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Interest Rates, Budget Policy, 
and Monetary Policy

F i s c a l  DEVELOPMENTS in recent months have been more 
stimulative than earlier this year, while monetary actions con
tinue to be moderately expansive. The Federal budget position 
has moved from a modest surplus to a deficit. The stock of money 
has risen at about the same rate since spring as from November 
1964 to April 1965. Longer-term interest rates have tended up
ward.

Movements in the Policy Variables 
The Money Supply

The rate of increase in money gyrated sharply from April to 
August but av
eraged 3 per Money Supply 
cent per annum.
This rate is 
about the same 
as since Novem
ber 1964 but is 
somewhat less 
than the aver
age since Sep
tember 1962. A 
3 per cent rate 
of monetary 
growth is about 
the same as the 
rate of increase
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since the beginning of the current economic expansion 
in February 1961 and since May 1960, the last peak 
in national business activity. It is higher than the 
average 2 per cent rate of increase since 1951.

According to some analysts, variations in the money 
stock introduce—through a complicated chain of cau
sation—variations in total demand for the product of 
the economy.

Bank Credit
The earning assets of commercial banks have been 

increasing somewhat less rapidly in recent months 
than earlier. During the four months ending with 
August, bank credit increased at a 7 per cent rate, 
substantially less than the 12 per cent rate in the pre
vious eight months. The decline in the rate of increase 
of bank credit reflects a slight moderation in the pace 
of loan expansion and a continued reduction in the 
banking system’s holdings of U. S. Government debt 
(Table I). Fluctuations in the rate of increase in total 
bank credit do not necessarily reflect a shift in the 
stimulative influence of the commercial banking sys
tem on total spending. Instead, they may result from 
shifts in the volume of flow's of funds through the 
banking system compared with other avenues.

The Fiscal Situation
The budget of the Federal Government moved to a 

more stimulative position in the third quarter. Current 
estimates indicate that the consolidated cash budget 
will shift from a $2 billion dollar surplus in the second 
quarter to a deficit in the third quarter. It is antici
pated that the national income accounts budget will 
also move from surplus to deficit. The full employ
ment budget, which indicates how the national in-
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come accounts budget would move in the absence 
of shifts in economic activity, is expected to change 
from a $7 billion surplus to a smaller surplus.1 The 
movement from surplus toward deficit has resulted 
from increased expenditures (largely associated with 
expanded Social Security benefits and expanded mil
itary buying) and a lessening in the rise of revenues 
(largely associated with the cut in excise taxes).

A fiscal surplus or deficit may affect economic activ
ity by two inconsistent primary routes. (1) A deficit 
may indicate that more funds are being placed in the 
spending stream than are being withdrawn by taxes. 
Thus a deficit may reflect a situation wherein total 
demands for the economy’s product are being stimu
lated. (2) A deficit or surplus affects the flows in 
financial markets and, hence, influences interest rates. 
To the extent that the Treasury runs a deficit and does 
not draw down its cash balances, it must borrow; this 
tends to place upward pressure on interest rates, tend
ing to inhibit investment and total demand. Running 
a surplus puts the Treasury in a position to repay debt 
and thereby place downward pressure on interest 
rates, with resulting encouragement of investment and 
final demand.

Maturity of the Federal Debt
The maturity distribution of the Federal debt has 

changed little in recent months. What changes have 
occurred have been in the direction of lengthening 
the debt. Thus, debt management policy has recently 
been essentially neutral in its effect on economic activ
ity, but with a slight tendency toward restriction.

How the maturity composition of the debt may have 
an influence on total demand for goods and services is 
not agreed upon by all observers. According to some 
analysts, an increase in the amount of longer matu
rities reduces the “liquidity” of the public, thereby 
limiting final demand. An alternative view focuses on 
the relation of the structure of the debt to the struc
ture of interest rates. Lengthening the Federal debt 
may tend to place upward pressure on long-term rates 
and thereby tend to restrict investment and total eco
nomic activity.

