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The Federal Reserve System was established in 1913 to
provide an elastic currency, discount commercial credit,
and supervise the banking system in the United States.
Congress changed those purposes somewhat with the Em-
ployment Act of 1946 and the Full Employment and Bal-
anced Growth Act of 1978. In these acts, Congress in-
structed the Federal Reserve to “maintain long run growth
of the monetary and credit aggregates commensurate with
the economy’s long run potential to increase production, so
as to promote effectively the goals of maximum employ-
ment, stable prices, and moderate long-term interest rates”
(FR Board 1990, p. 6). Implicit in these instructions from
Congress is the assumption that the Fed has the ability,
through its monetary policy, to control these economic
variables. Does it? Clearly, it does have a measure of con-
trol over some definitions of money. But the links between
money and the other economic variables have yet to be
conclusively established. The facts about those links can
help determine how well the Fed can do its job. The pur-
pose of this study is to improve upon past attempts to de-
termine what the facts are.

A central bank’s major instrument of monetary policy
is the growth rate of the money supply, targeted either di-
rectly or indirectly through some nominal target like an in-
terest rate or the exchange rate for the country’s currency.
Different central banks choose to adjust different defini-
tions of money, whichever they deem appropriate for their
direct instrument. The target for price stability is typically

some measure of the country’s inflation rate, and the tar-
get for real economic activity, or production, is typically
the growth rate of national output.

A natural way to start to analyze the ability of changes
in money growth to affect the rate of inflation or output
growth is to examine the statistical correlations between
these variables. To do that, we need to make some choices.
Do we look for correlations in data over the short run—
during a quarter or a year, for example—or do we con-
centrate on much longer time periods? Do we look for cor-
relations within or across countries? For reasons explained
below, we here examine long-run correlations over a large
cross section of countries, although we do check the ro-
bustness of our results by determining how sensitive they
are to the choice of countries included in the cross section.

Our findings about these correlations indicate that over
the long run the Fed has more ability to follow Congress’
mandate about inflation than its mandate about production.
Specifically, the correlations that we compute reveal these
long-run monetary facts:

o There is a high (almost unity) correlation between the
rate of growth of the money supply and the rate of in-
flation. This holds across three definitions of money
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