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I w e lc o m e  the opportun ity to d is cu s s  w ith  th is d istin gu ish ed  

C om m ittee  the cond ition  of the nationa l e co n o m y  and the co u rse  o f 

m on eta ry  p o lic y .

A s you  w e ll know, our nation is  ex p e r ie n c in g  at p resen t a 

s e v e r e  r e c e s s io n .  During the past two q u a rte rs , the r e a l  g r o s s  

nationa l p rod u ct has d e c lin ed  by 5 p er cent, and the le v e l  o f  

in d u str ia l p rod u ction  is now 1 2 -1 /2  per cent b e low  la s t  S ep tem b er. 

T h is is  the s te e p e s t  d ec lin e  o f  e c o n o m ic  a ct iv ity  in a long gen era tion .

The r e c e s s io n  has re su lte d  in a la rg e  re d u ctio n  o f  job s  

and in substantia l un derem ploym en t o f  our la b or  and ca p ita l 

r e s o u r c e s .  The unem ploym ent ra te  has r is e n  sw iftly , the am ount 

o f  o v e r t im e  w o rk  has been  cut d ra s t ic a lly , and the nu m ber o f 

em p lo y e e s  p la ce d  on a p a r t -t im e  b a s is  has a ls o  r is e n .

The r e c e s s io n  has been  a ccom p a n ied  by  a n otab le  d egree  

o f  m o d e ra t io n  in  the rate  o f  in fla tion . N e v e r th e le s s , d esp ite  the 

se v e r ity  o f  the e co n o m ic  d e c lin e , the g en era l p r ic e  le^fel has 

continued  to advance quite ra p id ly . In other r e s p e c t s ,  th is 

r e c e s s io n  r e s e m b le s  e a r lie r  d e c lin e s  o f  the past th irty  y e a r s .

T h us, con su m e r  dem and fo r  au tos , fu rn itu re , h ou seh o ld  ap p lia n ces , 

and other d u rab le  goods has fa lle n . O rd e rs  o r  co n tra cts  by bu sin ess  

f irm s  fo r  new fa c il it ie s  and equipm ent have lik e w is e  d e c lin e d .

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 2 -

A nd in  this as in  e a r lie r  r e c e s s io n s ,  a sh ift f r o m  in v en tory  

a ccu m u la tion  to in v en tory  liqu id ation  has b een  a m a jo r  d e p re s s a n t  

o f  p rod u ction  and em p loym en t.

L ast fa l l ,  b u s in ess  f ir m s  w e re  ra th er  s low  in rea ctin g  

to  the w eakn ess that had been  d eve lop in g  in  con su m e r  m a rk e ts , 

in part b e ca u se  o f  th e ir  lin g erin g  co n ce rn  about sh orta ges  o f  

raw  m a te r ia ls  and other su p p lie s . A s a r e s u lt , a buildup o f  

in v e n to r ie s  - -  m u ch  o f  it in vo lu n tary  - -  o c c u r r e d  in the fin a l 

q u a rte r  o f 1974. In the opening m onths o f th is y e a r , h o w e v e r , 

as s a le s  to fin a l u s e r s  s ta b iliz e d  in r e a l  t e r m s , liqu idation  o f  

in v e n to r ie s  got underw ay on a huge s c a le . A c tu a lly , a ll  o f the 

d e c lin e  in the n a tion 's  p h y s ica l v o lu m e  o f  p ro d u ctio n  betw een  

the fou rth  qu a rter  o f 1974 and the f ir s t  q u a rter  o f  1975 r e f le c t s  

a sh ift  on the part o f the b u s in ess  com m u n ity  fr o m  in ven tory  

in v estm en t to  in v en tory  liqu id ation .

A s p rod u ction  d e c lin e d , m u ch  o f  our in d u str ia l ca p a city  

w as id led , and th is has le ft  its  m a rk  on co m m o d ity  p r ic e s .  

S en s itive  p r ic e s  o f  in d u str ia l raw  m a te r ia ls  had a lrea d y  begun 

to  w eaken  in the sp rin g  o f  1974. By late fa l l  the e ffe c ts  o f  

d ec lin in g  bu sin ess  a ctiv ity  began  to show  up in  w h o le sa le  p r ic e s  

o f  in term ed ia te  m a te r ia ls , su p p lies , and com p on en ts , and la ter
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on in  p r ice s  o f  fin ish ed  g ood s . S ince N ov e m b e r , the o v e r -a l l  

in dex  o f  w h o le sa le  p r ice s  has m ov ed  down, w ith fa r m  p r ic e s  

fa llin g  su bsta n tia lly  and the advance o f in d u stria l p r ic e s  

m od era tin g . In re ce n t m onths, the in d ex  o f con su m er  p r ic e s  

has a lso  r is e n  le s s  rap id ly  than during 1974, and the p r ic e s  

o f  m any p rod u cts  have been  m ark ed  down in r e ta il  m a rk e ts .

