgulaed private currency supply, and to Jeave it to the marker
mechanism o determine which is the preferred source of cumrency.

Analyses which emphasise the likely emergence of a single curmency
which minimises information costs include: A. Alchian, “Why Money?',
Jowrnal of Money, Credit and Banking 9 (1977): 133-40; K. Brunner & A.
Melzer, "The Uses of Moncy: Money in the Theory of an Exchange
Economy”’, American Economic Review 61 (1971): 784-805; C. Goodhan,
Money, Information and Uncersaingy, Macmillan, London, 1975; and F.
Hahn, Money and Inflation, Basil Blackwell, Oxford, 1982

Girol Keracooghe: The fim point | wish i make @ thl we may nood a
central bank {in the form of an instiution thal holds a sock of ligoid assets,
or has the capahility w0 create liquidity, standing by the linancial sysicm on
precautionary grounds) even if we are willing o go all the way with Professor
White's proposal for the competitive privale provizion of moncy.

Prodessor White wrisex: *1f the exercise of official influence over money
was the purpose for whach ceneral banks were legisiaed inbo existence, then
compictely insulating them from politics would leave cenitral banks without
their reason for being” (p.4). This does not follow. Whasever the mitial canse
for the creation of central banks muy have boen, we may have discoverod
betser uses for these insttuthons over time, which have linke © do with their
original purpose. Indeed, [ believe this is whal actually happened.

T is nm bistorical fact that the T contrl hanks 0 Europe were founded
because of the Maancial advantages tho govermmenis believed tha they
could obtain from the suppon of such banks, whether a state bank (s in the
cmse of (he Prussian State Bank) or a private bank (e.g. the Bank of England),
ltis absoa factthat, prios w 1900, most sconomic analysis of the role of central
bunks concentrated on the issue of whether the note issue should be
centralised snd, if 50, how it should be controlled by the central bank.

Today the perception is very different. This has been well summansed
in the submission of the Federal Reserve in the US w0 the Bush Convmission
on financisl reform in 1983, Pan of the submission statex
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A basic conlinuing rosponsibility of any central bank — amd the
principal reason for the founding of the Federal Reserve — (s 1o
ensure siable and smoothly fusctioaing financial and payments
sysems. These are prerequisites for, and complementary ., the
central hank s responsibility for conducting monetary policy as it is
narrowly conceived. Indeed, conceptions of the appropriate focus for
‘mometary pobicy” have changed historically, variously (ocusng on
control of the moncy supply, “‘defending” & fised price of gold, or
mare passavely providing a flow of money snd credit responsive 1o
the noods of business. What hax not changed, and is not likely 1o
change, is the iden that 4 central bank must, (o the exient possible head

Focusing first on the question of money crestion, the logic of the
arjument presented in Professor White's paper (ot least imiplicitly) is as
follows:

*  high and varisble inflation is bad;

*  the fundamental cause of high and variable inflation is high and
variahle growth rates in the siock of money in cinculation;

= the level and varisbility in monetary growth rates are strongly and
positively correlatod with the degroe of political nfluence on the

MONEY-Creation process;

*  competitive private provision of money is the most efficient and
effective way of depoliticising the moncy creation process, thereby
mducing the growih rate and varishility of the mosey supply.

The heart of the matier, i seems o me, is not whether or not we hould
allow private hanks 0 iswe their own mondes, but whether or mot the
govemment (through an agent such os the centrad hank) should have control
over, of be able io influence, the stock of “hase money’ — which, in the
comext of Professor White's paper, is the stufT thay thess private monies are
convertible into on demand. So long as there is a demand Tor *base ¥
and the government exerc ives control over its supply, the potential for the son
of abuse thai Professor White ls concerned about is there, although (s | angue
below) allowing private hanks w compete with the governmeni in the
crestion of notes will reduce the incentive fof the governmeni io over-ypand
the volume of 18 owa Boles.

