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Is Total Demand Too High?

M o n e t a r y , f i s c a l , a n d  d e b t  m a n a g e m e n t  actions
since mid-1965 have been stimulative to the economy. Produc
tion, employment, income, and sales have risen substantially, and 
since October price mark-ups have accelerated. Since movements 
in monetary and fiscal policy variables usually influence the econ
omy with some lag, the full force of the recent policy mix may yet 
be felt.

When an economy is at less than full employment, economic ex
pansion can stem from the use of idle resources as well as from 
increases in the labor force and capacity. However, when full 
employment is approximated, economic growth can come only 
from additions to resources.

Since early 1961 economic expansion has been made possible 
by utilization of idle resources, by additions to the labor force 
and capital stock, and by technological progress. In early 1966 
unemployment and idle capacity are low, implying that unless 
resource growth accelerates the rate of growth of real output that 
took place from 1961 to 1965 may now be unsustainable.

Labor resources will probably increase less rapidly in 1966 than 
in 1965. The number of persons of working age (18 to 64 years) 
will increase at a somewhat slower rate than in 1965. In addition, 
the armed forces may be expanding, and college attendance, 
rising.

Given the state of the economy, the expansionary actions tak
en since mid-1965 may put a further strain on the economy. In
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the near future any rapid increase in spending could 
be reflected more in price increases than in increased 
output of goods and services.

F in a n cia l D evelopm ents
Monetary actions have been very expansionary since 

mid-1965. Money supply growth accelerated from 
what was already a rapid rate of expansion. Bank re
serves grew sharply, and bank credit expanded con
siderably.

The nation’s money supply (demand deposits plus 
currency) has grown at a 7 per cent annual rate since 
June. This was the fastest rate of expansion for a 
seven-month period in thirteen years. Money increased 
at a 4 per cent rate from September 1962 to June
1965 and at a 1.5 per cent rate from 1953 to 1962.

Historically, sustained periods of strong monetary 
growth have been accompanied, with a lag, by a rise 
in spending.1 Since the economy is now fairly taut, 
an exceptionally rapid increase in spending, which 
could follow recent monetary growth, might result 
more in price rises than in expansion of real output.

The increase in money in the past half year has 
been facilitated by an expansion in the volume of bank 
reserves. The growth of reserves that member banks 
have available to support private demand deposits, the 
largest component of the money supply, has been at 
an advanced 6 per cent annual rate since mid-1965. 
This recent rate compares with a 2.0 per cent rate 
from September 1962 to mid-1965 and a 1.3 per cent 
rate from 1951 to 1962. A major factor in the recent 
gain of reserves was net Federal Reserve purchases 
of Government securities.

Banks have expanded their holdings of loans and 
investments at an estimated 10 per cent annual rate 
since last July. This is significantly greater than the
5.6 per cent annual rate of growth from 1953 to 1964.

T h e F isca l S itu a tio n
The Government’s spending and taxing actions in 

the last half of 1965 were the most stimulative in many 
years. Expansionary steps during 1965 included excise 
tax cuts, increased social security outlays, expanded 
domestic social welfare programs, and higher than an
ticipated outlays necessitated by the escalation of 
activity in Vietnam.

In 1966 rising Government expenditures may more 
than offset increased social security taxes, reinstated

l See “Money Supply and Time Deposits, 1914-1964” in the 
September 1964 issue of this Review.
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excise taxes on automobiles and telephone service,- 
and built-in increases in income tax receipts. The 
Government’s fiscal actions are expected to provide a 
stronger stimulus to the economy in 1966 than in the 
latter half of 1965.

Fiscal actions are somewhat less flexible than mon
etary actions, which can be altered quickly. It is 
commonly thought that Government expenditures, es
pecially those concerned with national defense, are 
not easily adapted to the goals of economic stabiliza
tion policy. Changes in tax rates are perhaps the 
primary way by which fiscal operations can be ad
justed to the economic environment. However, since 
tax changes must be enacted by Congress, they may

2 If the President’s recommendations are adopted, excise taxes 
on automobiles and telephone service reduced on January 1, 
1966 will be reinstated. Excise tax cuts on admissions, auto
mobile parts and accessories, documentary stamps, and other 
minor items will remain in effect.
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be subject to a considerable “administrative” lag be
tween need and execution.