T h ese  p r ic e  d evelop m en ts have se rv e d  as a s ign ifica n t 

stim ulus to con su m er  spending. A lthough a fte r -ta x  in co m e s  

o f  co n su m e rs  in  the f ir s t  th ree  m onths o f th is yea r w e re  lo w e r  

in r e a l  te rm s  than in the fin a l m onths o f  1974, con su m er  

p u rch ases  - -  e s p e c ia lly  o f durab le  good s  - -  have p erk ed  up 

in re sp o n s e  to  p r ic e  co n ce ss io n s  on autos and other ite m s . In 

fa c t, co n su m er  expenditures r o s e  in r e a l te r m s  as w e ll  as in 

d o lla rs  during the f ir s t  qu a rter . L a rg e ly  fo r  this r e a s o n , the 

e ffo r ts  o f  b u s in e ss  f irm s  to w ork  down their  e x c e s s  s to ck s  have 

been  n otab ly  s u c ce s s fu l, and in v e n to r ie s  a re  now in  b etter  ba lance 

w ith s a le s .

T h is has been  one o f the e c o n o m ic  ad justm ents n eed ed  

to lay  the b a s is  fo r  r e c o v e r y  in  p rod u ction  and em p loym en t.

O ther c o r r e c t iv e  adjustm ents have a lso  been  underw ay. B u s i

n ess  m a n a g ers  have been m oving e n e r g e t ic a lly  to im p ro v e  

e f f ic ie n c y  - - b y  concentrating  p rod u ction  in  m o r e  m o d e rn
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in s ta lla t io n s , by  e lim in atin g  w a ste fu l exp en d itu res  h e re  and 

th e re , by stim ulating em p lo y e e s  to w o rk  m o r e  d ilig en tly , and 

by w ork in g  h a rd er  th e m se lv e s . S ign ifican t p r o g r e s s  has a ls o  

been  m ade in strengthen ing the fin a n cia l p o s it io n  o f b u s in e s s e s . 

E x ce p tio n a lly  la rg e  am ounts o f lo n g e r - t e r m  s e cu r it ie s  have 

b een  is su e d  by co rp o ra t io n s  th is y e a r , and s to ck  o ffe r in g s  have 

a ls o  in c r e a s e d  som ew h at. A  part o f the p r o ce e d s  o f  th ese  

fin an cin gs  has been  u sed  to rep a y  s h o r t - t e r m  debt, th ereb y  

im p ro v in g  c o rp o ra te  liqu id ity .

F in a n cia l in stitu tion s have a ls o  im p ro v e d  th eir  fin a n c ia l 

con d ition . C o m m e rc ia l banks have taken advantage o f the 

re d u ce d  dem and fo r  b u s in ess  loan s to  r e p a y  th e ir  b o rro w in g s  

f r o m  F e d e ra l R e s e r v e  Banks, to re d u ce  r e lia n c e  on v o la tile  

s o u r c e s  o f funds, and to re b u ild  liqu id  a s s e t s .  A t nonbank 

th r ift  in stitu tion s, the ra p id ly  r is in g  in flow  o f  d ep osits  has 

l ik e w is e  p erm itted  a re d u ction  o f  in d eb ted n ess  and add ition  to 

liq u id  a sse t  h o ld in g s . T h us, fin a n cia l in stitu tion s a re  now  in  

a b e tte r  p os ition  to  m eet the needs fo r  c r e d it  th a t.w ill a ccom p a n y  

the ren ew a l o f  e co n o m ic  expan sion .
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No one can fo r e s e e  w ith co n fid en ce  w hen an e c o n o m ic  

r e c o v e r y  w ill  beg in . Signs a re  e m e rg in g , h o w e v e r , that the 

turn in b u s in ess  activ ity  m ay not be fa r  aw ay.