Interest Rates
Most interest rates have risen moderately in recent 

months. Since late February yields on short-term Gov
ernment debt have declined; yields on intermediate 
and long-term issues have moved up.

iSee the testimony of Gardner Ackley, Chairman of the Coun
cil of Economic Advisers, before the Subcommittee on Fiscal 
Policy of the Joint Economic Committee, July 20, 1965.
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TABLE I

EARNING ASSETS OF COMMERCIAL BANKS1

TOTAL BANK CREDIT
C o m p o u n d e d  A n n u a l Rates o f C h a n g e

In itia l M onth
M illions

Term inal of
M onth 4-64 5-64 6-64 7-64 3-64 9-64 10-64 11-64 12-64 1-65 2-65 3-65 4 -65 5-65 6-65 7-65 Dollars

5-64 5.1 252,650
6-64 8.1 11.2 254,900
7-64 6.2 6.7 2.4 255,400
8-64 6.1 6.4 4.1 5.8 256,600
9-64 8.4 9.2 8.6 11.8 18.2 260,200

10-64 7.9 8.5 7.9 9.7 11.8 5.7 261,400
11-64 8.1 8.6 8.1 9.6 10.9 7.4 9.1 263,300

12-64 8.9 9.5 9.2 10.6 11.8 9.8 11.9 14.8 266,350

1-65 9.0 9.5 9.3 10.4 11.4 9.8 11.1 12.2 9.6 268,400

2-65 9.3 9.7 9.5 10.6 11.4 10.1 11.2 12.0 10.6 11.5 270,850

3-65 9.7 10.1 10.0 11.0 11.8 10.7 11.8 12.5 11.7 12.7 13.9 273,800

4-65 9.9 10.3 10.2 11.1 11.8 10.9 11.8 12.4 11.8 12.5 12.9 12.0 276,400

5-65 9.7 10.1 10.0 10.8 11.4 10.6 11.3 11.6 11.0 11.4 11.3 10.1 8.1 278,200

6-65 9.8 10.2 10.1 10.8 11.4 10.6 11.3 11.6 11.0 11.3 11.3 10.4 9.6 11.1 280,650

7-65 9.5 9.8 9.7 10.4 10.8 10.1 10.6 10.8 10.2 10.3 10.0 9.1 8.1 8.1 5.3 281,850

8-65 9.2 9.4 9.3 9.9 10.2 9.5 9.9 10.0 9.4 9.3 9.0 8.0 7.1 6.7 4.6 3 9 282,750 e

EARNING ASSETS OTHER THAN U. S. GOVERNMENT SECURITIES
C o m p o u n d e d  A n n u a l Rates o f  C h a n g e

In itia l M onth
M illio n s

Term inal of

Month 4 -6 4 5-64 6-64 7-64 8-64 9-64 10-64 11-64 12-64 1-65 2-65 3-65 4-65 5-65 6-65 7-65 Do llars

5-64 13.0 192,100

6-64 15.4 17.9 194,750

7-64 13.3 13.5 9.3 196,200

8-64 11.7 11.3 8.1 7.0 197,300

9-64 12.2 12.0 10.1 10.5 14.2 199,500

10-64 11.5 11.2 9.6 9.7 11.1 8.1 200,800

11-64 11.4 11.1 9.8 10.0 11.0 9.4 10.7 202,500

12-64 11.8 11.7 10.6 10.9 11.9 11.2 12.7 14.9 204,850

1-65 12.5 12.5 11.7 12.1 13.2 12.9 14.6 16.6 18.4 207,750

2-65 13.2 13.2 12.6 13.1 14.2 14.1 15.7 17.4 18.7 19.1 210,800

3-65 13.7 13.8 13.3 13.8 14.9 15.0 16.4 17.9 18.9 19.1 19.2 213,900

4-65 14.2 14.3 13.9 14.4 15.4 15.6 16.8 18.1 19.0 19.2 19.2 19.2 217,050

5-65 14.1 14.2 13.9 14.4 15.2 15.3 16.4 17.4 17.9 17.8 17.4 16.5 13.8 219,400

6-65 14.5 14.6 14.3 14.8 15.6 15.7 16.7 17.6 18.1 18.0 17.8 17.3 16.4 19.0 222,600

