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Monetary Expansion Continues
KED ERA L RESERVE C RED IT, member bank reserves, and 
the money supply have increased at extremely rapid rates since 
last summer. Money supply growth from last June to April was 
the most rapid for a ten-month period since World War II.

Notwithstanding the growth of money and reserves, some 
observers have concluded that monetary developments have be
come restrictive. This conclusion has been inferred from move
ments in several popularly observed monetary variables, partic
ularly interest rates and borrowings from Federal Reserve Banks. 
However, when the nature of these variables is examined and 
their recent movements put in perspective, the impression of re
striction may prove to be an illusion.

The increase in money and credit since last summer has nur
tured an increase in total dollar demand for goods and services 
by augmenting purchasing power in the hands of borrowers. If 
borrowers are financed in part by the creation of credit not 
related to planned saving, they can add more to the income 
stream than savers undertake to withdraw, and total demand 
expands.

Ideally, total demand should just match the economy’s poten
tial to produce, so that both high employment and relative price 
stability can be achieved. The increase in money and credit 
since last summer, combined with a stimulative fiscal situation, 
has fostered a very large expansion of demand. Output and 
prices have both risen substantially, and pressures in resource 
markets have increased.
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Money Supply. A strong upward trend in the 
m6ney supply (checking accounts plus currency) 
which commenced last June has continued in recent 
months. To April the money supply expanded at a 
12 per cent annual rate from February, an 8.0 per 
cent rate from November, and a 6.9 per cent rate 
from June. These figyres compare with a 2.6 per 
cent rate of growth in money from 1960 to 1964 and 
a 1.4 per cent rate from 1953 to 1960.

M o n e y  Supp ly

M o n e t a r y  D e v e l o p m e n t s

Billions of Dollars Dollar Amounts Billions of Dollars

Annual Rates of Change

P e rc e n ta g e s  a re  a n n u a l  ra te s o f c h a n g e  betw een  m onths in d ic a te d .

Late st d a ta  p lotted: A p r i l  p re l im in a ry

Rapid increases in the money supply usually have 
been followed by marked increases in spending. As 
banks expand their loans and investments, demand 
deposits, the major component of the money supply, 
rise. Borrowers and sellers of securities spend the 
proceeds of their loans or sales, and the income and 
money holdings of owners of factors of production 
rise. When the money supply increases rapidly, 
people find themselves holding greater cash bal
ances than they desire at prevailing interest rates. 
When people have more money than they wish to 
hold, they spend money on other financial assets and 
goods and services. This places downward pressure 
on interest rates and causes a rise in money income, 
thus helping to equate desired holdings with actual 
money holdings.

Reserves. The rise in the money supply has been 
facilitated by a large increase in reserves available 
to support private demand deposits, a variable influ
enced by Federal Reserve actions. To April these 
reserves rose at a 19 per cent annual rate from Feb
ruary, a 10.2 per cent rate from November, and a 6.3 
per cent rate from June, compared with a 1.4 per cent 
rate from 1960 to 1964.

The growth of reserves available for private de
mand deposits, the primary determinant of the 
money supply, is determined by the growth of total 
reserves less change in reserves required against time 
deposits, Government demand deposits, and inter
bank deposits. Total reserves have increased at an 11 
per cent annual rate since last fall and at a 5.2 per 
cent rate since June 1965 compared with a 3.5 per 
cent rate of growth from 1960 to 1964. A large in
crease in Federal Reserve credit (which includes Fed
eral Reserve holdings of Government securities, check 
collection float, and borrowings of member banks) has 
been responsible for the rise in total reserves since 
summer. The rise in Federal Reserve credit has more 
than offset a decline in the gold stock and increases 
in currency in circulation, both of which absorb re
serves.

A smaller portion of the increase in total reserves 
has been required against time deposits and Govern
ment deposits since the end of last November, and a 
larger portion has been available for private demand 
deposits. While time deposit growth was substantial 
from late November to early March, it was not so 
rapid as in recent years. U. S. Government demand 
deposits were at low levels in the first four months 
of 1966.

Bank Credit. Bank credit (bank holdings of loans 
and securities) rose at an estimated 9.7 per cent rate 
from November to April and at an estimated 8.8 per 
cent rate from last June to April. This compares with 
a 7.9 per cent growth rate from 1960 to 1964.

