
Foreign Dollar Holdings 
and the U.S. Money Supply 

One of the most important of all economic indicators 
is the money supply. Most economists believe that it 
plays a major role in the level of interest rates, inflation 
and real growth in the economy. The Federal Reserve 
controls the money supply through various policy instru
ments. 
II It can require banks to hold higher or lower percent-

ages of its deposits as reserves that cannot be lent out. 
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In all of these monetary measures, currency is a major 
component. According to the Federal Reserve, at the end 
of 1997 there was $425.5 billion of currency in circula
tion; Ml equaled $1,076 billion; M2 came to $4,045.8 
billion; and M3 totalled $5,374.9 billion. More impor
tantly, the annual increase in currency is often the main 
component of the increase in monetary measures. For 
example, between 1993 and 1994, the increase in cur
rency accounted for more than 200 percent of the in
crease in M2, the most commonly used measure of the 
money supply. 

The Mystery of the Missing Currency. Since 
... --... -~--.-.-., currency is such an imII It can change the in

terest rate on funds 
that banks borrow 
directly from the Fed. 

FIGURE 

.. It can buy U.S. Trea
sury securities on the 
open market, paying 
for them by creating 
money. 
This last instrument, 

known as an open-mar
ket operation, is the pri
mary means through 
which the Fed controls 
the money supply. In 
practice, the Fed targets 
the federal funds rate, 
the interest rate on funds 
that banks lend to each 
other on an overnight 
basis. Currently, the Fed 
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portant component of 
the money supply, itob
viously is very impor
tant to have an accurate 
measure of it. In prac
tice, the Fed assumes 
that all the money ever 
printed is still in circu
lation, less only that 
which has been offi
cially withdrawn from 
circulation or is known 
to have been destroyed. 
However, when the Fed 
has attempted to sur
vey banks, businesses 
and households to find 
out how much currency 
was actually circulat
ing, some 80 percent of 
the currency thought to 
be in circulation had 
simply disappeared. funds rate is 5.5 percent. 

When the market interest rate rises above this level, the 
Fed provides additional reserves by buying Treasury 
securities; when it falls, the Fed drains reserves by 
selling securities. 

There are various measures of the nation's money 
supply. 
III Ml is the sum of currency and demand deposits 

(checking accounts) and a few other items such as 
travelers' checks. 

.. M2 includes Ml plus small interest-bearing accounts 
(those under $100,000), including money market ac
counts. 

II M3 includes M2 plus certain other large time deposits 
(those over $100,000). 

Efforts to locate this missing money have focused 
particularly on "exports" of U.S. dollars: money that has 
left our shores and now circulates in foreign countries. 
For many years, there were no estimates of these exports. 
In the last two years the Federal Reserve has developed 
estimates of currency exports that it believes are reliable. 
The Commerce Department now publishes them in the 
Survey of Current Business, a monthly publication of the 
U.S. Government Printing Office. The table presents the 
data on both the stock of U.S. dollars circulating in 
foreign countries and the annual flows. 

Of course these data can be criticized, but in all 
likelihood they represent a low-end estimate of foreign 
holdings of U.S. dollars. That is because they mainly 
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Foreign Holdings of U.S. Currency 
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other economic vari
ables. The phenomenon may be causing the Federal 
Reserve to run a tighter monetary policy than it intends, 
with important implications for economic growth, un
employment and the standard ofliving of all Americans. 

This Brief Analysis was prepared by NCPA Senior 
Fellow Bruce Bartlett. 

Note: Nothing written here should be construed as necessarily reflecting the views of the National Cellterji)!' Policy Analysis 
or as an attempt to aid or hinder the passage of allY legislation. 