I fally agree with Professor Whitc's asessment that “The degree o
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which » governmeni sponsored central bunk in 8 democrucy can ever be
independent (rom the control of the legialative and exacutive branches of
pmhﬂmmwmmm-hm

such indopendence is desirabie 1 one on which there will never be agree-
menl | pomonally very much favour such indopendence, but that is o
reflection of my bisses rather than s belied hased on any propositson that [ sm
shlc o prove.

A closely related isswr is the desimbility or otherwise of discretionary
moncary management. I one believes tha there may be circumsianoes
where it is imporiant for sn nstitotion 1o have the capacity o conduct such
MACTOCCONOMAIC MmOnciary management, then one presumably necds a cen-
tral bank o perform this mle and s, in iscll, would be sufficient justifics-
iroan fior this exissence of a contral bank. Profcssor While clearty does nol soe
such a role for the contral bank.  Again | fully share his bisses on this issoe.
Having said all this, at the end of the day choices reganfing instituthonal
structures have 1o be made on the basis of cost-benelin analysis.

Professor White is not seeking to depoliticise the money creation
process for its own sake, but rather 1o achieve betier control over the growth
rade snd e volatility of the money supply. Thus three guestions arie:

= Wil the regime sugpesied by Professor White achiove this betier
Ui e present ohe — given il B prospective shoneomings?

» I so, a0 what cost?
» W not, why not? What are the main potential sources of (ailere?

The building blocks of Professor White's altemative regime are per-
fectly unumbiguous, He wants the government 1o remove isell completely
from the business of supplying moaey. His proposal does indeed represend
ihe “depoliticiaation of the money srpply in the most thorough conceivahie
form” {p.1 1) Afer ooilining his proposal, Profossor White goos on 1o wiile:
"Undess it could be shown (and [ do mot believe it can) that 8 free-market
mnetary sysiem somchow inherently fails to provide money with the gen-
erally desired features that o legislntively designed system clearty would
provede, competition amang private supplicrs should be ecognised s the
best means of meeting the preferences of money users’ (p.12). | personally
beliswve thit the ahos (& miher on the other foow: since the sdoption of the
proposed scheme would represent such & major change in the wiy we manage
the nation's monetary aflairs, the burden is on Professor White to allay the
concerns of those wha livien 10 his proposals with great sympathy.

What ane these concerms? My limited reading of the Hiermtore on the
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topic suggosts that they are the following:
*  the commaodity backing for the currency represents idle resources:

. hﬂnimndﬂhiumﬂmhnnﬁw-hh;rhﬂ
the base commodity relative 10 the other goods,

*  supply of money is & natwral monopoly;
*  maney s a public good;

. lumlﬁﬂmm..miquﬁureﬁth&uhﬂ;
issue has boen the srengih of mechanisms constrining banks, both
individually and collectively, from over-expandsng their note issue

My reading suggests that there ar unresol ved queszsions surmounding all
of these issues, particalarty the kst two. In both cases, it is the fundamental
struc ture that underlies all financial ingitutions — the problems of asymme -
Tic informmaion and UamsaCTon costs — thal undergun the concems shout free
hanking,

Moncy is indoed a social institution not fully comprebensible from the
point of view of a single individual, thus the lamb curry snalogy (p.12) i
Quite misleading. For the individual, money s just the most liquid of sssots.
For society, money is an instilution enabling efficient division of labour snd
multilaieral rade in 8 workd of asymimetric information and ransacton costs.
Thus one is naturally bed 1o think sboat monetary probiems in terms of
externalities,

Mmmﬂrﬂmmmw
mmummmm-mulmmmm
MMEE.

Nevertheles, | am willing 1 acoept Professor White's claim that none
ﬂﬁ:ﬂ:ﬁhﬂhlmﬁuhﬁqwﬂmnmm.luum
in other words., that s free hanking system, as envisaged by Profeisor Whise,
does generate betier congrol aver the growth rale and volatility of the monoy
supply.