In response to strong loan demands in recent 
months, banks expanded their holdings of loans rap
idly while they reduced holdings of Government 
securities. For all commercial banks the ratio of 
loans to deposits was an estimated 65.6 per cent in 
April compared with 64.5 per cent in November, 62.2 
per cent last April, and 55.9 per cent in 1960. Many 
banks currently find meeting all demands for loans 
difficult or impossible. This situation stems from the 
intense demand for funds and not from exceptional 
restriction of the supply of funds. Meeting all de
mands for loan funds would facilitate continuation of 
excessive demand which makes for inflation.
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Illusion of Restraint. Despite the rapid monetary 
expansion since summer, some analysts and financial 
writers have concluded that monetary action has been 
“firmer,” “tighter,” or “more restrictive.” The belief 
that there has been a tightening of policy may stem 
from recent movements in several well publicized 
financial variables, especially net borrowed reserves 
(borrowings less excess reserves) and interest rates. 
Also, borrowers are finding credit somewhat less 
readily available.

The notion that net borrowed reserves have in
creased and that this amounts to a restriction or 
rein on credit is a double illusion. First, net bor
rowed reserves have been widely criticized as a meas
ure of monetary policy.1 Briefly the criticism is: if 
the Federal Reserve were to conduct its policy by 
fixing a target level of net borrowed reserves, it 
would lose control over other variables such as money 
and bank credit. Whenever member banks attempt
ed to increase borrowings or reduce excess reserves, 
causing net borrowed reserves to be above the target, 
the Federal Reserve would inject reserves into the 
system, reducing borrowing or increasing excess re
serves to the level needed to achieve the target net 
borrowed reserves. The member banks, in turn, might 
desire to expand credit further. Thus, it is possible 
for money and credit to increase at any rate with a 
given level of net borrowed reserves. In the short 
run, the level of free or net borrowed reserves may 
reflect swings in credit demand and other market 
forces, not monetary policy. The second illusion is 
that net borrowed reserves increased in the period 
from June 1965 to March 1966. Net borrowed reserves 
averaged $129 million in the period from December to 
April compared with $144 million in the period from 
June to November.

The rise in market interest rates since last July 
and the increase in the discount rate and ceiling rates 
on time deposits in December have been mentioned 
as indications of a tightening of monetary policy. An 
interest rate rise may be caused by an increase in 
the demand for funds or by a decrease in the supply 
of funds. Higher interest rates resulting from grow
ing demands for funds ration available credit and

1See Harry Brandt, ‘‘Controlling Reserves—The Heart of Fed
eral Reserve Policy,” Monthly Review, Federal Reserve Bank 
of Atlanta, September 1963; “The Significance and Lim ita
tions of Free Reserves,” Monthly Review, Federal Reserve 
Bank of New York, November 1958; Jack M. Guttentag, “The 
Strategy of Open Market Operations,” The Quarterly Journal 
o f Economics, February 1966; Alexander James Meigs, Free  
Reserves and T he Money Supply (Chicago: University of 
Chicago Press, 1 9 6 2 ); “Monetary Policy and Free Reserves,” 
Monthly Econom ic Letter, First National City Bank, New 
York, July 1965.

encourage saving. Such an interest rate rise is not a 
sign that monetary expansion is any less rapid. On 
the other hand, a rise in interest rates might indicate 
a reduction in the flow of loan funds which has re
sulted from restrictive actions by the monetary au
thorities.

The interest rate rise since last July has been caused 
by a swelling demand for funds rather than by mon
etary restriction. The intensity of the demand for 
loan funds is witnessed by a very rapid expansion of 
bank loans, very large offerings of corporate and 
municipal securities, and a substantial increase in 
Government debt outstanding as well as by the 
increase in interest rates.

The upward adjustments in the discount rate and 
ceiling rates on time deposits in early December were 
in the direction of keeping up with the tide of rising 
market rates. These adjustments were not of a re
strictive nature.

O ther Policy D evelo p m en ts
The economic impact of the Government’s taxing 

and spending actions has been, and is expected to 
continue to be, stimulative. The high-employment 
budget2 was nearly in balance in late 1965, the most 
stimulative level in many years. During the four years 
of economic expansion from mid-1961 to mid-1965 the 
high-employment budget showed a surplus averaging 
$8.3 billion a year. Preliminary data indicate that Gov
ernment actions have continued to be expansionary in 
early 1966.

Guidelines policy has undertaken to limit price in
creases in the past year. Such a policy attempts to 
affect wages and prices by persuasion and thus pre
vent inflation in times of strong demand. Similar to 
the guidelines policy are programs of persuasion re
garding investment plans, export of capital, and oth
er economic decisions.