D eb t M a n a g em en t  Policy
Change in the composition of the Federal debt has 

also tended to be stimulative since mid-1965 because 
newly issued debt has been relatively short term. Sup
posedly, the shorter the maturity of the public debt, 
the more expansionary its influence. This may be be
cause short-term debt is more liquid than long-term 
debt, and the more liquid are people’s assets, the 
more likely they are to spend. Shortening the debt 
also tends to lower long-term interest rates relative to 
short-term rates, making plant and equipment invest
ment somewhat more attractive.

In recent months the Treasury has, in large meas
ure, lost control of the maturity of the Federal debt 
because of the legal interest rate limit of 4.25 per cent 
payable on new Government bonds (i.e., securities 5 
years or more to maturity). Since this rate is no longer 
competitive, Government borrowing has to be in the 
form of securities with short or intermediate maturi
ties.

The legal interest ceiling has had an effect on the 
term structure of interest rates as well as on the ma
turity structure of the national debt. Yields on Treas
ury bills and intermediate-term Government securi
ties have risen abnormally relative to yields on long
term Government bonds.

T h e  E co n o m ic  S e ttin g
Since summer a broadly based rise in aggregate 

demand, encouraged by expansionary policy develop
ments, has resulted in a large increase in output. While 
current dollar GNP rose at an 8 per cent annual rate 
from the second to the fourth quarter of 1965, real 
GNP rose at a 6 per cent rate. Total demand has 
been so great that resource markets have tightened 
and prices, including interest rates, have risen.

The jump in the nation’s real output of goods and 
services at a 6 per cent annual rate from the second 
to the fourth quarter of 1965 compares with a 4.3 
per cent rate from 1960 to 1964 and a 2.4 per cent rate 
from 1953 to 1960.

The strong increase in output was made possible in 
part by marked increases in employment. Payroll em
ployment rose at a 5 per cent annual rate after mid
year compared with an average 1.8 per cent rate from 
1960 to 1964. Total employment rose at a 3.5 per cent 
rate in the last half of 1965 compared with a 1.4 per 
cent rate from 1960 to 1964.
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At year end the unemployment rate was 4.1 per 
cent, its lowest level in nearly a decade. Only 1.8 per 
cent of the married men in the labor force were jobless 
in December, a surprisingly low figure since it in
cludes those who are changing jobs and seasonally 
unemployed, as well as some unemployables.

Tighter labor markets have encouraged wage in
creases, and labor costs per unit of output have risen 
slightly over the past year. Nevertheless, price per 
unit of output has risen faster than labor cost per unit 
in the past year, indicating that rising labor costs have 
not been the major cause of price rises.

Part of the strong increase in demand for goods 
and services since last summer has spilled over into 
price rises. The increase in U. S. wholesale prices dur
ing the last year and a half has been a marked depart
ure from the unusual stability experienced from 1958 
to mid-1964. Wholesale prices started to rise in mid- 
1964 and increased at a 2.4 per cent annual rate to 
September 1965. Since then these prices have risen 
at about a 4 per cent rate. The rise in the price 
indexes since mid-1964 has been broadly based and 
has been paced by sharp rises in the prices of sensitive 
industrial materials and of agricultural commodities.

Consumer prices have gone up at a 2.8 per cent 
annual rate since August compared with a 1.4 per cent 
rate of increase from 1953 to 1964.

(Continued on page 16)
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The vigorous buying in the U. S. economy has also 
put upward pressure on interest rates. With an opti
mistic outlook and with production nearing capacity,
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business plant and equipment expenditures have in
creased rapidly. These increased expenditures have 
caused corporations to turn increasingly to outside 
sources for investment funds. State and local govern
ments have continued to borrow heavily in long-term 
capital markets. Federal budget developments have 
recently increased the Government’s demand for

funds. These rising credit demands have put pres
sure on banks and capital markets, and higher interest 
rates have resulted despite a large volume of saving 
and the rapid monetary expansion.

C onclusion
Sharp rises in money and bank reserves, a decrease 

in the full employment budget surplus, and a reduction 
in the average maturity of the public debt have helped 
to amplify a strong rise in economic activity which be
gan early in 1961. These increasingly stimulative ac
tions have occurred since last June, even though the 
economy is nearing capacity.

Output cannot be expected to grow so rapidly as 
when there were large pools of unused resources. Fur
ther growth in output must spring primarily from addi
tions to resources.

Since fiscal policy cannot always be quickly changed 
to suit the needs of stabilization, and since debt man
agement policy has become less flexible because of the 
legal interest rate ceiling on Government bonds, a 
large part of the burden of maintaining balanced 
growth appears to rest currently on monetary policy.

H i g h ?  —(Continued from page 3)
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