How about the potential for financial system insshility and the impli-
cations thereol for the need of otherwise for a central hank? The link between
ﬂmuwﬁlhﬂﬂuhuhlﬂnﬂm
microcconomic) grounds, tere is a need for o central bank, it may not be
desirable 10 fully depoliticise the money-creation process along the lines
suggesied by Professor Whise, |t is most unfonunate that the debate around
um&uwhmmmﬁmmnw
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down on the question of whether or not a fully dercgulated financial sysiem
is inherently unstable. The inherent nstahility of the fimancial sysaem is nol
neceusary for the potential for fimancial systom instabality to cxist — although
it it sufficient An exogenous shack can very well destabilise the linancial

Any real shock that either leads o 8 senows loss of conflidence or 8 series
of business failures can initiste s crodit implogion as the hanking sy sem stans
calling s loans, reducing credit lines, and read justing its crateria fos lending.
This is ome verion of what happened following the sharemarke! crash in
1929, which evenmally led v the Grest Depression (although in that
particular instance the initial shock may well have been i linancial one ). Here
agiin mymmetric informathon is ot the heant of the problem.

It in generally recognised that the most effective way of averung a
finsncial crisis under these cicumstances 8 10 nject liquidity ino the
sysiem; this is where the “lender of last reson’ function of a central bank
becomes so critical. If one acknowledges the potential for such crises and
prunts the poust that an exogenous inecton of liquidity may be the mos
efficicnt means of averung them, then the guesiion boils down 1o how o
provide that liguadity efficiensly — thmough a government agency (i.e. the
central hank) holding stocks of Professor White's “standard basic mased” and
standing ready w0 provide i o the market or through the injection of
povernment money

Whatever the case may be, the point is that this establishes the need for
 central bank — without relying on cithor the inherend endency of a free
banking xystem m© overexpand the money supply o the inherent instability
of ihe financial system. Surely, once the potential for such crises is granted,
no muaner how small the probahility. one cannot alfond not (o tke precaution-
ary action. Having a central hank 10 meet such contingencies cormesponds 1o
burying isurance agxins catastrophes with small probahbilities of occur-
rence.

Even if the relative ef ficiency of providing liquidity 1o the market under
these corcumatances through the creation of central hank money is grantad,
Profemsor White may stll prefer the option of having the central hank
standing ready 1o provide liquidity by simply holding stocks of the “standard
hasic sssei” since, once you give the cotitral bank (ic. the government) the
paorwer 10 croade money, then there in always o tempiation on the part of the
govenment io abase thal power.

Should we decide w0 go down the path of allowing the central bark w0
create its own notes, however, then in the presence of competing privaie
monics there will nol be #n obvious natural demand for these notes. This
demand may, however, be anificially created by introducing some (rictions
(Le. imefficiencica) into the rystem. One such friction, probably the least
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diswortionary one, would be simply o reguire all payments (o the governmend
{c.g- tax paymentx) to be made with central bank money. Indesd, 10 call this
a “friction’ may be misleading. Under a fully deregulated financial system
|, asan individual, can choose to be paid inany currency | desire, by any odher
individual who owes me money. without this being considerad inefTicient
Sarcly the government, &3 3 corporaie entity, has the same right.

My conclusion in that we do indeed neod & contral hank wince we camno
deny the poiential for finencial system instability and the need for the
subilising role of the lender of last reson function under such chrcumstances.
The performance of this role by the central hank does not, however, require
that it has the power o create central bank notes. Whether or not giving the
central bank this power in desirahle depends on the assessment of relative
costs and henefits. | persnnally agree with Profeasor W hie that the potendial
for abuse. once you give the government the right 10 create money, is great
and that this consideration should be given a grent deal of weight on the cou
mide of the quatkon.