7-65 14.4 14.5 14.3 14.7 15.4 15.5 16.4 17.1 17.5 17.3 16.9 16.4 15.5 16.3 13.7 225,000

8-65 14.1 14.2 14.0 14.3 15.0 15.0 15.7 16.3 16.5 16.2 15.8 15.1 14.1 14.2 11.9 10.0 226,800 e

U. S. GOVERNMENT SECURITIES
C o m p o u n d e d  A n n u a l Rates o f  C h a n g e

In itia l M onth
M illio n s

Term inal o f

M onth 4-64 5-6 4 6-64 7-64 8-64 9-64 10-64 11-64 12-64 1-65 2-65 3-65 4-65 5-65 6-65  7 -65 D o llars

5 -64 — 16.2 60,550

6-64 — 12.0 —  7.6 60 ,150

7-64 — 13.9 — 12.7 — 17.4 59,200

8-64 — 10.1 —  8.0 —  8.2 2.0 59 ,300

9-64 —  2.9 0.8 3.7 16.2 32.3 60 ,700

10-64 —  2.7 0.2 2.3 9.8 13.9 — 2.0 60,600

11-64 —  1.8 0.8 2.6 8.3 10.5 1.0 4.0 60 ,800

12-64 0.1 2.7 4.5 9.6 11.6 5.4 9.3 14.8 61,500

1-65 —  1.7 0.3 1.4 5.0 5.6 — 0.2 0.3 —  1.5 — 15.4 60 ,650

2-65 —  2.7 —  1.1 —  0.3 2.5 2.6 — 2.6 — 2.7 —  4.8 — 13.3 — 11.3 60 ,050

3-65 —  2.7 —  1.3 —  0.6 1.8 1.7 — 2.6 — 2.7 —  4.4 — 10.0 —  7.2 —  2.9 59 ,900

4 -65 —  3.4 —  2.2 —  1.6 0.3 0.1 — 3.8 __ 4.1 —  5.6 — 10.1 —  8.3 —  6.8 — 10.5 59 ,350

5-65 —  4.0 —  2.9 —  2.4 —  0.8 —  1.1 — 4.7 — 5.0 —  6.5 — 10.2 —  8.9 —  8.1 — 10.5 — 10.6 58,800

6-65 —  4.8 —  3.8 —  3.5 —  2.1 —  2.5 — 5.8 — 6.2 —  7.6 — 10.9 — 10.0 —  9.7 — 11.8 — 12.4 — 14.3 58,050

7-65 —  6.0 —  5.3 —  5.1 —  4.0 —  4.5 — 7.6 — 8.2 —  9.6 — 12.6 — 12.1 — 12.3 — 14.5 — 15.8 — 18.3 — 22.2 56,850

8-65 —  6.8 —  6.1 —  6.0 —  5.1 —  5.6 — 8.5 — 9.1 — 10.5 — 13.2 — 12.9 — 13.2 — 15.1 — 16.2 — 18.0 — 19.8 — 17.4 55 ,950  e

1 Dollar amounts are averages of seasonally adjusted data for end of preceding and current month. Compounded annual rates of change were computed from 
these averages. 

e-Estimated.
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Yields on U.S. Government Securities

Data are (or weeks ending on Friday.
Latest data plotted: Week ending September 3,1965 preliminary

Yields on most maturities of private debt have risen 
moderately in recent months. Medium-grade corpo
rate bond yields (Baa) rose from 4.78 per cent in 
February to 4.88 per cent in early September; yields 
on highest grade corporate securities rose from 4.41 
per cent to 4.49 per cent during the period. Secondary 
market rates on large-denomination certificates of de
posit rose from 4.20 per cent in February to 4.28 per 
cent in August.