The guidelines policy, which resembles the “in
comes” policies of some other countries, may have 
some effect in areas of monopoly power and admin
istered prices. However, in a major portion of the 
economic system it is not practical as a means of 
limiting increases in price levels. The policy has not 
been applicable, for example, in controlling rapid 
rises in agricultural prices in the past 15 months. This 
policy can possibly be helpful if accompanied by 
adequate limitation of total demand by means of mon
etary and fiscal policies.

2 For an explanation of the various budgets, see Keith M.
Carlson, “Budget Policy in a High-Employment Econom y,”
Review, Federal Reserve Bank of St. Louis, April 1966.
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Preliminary data indicate a further strong rise in 
total spending and output in the first quarter of 1966. 
Spending has outpaced production, and prices have 
increased.

The growth of gross national product (GNP), the 
dollar value of the nation’s output of goods and serv
ices and a measure of total demand, has picked up 
since mid-1965. At a $714 billion annual rate in the 
first quarter, GNP is up at a rapid 9.8 per cent annual 
rate since the third quarter of 1965 and is 8.6 per 
cent above a year ago. GNP rose at a 5.7 per cent 
rate from 1960 to 1964 and at a 4.9 per cent rate from
1951 to 1960.

Real output of goods and services rose at a 6.2 per 
cent annual rate from the fourth quarter of 1965 to 
the first quarter of 1966 compared with a 7.7 per cent 
rate of expansion from the third to the fourth quarter 
of last year. Output grew at a 4.3 per cent annual rate 
from 1960 to 1964 and a 2.7 per cent rate from 1951 
to 1960.

Expansion of output since mid-1965 has been made 
possible by a further reduction of unemployed work
ers and idle industrial capacity, by growth of labor 
force and capacity, and by increased productivity. 
The number of persons estimated to be unemployed 
has declined from 3.5 million last summer to 2.9 
million in April. Unemployment decreased from 4.6 
per cent of the labor force last summer to 3.7 per 
cent in April. Over the same period the unemploy
ment rate for experienced wage and salary workers 
declined from 4.3 per cent to 3.4 per cent, and the 
rate for married men fell from 2.4 per cent to 1.8 per 
cent. From last summer to March the average work
week in manufacturing industries rose from 41.0 to
41.6 hours and in contract construction, from 37.3 to
38.5 hours.

In view of the current low unemployment rate and 
the high level of capacity utilization, the 6.9 per cent 
annual rate of growth of output prevailing since last 
summer may not now be sustainable. If so, total de
mand should appropriately grow less rapidly.

Some of the surge in demand since last summer 
has spilled over into an acceleration of price increases. 
The implicit GNP deflator, the broadest of the price 
indexes, rose at a 3.6 per cent annual rate from the 
fourth quarter of 1965 to the first quarter of 1966. 
The deflator rose at a 1.3 per cent rate from 1960 to
1964. The wholesale price index rose at a 4.7 per 
cent rate from October to April after increasing at a
2.3 per cent rate from June 1964 to October 1965

B u s i n e s s  D e v e l o p m e n t s and remaining about unchanged from 1958 to mid-
1964. Prices of farm products and processed foods 
climbed at a 10.1 per cent rate from October to 
April while industrial prices increased at a 2.9 per 
cent rate. The consumer price index rose at a 3.5 
per cent rate from October to March, after rising at 
a 1.2 per cent rate from 1960 to mid-1964. In the 
consumer category, food prices have risen at a 9.4 
per cent rate since October while the prices of non
food commodities have risen at a 0.7 per cent rate and 
the prices of services have risen at a 2.9 per cent rate.

1959 1960 1961 1962 1963 1964 1965 1966
P e rc e n ta g e s  a re  a n n u a l rates of c h a n g e  betw e e n  m on th s in d ica te d .

Late st d a ta  plotted: C o n su m e r-M a rc h  p re lim in a ry ;  W h o le s a le -A p r i l  p re l im in a ry

So u rc e : U.S. D e p a rtm e n t  of L a b o r

In tern a tio n a l D ev elo p m en ts
The balance-of-payments deficit, on a liquidity ba

sis,3 is likely to be at as high a rate in the first quarter 
of 1966 as during 1965. The trade surplus in the first 
quarter of 1966 was somewhat less than the 1965 aver
age and considerably below the 1961-64 average. This 
contraction of our trade surplus results from the addi
tional foreign exchange costs associated with the Viet
nam commitment (estimated to be $700 million to 
$900 million in 1966) and from the strength of total 
demand in the United States. Because of continued 
strength in the services balance (largely due to steady 
growth in investment income) the current account bal
ance will probably show little change in the first 
quarter.