Finally, snd looking o it the other way, is there any merit in allowing
private banks o issue their own noles in a world where the central hank
CONLnues 1 issue nodes and mechanisms are in place 10 ensare that there i
ademand for them? In other words, s there any menit in basically preserving
the monetary §ysiem we have in New Zealand inday, aparn from removing the
begal tender provisions that now apply 10 povernment notes and coin, and
aliowing the hanks w isse their own poles; or indead 0 allow New Zoaland
citizens 1o use other foreign currencies, in addition 1o the MZ dollar, i setile
¢laims against themselvesT The answer is "yei" snd indeed this probably
represents the best of both worlds. Provided these are no restrictions on
convertibulity, there 18 & free market in each currency and cach agent within
the economy has the freedom w0 quole hivher prices in any one of the
competing currencies (i.c. has the freedom 1o choose hugher unit of account),
the system would constrain the government's incentive 10 overexpanid the
money supply. With exchange rates between currencies adjusting to reflect
relative excess supplies, the government can no longer wse inflation as a
hidden tax o shifi real resources from the public © isell. For identical
reasons, the system also reduces the incentive of privaie ssuers o over-
eapund their motes individually or collectively, In addinon, of course, we
have a mechanism in place o deal with potential financial instability (n an
efficient manner.

This compromise proposal should, | think, be given serious congiders-
tion. ‘We do not have 1o go all the way with Professor White s proposal i get
mow of the benefits he, righily | believe, sces in a froe banking regime.
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Meil Quigley: Most of the comments that 1 want o make s sbout the
general lewsons of (inancial history, and the eatent w0 which Professor
White's paper rests on those lessons. This is imporunt because Professor
White hus relied quite heavily on the recond of free banking in the 15th
century in providing kegitimisation for his idoas.

My interparetation of free banking would be rather dilferent from that of
Professar White, Looking first m mability: | would cenphasise (hat free
banking regimes tended 1o be notoriously unstable, that the extent of hank
Tadlures was very large, and thal we have instances of systemic failures of
banking systems under froc banking regimes. You only have 0 ook w0
Australia, to the problesns of New Zealand in the lnte 1880s and 1890, and
even Canada Most Amonican cconomists think thit the Canadian banking
aystem was (and is) exoemely stable. Bat while it was more stable than the
American sysiem, there were 8 good many Canadian bank failures during the
froe banking period (mnd this is despite the (act that there wone strict rescrve
requirements on the isswue of notes. )

Looking now af competition: what we find is that in countries like
Austrulia, New Zealand and Canada, the banking market was normally
charpcwensed by canels that iended w0 limil competition over 8 wide range of
different activities, In a free banking envimonment bankers established
canels in an anempd o sabilise the monetary sysiem becagie of the negative
exiernalitics assockaied with bank failuren. | pardcularty wiam 10 make the
point here that the cartels emerged withow! government regulstion.

As for convertibility under free banking, | have no special enthusiasn
fior m retum b0 0 gobd or & general commeodty based sandard. There were very
many problems with Muctustions of the price of gold couwsed by discoveries
and by o variety of other factors. If there were more than one commaodity
serving as a base, there would be problems with relative price changes
between the dil ferent commoditied. 1n sddition, muny of the examplies of froe
banking sysems thol are ofien cited were extremely reliani on foreign
exchange for the stability of thels domestic monetary systems. For example.
New Zealand and Australia had a sierling exchange system; the Swiss banks
a franc exchange sysiem; the Canadian banks relied on the Mew York money
market. Those banking sysiems relied 10 o very large extent on other
countries’ money markets even though nocentral bank caisied in dhose times.

O the origins of reserve banks, 1 think that i§ is wrong o assen gt
central banks emergod &0 that governments could control the money supply
and particularly so that they could inflate it Govermments could control the
money supply without a contral bank. And where central banks emerged in
Mew Zealand, Ausiralis, and Canade, the emphasis af the lime iended 10 be
on ihe pursuit of aability. The history of banking can be characierised as
being about both the politicians and the bankers themnselves grappling with
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the problems of insmbility and the externalities associsted with that instabil-
iry. In these countries central hanks were the oulcome of 2 process that began
with the regulations which cetablished reserves for the issee of notes, and
subsequently saw the establishment of formal cleaning houses. This wm
followed by the emergence of formal carels in the private sector and laicr
the emergence of ceniral banks. In fact the central banks emerged o some
Quite significant extent 1o mondwor and regulate the activitios of the private
sccior cancls.,