Interest rate increases are desirable when they are 
part of a monetary-fiscal policy mix which promotes 
optimum total demand and international payments 
balances.

Interest rates may affect final demand, production, 
employment, and prices through several channels. To 
the extent that interest rates represent a cost to the 
borrower, higher rates may inhibit borrowing. Fur
thermore, because current interest rates determine the 
capital value of rights to anticipated future income 
streams, a rise in interest rates decreases the value 
of any anticipated future income stream, thereby re
ducing wealth.

Appropriate interest rates may depend upon the 
combination (or mix) of policies used to achieve op
timum total demand for goods and services. To the 
extent that there is increased reliance on fiscal policy 
to expand demand, there is a corresponding rise in 
the appropriate structure of interest rates. In this 
sense and context, an interest rate increase does not 
necessarily indicate that the combined effects of sta
bilization policies are restrictive; that is, rising inter
est rates in themselves do not necessarily indicate a 
“tightening” in policy.

Impact of the Policy Variables
We have indicated above that monetary and fiscal 

developments have recently been more stimulative.

But, while this interpretation is indicated by a simple 
examination of current data, the timing of the effect of 
such policy measures is not certain.

Consider first the stock of money. Movements in the 
stock of money may affect the economy with a lag— 
perhaps a variable one. It is not at all clear whether 
very recent changes in money are most relevant for 
economic developments of the near future—or whether 
changes which occurred some time ago are more im
portant. Similarly, with respect to the Federal bud
get the major impact of Federal spending decisions 
on the private economy may be when contracts are 
let, not when payments are made. Private firms make 
decisions which affect economic activity at the time 
Government contracts are let. According to this view, 
the payments simply represent an “unwinding” of 
commitments. Accordingly, some of the economic ef
fects of the current Federal budget position may al
ready have occurred.

The Policy Setting
Monetary and fiscal policies are bearing upon a do

mestic economy which is continuing a strong expan
sion. Production, employment, spending, and prices 
have increased rapidly in recent months. The domes
tic expansion is occurring within an international 
environment in which, recently, there has been a sur
plus in the U. S. international accounts. Over a long 
previous period, however, the nation had large chronic 
payments deficits.

Domestic Business Activity
Industrial production in July reached 144 per cent 

of its 1957-59 average, up sharply from June. Output 
had risen at about an 8 per cent annual rate since 
spring, approximately the same rate as from a year 
earlier. Much of the rise since spring has been in 
metals industries, where increases have been influ
enced by possibilities of a steel work-stoppage.

In August automobile assemblies, which were at an 
annual rate of 9.5 million units from April to July, re
mained near this level—having declined seasonally for 
model changeover. Steel ingot production was cur
tailed in August; this adjustment was made in antici
pation of reduced production of finished steel in Sep
tember.

Employment has continued to show strong gains. 
From last spring to August, total employment rose at 
about a 3 per cent annual rate. Payroll employment 
has risen at a 4 per cent rate, with especially strong 
increases in durable goods manufacturing but also 
with gains in trade and service industries. Unemploy
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ment reached 4.5 per cent of the labor force in July 
and August, continuing the downtrend of the past two 
years. The unemployment rate for married men aver
aged 2.4 per cent in the three months ending with 
August, compared with 2.5 per cent in the previous 
three months and 2.7 per cent in the corresponding 
year-earlier period.

Prices of wholesale industrial commodities have 
crept upward in recent months, continuing the rise 
which began in mid-1964. In August these prices 
reached 102.6 per cent of their 1957-59 average, some
what higher than the level attained near the last peak 
in business activity in early 1960. Consumer prices 
other than for services—whose short-run movements 
are heavily influenced by a strong, long-run, upward 
tendency—and other than for food—whose short-run 
movements are heavily influenced by seasonal or errat

ic shifts in supply conditions—have declined since 
spring. In comparable periods of recent years such 
prices have moved up or been about unchanged.