F o r  exa m p le , new m o rtg a g e  loan  com m itm en ts  by  

savings and loan  a sso c ia tio n s  have r is e n  stron g ly  s in ce  la s t  

O ctob er . In du stria l produ ction  and to ta l em p loym en t fe l l  

fu rth er  in M a rch , but the d e c lin e s  w e re  m uch  s m a lle r  than 

in the p re v iou s  fou r  m onths. P r ic e s  o f  se n s it iv e  in d u str ia l 

raw  m a te r ia ls  have sta b ilized  r e ce n t ly , as supply and dem and 

have co m e  in to better  ba la n ce . Sales o f  good s at r e ta il  - -  

apart fr o m  autos - -  r o s e  fu rth er in M a rch . Of la te , con su m er  

su rv ey s  have in d ica ted  som e  im p ro v e m e n t in co n fid e n ce . And 

s tock  p r ic e s ,  another in d ica tor  o f  con fid e n ce , have continued  

to r is e  b r is k ly .

P r o s p e c ts  fo r  an upturn in  e co n o m ic  a ct iv ity  h ave  a lso  

been  stren gth en ed  by p assage  o f  the T ax  R ed u ction  A ct o f  1975. 

The la rg e  re b a te  o f  1974 tax  lia b il it ie s ,  the add ition a l paym ent 

to  s o c ia l  s e c u r ity  b e n e f ic ia r ie s , and the re d u ction  in  w ithholding 

o f  1975 taxes  w ill  soon  add to d isp o sa b le  in co m e s  and b o ls te r  

con su m er spen din g. L a rg er  con su m er buying w ill  h e lp  to  stem
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the e r o s io n  in b u s in ess  in v estm en t p lan s, and the lib e ra liz a tio n  

o f  the in vestm ent tax  c r e d it  w il l  a lso  s tim u la te  b u s in ess  ca p ita l 

ou tla y s . M o re  b u s in e ss  in vestm en t is u rgen tly  n eeded  not on ly  

to  p rov id e  add ition a l jo b s ,  but a ls o  to  im p r o v e  the ca p a city  and 

e f f ic ie n c y  o f our in d u str ia l plants - -  th e re b y  con tributing  to 

m o d e ra t io n  o f in fla t io n a ry  p r e s s u r e s .

Let m e  turn  now to  the con tribu tion  that m on eta ry  p o lic y  

h as m ade to esta b lish in g  a b a s is  fo r  r e c o v e r y  in  bu sin ess  

a ct iv ity .

Once ev id en ce  began  to a ccu m u la te  during the su m m er 

o f  la s t  yea r  that e c o n o m ic  a ct iv ity  w as w eak en in g , the F e d e r a l 

R e s e r v e  took  steps to  e a se  c r e d it  con d ition s and b o ls te r  grow th  

ra te s  o f  the m on eta ry  a g g re g a te s . Open m a rk e t  op era tion s  

b e c a m e  m o r e  a cco m m o d a tiv e , and as the y e a r  p r o g r e s s e d  

they  w e re  p e rs is te n tly  d ire c te d  tow a rd s  m o r e  am ple  p ro v is io n  

o f  r e s e r v e s  to  the banking sy s te m . O ther m on eta ry  in stru m en ts  

r e in fo r c e d  open m a rk et p o lic y . R ed u ction s  o f  r e s e r v e  r e q u ir e 

m en ts  o f  m e m b e r  banks w e re  o r d e re d  la s t  S ep tem b er, N ovem b er , 

and again  this January. The d iscou n t ra te  w as a lso  re d u ce d  

o n ce  in  each  m onth fr o m  D e ce m b e r  through  M a rch .
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T h ese  F e d e ra l R e s e r v e  a ction s  to augm ent the supply 

o f  loan ab le  funds, togeth er w ith  the w eakening o f  p riva te  

dem ands fo r  c re d it , had a d ra m a tic  e f fe c t  on s h o r t - t e r m  ra tes  

o f in te re s t . F o r  exam p le , the F e d e r a l funds ra te  - -  the ra te  

banks pay w hen b orrow in g  r e s e r v e s  fr o m  one another - -  has 

d ec lin ed  fr o m  a le v e l o f  about 1 3 -1 /2  per cent, r e g is te r e d  in  

July o f la s t  y e a r , to about 5 -1 /2  per cent at p re se n t. The 

in te re s t  ra te  on c o m m e r c ia l paper d e c lin e d  f r o m  o v e r  12 

per cent la s t  July to around 6 per cent. And the p r im e  ra te  

o f in te re s t  on bank loans to b u s in e sse s  has fa lle n  fr o m  12 to 

7 -1 /2  per cent.