Central banks emerged as pan of the evolutionary process of the
development of monetary and banking sysems and in response b the
insaahility of froe banking regimes. | would not like 1o see us throw out the
positive aspects of the evolutionary procoss.  And | think, despite all the
problems associaied with operaling them, central hanks are one of the
positive pspects of that proces

Jan Whitwell: Professor White argues that “The case for 8 competitive
currency system is akun o the case fog competitive market provision of lamb
curry” (p.12). Now the notion that the markets for currency and for curry
could have very similar bebavioural charscienaics in an unconstrained en-
vironment has for me, &5 & ieacher of monetary economict, some superficial
attractions. Instead of my having w0 spend hours trying 1o initiate sndents
into the mysierics of how complicated modern monetary systems work, |
could rely on an implicis knowledge from their study of how & competitive
market for curmy opemies in their microoconomics courses. The ssbstitution
of the word ‘curency” for “curry’ would then very simply cxpediie their
understanding of how a modern financial system works. But as soon 83 one
starts (o think through the implications of this, one realises (hat the snalogy
is dangerous and must ultimately break down.

Consider the following conceplual experiment. Suppose a small npen
economy is subjeciod w an externally -sourced inflationary thock, that i, one
which is generated guite independently of the money supply process, and
suppose further thal it is a shock which is then promulgated (airty uniformiy
throughout the econdmy so thal all prices rise at approx imaiely Uhe same raie.
MNow a curry house isn't really going 1o experience any significant increase
in the demand for its product: with 8 undform ncrease in prices there are no
substitution effects. A free banking sysiem, on the other hand, will experi-
ence a significant increase in the demand for its product, for the imple reason
that its claims are denominated in nominal erma. An increase in the demand
for maney i a free marke! system will drive o the price of money (inserest
raies ), and since, 10 quote Professor White again, *Businessmen ., are nicely
led by the price system and the profit maodive 1o serve the ends of consamers.'
{p-4), banks will respond o the price rise by increasing (the money ) sipply.
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Now it seems w0 me that in a free bonking system, thore's smply no
mechanism (sl least, no mechanism is specified in Professor White"s paper)
that will actually provent hanks from pyramiding thesr ¢ laims on the stock of
the commaodity sandard. Would some sort of ratio requirement have 1o be
imposed?  And indeed, who would acwally control the supply of the
commodity sandard? A central bank?

The whale notion of free banking rests on the fairy stories that we are all
brought up on about how the modern monetary supply process works.
Contrary 10 exthook sones, the money stock 18 not suppl y-driven. In an
unregulnied fmancial system il is cescntially demand-dnven. 50, in my
opinion, Professor While's concoms aboul the over-issue of base money by
u central bank are ill-founded, especially in a New Zealand coniext. For the
Reserve Bank of New Zealand does not atiempt 10 control the stock of hase
(outside) money., In New Zoaland bage money i3 domand-detcrmined and
therefiore endogencus. This is an implicit recognition of the fact thal. ina
demand-driven sysiem, an incresse m hase money is neither 8 necessary nor
& sulficient condition {or sn increase in the money stock. An incresse in the
stock of base money increases the money supply, thereby driving down the
price of money (interest rates). But an increase in the money supply does not
nocesmrily increase the actual money stock in 8 demand-driven system
unled the demand for money b tignificanily interest-sensitive. OF coure,
an increase in hoe money may well sdd wexiung nflationary pressures bot
nol through the simple quantity theory channels thal Professor White
envimges. I lower interest raies effect an exchange mie deprociation the
consoquently higher impont prices will add W domestic inflationary pres-
warcs, thereby increasing the demand-driven money siock. The encrease in
the money stock would thus be the cause, nod the result, of the increase in
prices.

