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Fiscal Ease and Monetary Growth
m

J lHE ECONOMY has continued to expand through the sum
mer and early fall and is operating at a high level. Monetary 
growth has continued at a moderate pace, while the fiscal situa
tion has become more expansionary. These developments prom
ise further stimulation of aggregate demand for goods and 
services.

Increased Federal borrowing and expanding business activity 
appear to be putting upward pressures on interest rates. Rising 
interest rates may be helping both to bring about balance be
tween domestic saving and investment without inflationary pres
sures and to restrain net capital outflows, one of the causes of a 
chronic deficit in the balance of payments.

Monetary Developments
Money supply growth accelerated in September, after being 

moderate since last winter. Bank credit has continued to expand 
rapidly through the summer and early fall but at a more moder
ate rate than during last winter. Total reserves of member banks 
have changed little on balance since spring, and interest rates 
have risen.

The money supply increased markedly from August to Septem
ber, after growing at a 3 per cent annual rate from last November 
to August. Comparatively, the money supply increased at a 4 per 
cent rate from September 1962 to November 1964 and at a 2 per 
cent average annual rate from 1951 to 1962.
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Weekly Averages of Daily Figures
Billions of Dollars____________ Seasonally Adjusted____________Billions of Dollars

M o n e y  Supp ly

Annual rates of change, four 
weeks ending Septem ber 
from four weeks ending:

29,196'

Aug.  4, 1965 +7 .2%  
July 7, 1965 +6.1% 
June 9, 1965 +7.9%
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Dec. , 1964 +4.07
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Seasonal adjustment computed using 1959 through June 1965 data.
Latest data plotted: Week ending Septem ber 29,1965 p re lim ina ry

This year the money supply has been influenced by 
large shifts between Government demand deposits 
(not a component of the money supply) and private 
demand deposits (the major component of the money 
supply). A  large build-up in Government deposits in 
May depressed the money supply in that month. A  
large reduction in Government deposits in August 
and September was a factor tending to increase the 
money supply.

Bank credit expansion moderated after April as a 
rapid growth in higher yielding bank loans and hold
ings of “other” securities (mainly municipals) was fi
nanced partly by substantial decreases in the holdings 
of Government securities. Bank credit increased at a
9 per cent annual rate from April to September, com
pared with a 12 per cent rate from November to 
April and a 5 per cent rate since 1948.

Total reserves of member banks, which support 
bank deposits and make bank credit expansion possi
ble, increased steadily from January to June and sub
sequently declined slightly. These reserves averaged 
$21.8 billion in September, little changed from their 
April level. Since April large net purchases of Gov
ernment securities by the Federal Reserve, which 
add to bank reserves, have been offset by gold sales 
abroad and increases in currency in circulation. Mem
ber bank borrowing from Federal Reserve Banks has 
averaged about $540 million since June, up from an 
average $420 million earlier this year. This greater 
borrowing probably reflects the decline in nonbor
rowed reserves, strong credit demands, and an edging 
up in interest rates.

Despite little change in total reserves since April, 
reserves available for private demand deposits have 
risen moderately. A  decline in U. S. Government 
deposits and therefore a drop in the amount of re
serves required to support these deposits provided 
reserves for private deposits.

Interest rates have risen gradually since June, re
flecting an increase in the demand for funds relative 
to the supply. Yields on long-term U. S. Government 
securities rose from 4.15 per cent in early July to 
4.25 per cent in late September, after remaining al
most unchanged earlier this year. During the same 
period yields on corporate Aaa bonds moved up from 
4.46 per cent to 4.52 per cent. The three-month 
Treasury bill rate rose from 3.81 per cent in early 
July to 3.94 per cent in late September.

Demand for funds has increased as fiscal develop
ments have turned more stimulative and as business 
has turned to outside sources to a greater extent in 
obtaining funds to finance inventory growth and 
large plant and equipment expenditures.1 Public offer
ings of securities have risen to finance the Federal 
deficit and increased expenditures by state and local 
governments. On the supply side, bank credit expan
sion has moderated, and the flow of saving has prob
ably not grown so fast as the demand for investment 
funds.2 The voluntary restriction of loans to foreign
ers has been a factor in keeping loanable funds at 
home and may have kept interest rates from rising 
further.

A  rise in interest rates is appropriate for an advanc
ing economy operating near capacity and experienc
ing an outflow of private capital which is causing a 
balance-of-payments problem. The higher rates not 
only reflect the tendency for planned investment to 
outpace desired saving, but they also provide the 
means for balancing these two flows without infla
tionary pressures. A  rise in rates—both short-term 
and long-term—also encourages capital flows into the 
United States from abroad or reduces capital out
flows. Interest rates in the United States remain be
low those of most other countries.