The rapid growth in domestic demand has caused 
an acceleration in imports of both consumer durables 
and business investment goods. Imports in the first 
quarter were at an annual rate of about $24 billion,

3There are two basic ways in which the U. S. Government 
defines the balance of payments, the “liquidity” basis and the 
“official settlements” basis. The differences concern the treat
ment of certain capital account items. The liquidity measure 
treats increases in foreign private short-term holdings of dol
lars as a way of financing the deficit in the balance of pay
ments. The official settlements basis treats these private hold
ings of dollars as a demand on the part of foreigners for dollar 
balances, and thus they represent a short-term capital inflow.
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a substantial 21 per cent annual rate of increase over 
the last half of 1965. The annual growth in imports 
averaged 7.8 per cent from 1961 to 1965. Exports 
increased at an annual rate of 6.5 per cent in the first 
quarter over the last half of 1965, which is better 
than the 3.9 per cent growth in 1965 and about the 
same as the average growth rate from 1961 to 1964. 
The simultaneous appearance of boom conditions in 
the United States and less expansionary conditions in 
the other industrial countries has shrunk our trade 
surplus. If further shrinkage of the trade surplus is 
to be avoided this year, domestic inflationary pres
sures will need to be held in check.

Only scattered data on the capital account of the 
balance of payments in the first quarter is available 
at the time of publication. On the favorable side, 
there was a net decline in outstanding U. S. bank 
credit to foreigners at an annual rate of more than 
$1 billion. On the adverse side, there was a sharp 
increase in American purchases of foreign securities, 
dominated by a bunching of new Canadian issues 
which had been postponed from the fourth quarter 
of 1965.

There is some evidence that the recent tightening 
in the money and credit markets in the United States 
has had a favorable effect on the capital account. As 
total loan funds in the United States become scarcer 
relative to demand, foreign customers are finding 
their credit lines reduced and the terms for floating 
new issues in the American capital market less attrac
tive. For example, the Government of Japan, which 
anticipated floating $130 million in government and

government guaranteed bonds during the year, is re
ported to be revising its plans downward because 
of the tight capital markets both here and in Europe. 
When these natural market forces plus the voluntary 
foreign credit restraint program, introduced in Feb
ruary 1965, are taken into consideration, it seems 
likely that outflows of U. S. private capital were at no 
higher a rate in the first quarter of 1966 than in 1965.

C o nclusion
Rapid monetary expansion since last summer has 

augmented the volume of spendable funds, and the 
aggregate demand for goods and services has expand
ed at a very rapid rate.

The surge in demand has been met by a large ex
pansion of output and imports and by price increases. 
The expansion of output since summer has been 
accompanied by a substantial decline in unused re
sources, and consequently the rate of increase in real 
output henceforth may not be so rapid as in the past.

The Government deficit, investment, and consumer 
borrowing may now appropriately be financed to a 
greater extent by saving (i.e. foregoing consumption) 
and to a lesser extent by bank credit creation (which 
does not require any cutbacks in spending). Total 
demand would then probably rise less rapidly than 
since last summer. Not only would this be appropriate 
for the domestic situation but the restraint on infla
tion and the higher interest rates which would fol
low would be helpful in reducing the country’s ad
verse balance of payments with the rest of the world.

F l o o r s  a n d  C e i l in g s :

Guidelines and Understandings in Commercial Banking1
by G e o r g e  W. M i t c h e l l ,

Member, Board of Governors of the Federal Reserve System

OMMERCIAL BANKS are perhaps the oldest 
surviving business institutions whose product and 
method of manufacture has been relatively unchanged 
over the years. They have continuously been a highly 
important and integral part of our economic system, 
attracting and allocating or reallocating credit re
sources among a broad spectrum of needs. But com

1 Remarks made at the Annual Executive Forum of the Amer
ican Institute of Banking (S t. Louis Chapter), St. Louis, 
Missouri, April 13, 1966.

mercial banking has not remained static. In parti
cular, during our generation banks have had to 
change in order to cope with an environment in 
which two discordant—and interrelated—trends have 
been at work.

First, they have found themselves facing more in
tense competition from new financial institutions—as 
well as from the money and capital markets and non- 
financial businesses. Second, mainly as a heritage from
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