As mnother concepiual experiment, lot me take Professor White's thesis
one siep further, If we are going 1o abolish the contral bank, why have banks
st all? lnscompleizly free marked sysicm, why don " borrowers and lenders
just rmenci dimectly with one another in the market place? The problem 15,
of couwrse, an iInformational one. There arc informationsl asymmeines in
crodin markets, That's why hanks prefer o exiend koans on o fiasd nomanal
value bacie. And, therefore, it's less risky for them 1o scoept deposits on the
s basis. Similarly, deposstors, who have Limiied knowledge about the
troe state of 4 hank, prefer 1o hold deposits denominated i nominal erms.
Bt it i procisely the lack of mformation about & hoank s tree ned worth that
jgives rise © e potential for rune. Morover, runs tend 10 happen under

economic conditsons s borrowers expenence difficalties serv-
icing their contractual obligations. Runs that ngger bank filures therelore
amplify adverse real secion ouicomes. The freo hanking thesis abstracts from
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the possibility of sysiematic malfunction because of it clemental neglect of
the inieraction berween the real and the financial seciors.

One final point. Professor White opens his paper with the stvement that
*Economists loduy generally recognise that high interest ratex, high and
variable inflation rates, widely fuctuating exchange raies., and other aspects
of contemporary monetary disorder [and by that | presume he means things
like mock markel crashos, hank fuilures, Thind World debt crises, and o on
are principally the resulis of the behaviour of government monetary
agencies’(p3). | femly reject that. Afier all, financial markets are the best
capmples we have of markets thai operaie in sccordance with the compeitive
scnts as undesirsbie is inherent in unregulaed financial systems.  Govern-
MEnl MOREIArY AZTRCIes Can Operale 10 Accentunte of kemper this inidabilily
Professor White's case for the abolition of the centrsl hank rests on his
unsubsantated claim that its operalions are inevitably destabilising, But
international esymmetries are a [ar more potert source of potential instabil-
iny. They create the need for a central bank 10 ensure sysiem aability and 1o
reduce the risk of runs on banka. As Professor C. A E. Goodhan has noted,
a central bank is necessary 10 ‘assure o sishle and smooth functioning
financial and payments sysiem’ (C. A. E. Goodhart, The Ewlution of Central
Banks, MIT Press, Cambridge, Mass , 1988, p.6),
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Response
Lawrence White

Jan ‘Whitwell raises the b of ssymmewric information. | appreciate the
theory that suggests an imformational rationale for having the son of
specialised instinmions that we call banks. Information costs explain why
depositors typically prefer bank liabilities with fixed payouts rather than
equity parucipation. But | doa't think the rest of her story — that information
asymmetries create @ need for a central hank — follows by any means.
Economic history shows that there have boen banking systems {Scotland and
Canada, for example) in which bank failisres have not led w runa, because
the identities of the hanks were distinct. When banks are adequately
diversiied, there"s no resson for people 1o infer from one bank’s mistakes
that all banks are in trouble. Instend, people withdraw their money from an
unstable bank and put it into more stable ones. 5o | don't think thal system-
wide bank rns or instability generally follow from informational sxymime-
tries such as the costliness 10 cusiomens of ohaerving a hank s sasets.

Ms Whitwell mises the possibility of *gn externally -sourced inflanon-
ary shock . . . enemied quite independently of the money supply process’.
[ sxsume that she i thinking of 8 small open cconomy with Moating exchange
rates, like New Zealand, |Le. an cconcany that does not 'impon money” from
the rest of the warld, An extermal event can permanently increase the price
level in much an economy insofar as it lowers domestic real money demand
(for example, an increass in the world relative price of imported ol might
lorwer money demand by kowering real domestic income). But that docs not
muke the monetary hase endogenous. An exiernal event can indarectly bead
10 un increass in the price level if the central bank chooses to respond w it by
expanding the monelary base. But that does not make the monetary base