Fiscal Position
Government actions have become more expansion

ary than earlier this year. The “full employment sur
plus” has been reduced from a $7 billion annual rate 
in the first half to an estimated $3 billion rate in the 
second half. Barring any large changes in Govern
ment expenditures or in tax rates, fiscal developments

1 Business expenditures on plant and equipment are expected to 
rise to a $53.0 billion annual rate in the fourth quarter, up 
from an estimated $51.2 billion rate in the third quarter and a 
$50.4 billion rate in the second quarter.

2 Gross private saving—including personal saving, undistributed 
corporate profits, capital consumption allowances, and inven
tory valuation adjustments—fell from the first to the second 
quarter of this year. Personal saving as a per cent of dispos
able income was 5 per cent in the second quarter, compared 
with a 6 per cent average since 1954.
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are apt to become less expansionary in the first half 
of 1966, when higher social security taxes will more 
than offset additional decreases in excise taxes.

For purposes of determining the impact of the bud
get on the economy, it is desirable to separate the 
effects of changed tax rates, Government expenditure 
programs, and other actions of the Government affect
ing the budget from the effect on the budget of 
changing levels of economic activity. The “full em
ployment budget” provides an estimate of what Gov
ernment surplus or deficit would occur if the economy 
were at full employment, given the prevailing set of 
tax rates and spending programs. It indicates the 
net effects of Government actions such as changes in 
tax rates and Federal expenditure programs by as
suming a certain level of economic activity, namely, 
full employment; it abstracts from influences on the 
budget which result from fluctuations in economic 
activity and isolates and measures effects of changes 
in policy. Fiscal developments are said to be more 
expansionary the smaller the full employment surplus 
or the greater the full employment deficit.

The Economy
The appropriateness of any combination of mon

etary and fiscal policy can be judged by reference to 
levels of production, employment, prices, and the con
dition of the balance of payments.

The level of economic activity has continued to 
increase during the late summer and early fall. The 
U. S. balance of payments has continued to be basic
ally a deficit problem, though there was a surplus in 
the second quarter of the year.

Industrial production, buoyed by high retail sales, 
rising defense expenditures, and large investment in 
plant and equipment, rose rapidly during the spring 
and midsummer but increased little from July to 
August as steel production declined. After increasing 
at an 8 per cent annual rate from January to July, 
production rose at a 1.7 per cent rate from July to 
August. Preliminary data suggests that production 
changed little from August to September. By com
parison, industrial production has risen at a 5 per cent 
rate since 1960. The large expenditures on plant and 
equipment, while helping to lift the economy toward 
capacity this year, will add significantly to future 
capacity.

The rapid increase in production this year has not 
only maintained but substantially increased invento
ries in the face of increased sales. The inventories of

all businesses rose to $116 billion in July, up $0.8 
billion from June and $5 billion from last December. 
Inventory build-up was especially strong in steel, 
where users increased inventories from about 11 mil
lion tons at the turn of the year to over 17 million 
tons in August. It has been estimated that steel inven
tories will decline at a $2 billion annual rate during 
the fourth quarter.3 However, inventories in general 
do not appear excessive relative to current sales and 
new and unfilled orders.

Use of the labor force has intensified rapidly dur
ing the past year. Payroll employment is estimated to 
have grown 4 per cent, and total civilian employment, 
3 per cent since last August. During the same time 
period the number of persons of approximate working 
age (18 to 64) is estimated to have increased 1.9 per 
cent.

Wholesale and consumer prices have leveled off 
since June, after rising rapidly earlier this year. From 
January to June wholesale prices rose at a 4.3 per 
cent annual rate, accelerating a rise which began in 
mid-1964. Increases in the prices of farm products 
and processed foods were primarily responsible for 
the wholesale price rise earlier this year, but indus
trial prices also rose. Since June a decline in the 
prices of farm products has offset a slight rise in in
dustrial and processed food prices. Consumer prices 
rose at a 2.7 per cent annual rate from January to 
June but have been about unchanged since midyear 
as food costs have leveled and declines in the prices 
of nonfood commodities have offset increases in the 
price of services. Recent declines in durable goods 
prices reflect cuts in excise taxes.

Conclusion
The economy continues to advance and is using its 

resources more fully than in recent years. Reflecting 
a leveling off of the prices of farm products and the 
reductions in excise taxes, there has been a pause in 
the rise of the general price indexes, which was so 
marked last spring. In  this context, monetary devel
opments have continued moderately expansionary, 
and the fiscal situation has become more stimulative. 
Increasing interest rates accompanying these develop
ments may be beneficial in curbing capital outflows 
and in bringing about balance between saving and 
investment.

3 Gardner Ackley, Chairman of the Council of Economic Ad
visers, in a speech before the American Statistical Association 
in Philadelphia on September 9, 1965.
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