Final demand is probably being further expanded 
currently by the stepped-up military effort. However, 
in order to present a balanced picture, it should be 
noted that the economy may face substantial adjust
ments after the resolution of steel wage negotiations. 
The dimensions of the adjustments depend upon nu
merous factors. There has been the basic question of 
whether there will be a strike. There is also a question 
of whether the inventories of steel consumers are sub
stantially in excess of current needs. To the extent 
that steel users have excessive inventories which must 
be worked down, steel production will be adversely 
affected.

T ab le  II

WHOLESALE PRICES— INDUSTRIALS1
C o m p o u n d e d  A n n u a l Rates o f C h a n g e

In it ia l M onth
Term inal 1957-1959
M onth 3-64 4 -64 5-64 6 -64 7-64 8-64 9-64 10-64 11-64 12-64 1-65 2-65 3-65 4-65 5 -65 6-65 =  100

4 -64 0.0 101.1
5 -64 0.0 0.0 101.1
6 -64 ^—0 .8 — 1.2 — 2.3 100.9
7 -64 0.0 0.0 0.0 2.4 101.1
8-64 0.0 0.0 0.0 1.2 0.0 101.1
9 -64 0.0 0.0 0.0 0.8 0.0 0.0 101.1

10-64 0.7 0.8 1.0 1.8 1.6 2.4 4.9 101.5
11-64 0 .7 0.9 1.0 1.7 1.5 2.0 3.0 1.2 101.6
12-64 0.9 1.0 1.2 1.8 1.7 2.1 2.8 1.8 2.4 101.8

1-65 1.0 1.1 1.2 1.7 1.6 1.9 2.4 1.6 1.8 1.2 101.9
2-65 0.9 1.0 1.1 1.5 1.4 1.6 1.9 1.2 1.2 0.6 0.0 101.9
3-65 0.9 1.0 1.1 1.5 1.3 1.5 1.8 1.2 1.2 0.8 0.6 1.2 102.0
4 -6 5 0.9 1.0 1.1 1.4 1.3 1.5 1.7 1.2 1.2 0.9 0.8 1.2 1.2 102.1
5-65 1.0 1.1 1.2 1.5 1.4 1.6 1.8 1.4 1.4 1.2 1.2 1.6 1.8 2.4 102.3
6-65 1.1 1.2 1.3 1.6 1.5 1.7 1.9 1.5 1.5 1.4 1.4 1.8 2.0 2.4 2.4 102.5
7 -65 1.0 1.1 1.2 1.5 1.4 1.5 1.7 1.3 1.3 1.2 1.2 1.4 1.5 1.6 1.2 0.0 102.5 p

1 Not seasonally adjusted. p-Preliminary.
Source: U. S. Department of Labor.

T ab le  I I I

CONSUMER PRICES— COMMODITIES LESS FOOD1
C o m p o u n d e d  A n n u a l Rates o f  C h a n g e  

In it ia l M onth
Term inal
M onth 3-64 4 -64 5 -64

4 -64 0.0
5 -6  4 0.0 0.0
6 -64 0.0 0.0 0.0
7 -64 0.0 0.0 0.0
8-64 — 0.2 — 0.3 — 0.4
9 -64 0.0 0.0 0.0

10-64 0.5 0.6 0 .7
11-64 0.7 0.8 1.0
12-64 0.8 0.9 1.0

1-65 0.7 0.8 0.9
2-65 0.4 0.5 0.5
3 -65 0.5 0.5 0.6
4 -65 0.6 0.7 0.7
5 -65 0.7 0.8 0.9
6-65 0.6 0.7 0.7
7 -65 0.3 0.3 0.3