githor. Under Moating exchange raies the New Zealand mone-
tary suthontios do control the siock of base money, which afier all consiss
entirely of their liabilites, no maiter bow unregulatod the rest of the financial
sysem. Actions they ke, and could refrain from wking, completely
delermine the base, even if they choose W0 change it in response 10 variom
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events. A licrally demand-determined or endogenous base i o feature of a
free banking system on a commodity money standand, but it is incomprehen-
sible in a fiat money central banking system with (loating eaxchange rates. To
my “ieathook” way of thinking. a nominal base that rose in step with nominal
base demund would leave the price kevel, and the valoes of all odser nomin
varishles, unanchored and indeserminate.

I"s difficult for me w respond adequately in a few words 1o the reat of
Mu Whitwell"s comments. Ouwr views of te relationship of money 1o the rea
of the economy are 3o differend that we may never agree. | don‘t think it's
a fairy story to say that the quantity of hase money is supply -determined or
that the broader money stock is supply-deiermined. On the contrary, | think
that the wiory that makes it entircly endogenous, including the supply of
outside money, is really incomprehensible (sssuming that we are talking
about @ fist money system with floating cxchange rates). I's simply an
incoherent thought experiment 1o suppose a shock that reises the price level
and then 1o see how the money sapply responds o il The price level i the
inverse of the purchasing power of money, and the purchasing power of
money i detcrmined by the relstionship between the nominal supply of
maney and the real demand for it these are (he exogenous variables, which
musi change firal in any thought experiment. So i's not coberent 10 say that
ummmﬂmmumdm-mmmum. Either the
supply of money goes up first, and thal raises the price level, or money
demand has fallen.

Moving on 0 Nedl Quigley's comments: we do indeed interpret the
history of free banking systems differently. Looking at s broad range of
experience, | Mind that they were not characieristically unstable or (ailure-
prone. though of course there were occasional and sometimes painful
learning experiences. | do not belseve that we see effective cartels in the
absence of legiilated entry restnctions. Cerstral banks emerged from legis-
lation, and represent a derailing rather than an extension of the market
evolutionary process.

How mach faith would we want 1 place in examples drawn from the
19th centary? If anything, modern wechnology makes freedom In banking
lesa of a problem. Information is much more available wday; the likelhood
af issuery performing the son of confldence games thal were sometimes
carried o i the LS in the 1 9th century ks mach lower ioday. Markets today
quickly become very sophisticaed a1t monitoring and disciplining financial
institutions when they are allowed 1o do so.

Arttur Grimes ruises the question of what the government woubd accept
in s payments under a free banking system. In the historical cases of free
banking, govermiments sccepled as money what everybody el has secepied
and | don’t see the demand for that money being greatly affecied by s
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accoptance in o payments. Now, cleardy, if the government had ssid it
would accept tax payments only in the form of certain coupons, they could
create a demand for those coupons. But when government conforms o the
monetary sandsnd that has evolved in reaponse to the convenicnce of iraders
rmher than in response 10 @aaion, then governmeni would not need Lo isis
on a cerin type of money in order W generte a demand for it

Is any part of the free banking program likely 1o be implementod soon?
Some of what Girol Kamcaogly has proposed cortainty could be: that is, we
could immedizicly permit competition at the margin, by allowing people to
e sccounts denominated in forcign carrency. The maore responsive the
demand for sny given cenral hank 's currency is to the inflation mie, the more
construined that central bank is not o inflate. The Europeans are talking
shout eliminating barriers w intermational banking, so that, for cxample,
Europe's central bankers are very worned and sre now irying o [orm a cancl.
I they allow such competition, and don't form a cartel, there wonlkd be a kot
ke discipline on them.
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Chris Jones, an economist at the Australian National
University, demonstrates how foreign exchange markets
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and Bryce Wilkinson, Head of Research at Jarden
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be undertaken by other agencies, public and private

ISBN 0 949769 5B 4 155N 0726-3635
Pohcy Forums 9