6 -64  7 -64  8 -64  9 -64  10-64

0.0  
— 0.6  

0.0  
0.9

— 1.1
0.0
1.2

1.1
2.3 3.5

1.2 1.5 2.3 2.9 2.3
1.2 1.4 2.0 2.3 1.7
1.0 1.2 1.6 1.7 1.2
0.6 0 .7 1.0 0.9 0.3
0.6 0.7 1.0 1.0 0.5
0.8 0.9 1.2 1.2 0.8
0.9 1.0 1.3 1.3 1.0
0.8 0.8 1.0 1.0 0.7
0.4 0.4 0.5 0.5 0.1

11-64 12-64 1-65 2 -65  3 -65

1.2
0.6 0.0

— 0.4 — 1.1 — 2.3
0.0 — 0.4 — 0.6 1.1
0.5 0.3 0.4 1.7 2.3
0.8 0.7 0.9 1.9 2.3
0.5 0.4 0.5 1.2 1.2

— 0.1 — 0.3 — 0.4 0.0 — 0.3

1964.

1957-59

4 -65  5 -65  6 -65  =  100

104.3
104.3
104.3
104.3
104.2
104.3
104.6
104.8
104.9
104.9
104.7
104.8
105.0 
105.2
105.1 

.5 104.7

1 Includes home purchase costs which were classified under services prior to Not seasonally adjusted.Source: U. S. Department of Labor.
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The U. S. balance of payments for the second quar
ter showed a surplus, the first since 1957. Net receipts 
from foreigners were at a $528 million annual rate, 
compared with a first quarter deficit of $3 billion. 
Major factors contributing to the second quarter gain 
were a $1.4 billion improvement on merchandise ac
count and a marked reduction in private capital out
flows. Bank-reported capital movements resulted in a 
net inflow of $1.5 billion at an annual rate, in con
trast with a first quarter outflow of $1.8 billion.

United States Balance of Trade 
and Net Payments Position

I n t e r n a t i o n a l  D e v e l o p m e n t s

LL Exclud ing military transfers under grants.

[2 Deficit measured by nef decline in U.S. monetary reserve assets plus net increases in 
foreign-held liquid dollar assets, adjusted for special non-liquid government  
transactions.
Source: U.S. Deportment of Commerce 
Latest data plotted: 2nd quarter preliminary

The second quarter figures reflected, to a great ex
tent, temporary influences. The impact of the Vol
untary Credit Program on capital outflows, very large 
initially, will probably not produce continuing quar

terly improvements in the future. The dock strike 
early in the year tended to exaggerate the improve
ment in the trade balance from the first to the second 
quarter. The trade balance for the first half of 1965 
was $2.0 billion less than for the first half of 1964, 
primarily because of greatly expanded imports. In 
the present context of world trade, growing at a 6 per 
cent rate compared with last year’s 12 per cent, the 
prospects for export growth are less promising. On 
the other hand, prospects for poor European harvests 
give rise to the possibility of increased U. S. grain 
exports.

Despite the U. S. net payments surplus, the gold 
stock declined in the second quarter by nearly $600 
million to about $14 billion.

Long-term interest rates have been rising in Europe, 
especially in Germany. The German bank rate was 
increased from 3.5 to 4.0 per cent on August 13. Such 
developments intensify the forces attracting capita 
funds from the United States to Europe and prolonj 
imbalances in international accounts.

Summary
To the extent that Government fiscal policies ar< 

relatively more relaxed, a rise in the structure of inter 
est rates is consistent with that mix of total Govern 
ment policy which is appropriate to optimum tota 
demand. Such a rise in rates cannot meaningfully be 
interpreted as restrictive. Such a policy mix which 
relies more heavily on stimulative fiscal actions—and 
hence, implies higher optimum interest rates—may be 
more conducive to needed basic adjustment vis-a-vii 
foreign countries than a mix wherein low interest 
rates are associated with restrictive fiscal policy.

JB t/L X  MAILINGS of this bank’s REVIEW for classroom use will be 

made monthly during the school year to teachers requesting this service. 

Requests should be directed to: Research Department, Federal Reserve 

Bank of St. Louis, P. O. Box 442, St. Louis, Missouri 63166.
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