S h o r t -te r m  m arket ra tes  o f in te re s t  in the U nited States 

fe l l  e a r l ie r ,  m o r e  rap id ly , and to  lo w e r  le v e ls  than in other 

in d u stria l c o u n tr ie s . C on sequ ently , in v e s to rs  w e re  ab le  to 

obtain  h igh er y ie ld s  by shifting funds out o f  d o lla r  a s se ts  into 

in vestm en ts  in  other c u r r e n c ie s . T h ese  in te r e s t -r a te  d i f f e r 

entia ls h elp  to exp la in  the la rg e  d e c lin e  that o c c u r r e d  in  the 

fo re ig n -e x c h a n g e  value o f the d o lla r  betw een  S ep tem ber 1974 

and ea r ly  M a rch  this y e a r . D uring re ce n t  w e e k s , s h o r t - te r m  

in te re s t  ra te s  in  fo re ig n  cou n tries  have d ec lin ed  re la t iv e  to 

th ose  h e re , and the d o lla r  has strengthened  in exchange m a rk ets .
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In the m ark ets  fo r  lo n g -te r m  s e c u r it ie s ,  in te re s t  ra te s  

in the United States have a lso  d e c lin ed  fr o m  th e ir  p re v io u s  p eak s, 

although m uch  le s s  than s h o r t - te r m  r a te s . Of c o u r s e , lo n g 

te r m  ra tes  ty p ica lly  flu ctu ate  w ithin  a n a rro w e r  range than 

s h o r t - t e r m  ra te s ; but in  the p re se n t in sta n ce , other p ow erfu l 

fa c to r s  have a lso  b een  at w o rk . F e a rs  o f in fla tion  a re  s t il l  

w id e sp re a d  in the b u s in ess  and fin a n cia l com m u n ity  and lo n g -  

te r m  in te re s t  ra te s  th e r e fo r e  s t i l l  con ta in  a s iza b le  in fla tion  

p re m iu m . M o r e o v e r , as I noted  e a r l ie r ,  co rp o ra t io n s  have 

is s u e d  an en orm ou s v o lu m e  o f  bonds in the past s e v e r a l m on th s, 

and State and lo c a l  g ov ern m en ts  have a ls o  b o rro w e d  la rg e  sum s 

in  the cap ita l m a rk e ts .

M ore  r e ce n t ly , the huge financing  dem ands o f  the 

T r e a s u r y  have b e co m e  a m a jo r  d istu rb in g  e lem en t in the 

m o n e y  and cap ita l m a rk e ts . By the end o f  th is  f is c a l  y e a r , 

n ew  F e d e r a l b o rro w in g  - -  in clu d in g  b o rro w in g  by  the o f f -  

budget a g e n c ie s  and G o v e rn m e n t-s p o n s o re d  e n te rp r is e s  

w il l  p rob a b ly  am ount to  o v e r  $60 b illio n . A  la r g e  part o f that 

to ta l d e fic it  is  due to the r e c e s s io n ,  and it has been  fin a n ced  

thus fa r  w ithout undue d ifficu lty  b e ca u se  p r iv a te  c re d it  dem ands 

h ave  been  d eclin in g . the next f i s c a l  y e a r , h ow e v e r ,
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the to ta l d e fic it  w ill  r is e  to perhaps as m uch  as $ 1 0 0  b il l io n . 

P a rtic ip a n ts  in fin an cia l m ark ets  r e c o g n iz e  that p r iv a te  c re d it  

dem ands too  m a y  be r is in g  soon , and they have th e r e fo r e  b e co m e  

co n ce rn e d  about the stra in s that m ay  d eve lop  in fin a n c ia l m a rk ets .

T he F e d e r a l  R e s e r v e  has re sp on d ed  to  th ese  d eve lop in g  

ten s ion s  in the cap ita l m a rk et by sh ifting  the em p h asis  in  its 

o p e n -m a rk e t  op era tion s  fr o m  T r e a s u r y  b ills  to  lo n g e r - t e r m  

G overn m en t s e c u r it ie s .  S ince the end o f  F e b ru a ry , S ystem  

p u rch a ses  o f  coupon  is su e s  o f the T r e a s u r y  and F e d e r a l ag en cies  

have am ounted  to a lm ost $ 2 -1 /2  b illio n . In v iew  o f the lim ited  

s co p e  o f  the m a rk et fo r  lo n g e r -t e r m  F e d e r a l s e c u r it ie s ,  this 

is  a v e r y  la rg e  vo lu m e o f buying in  a sh ort span o f t im e .

T h e se  p u rch ases  have been  h e lp fu l in steady ing the bond 

m a rk et. But le t  th ere  be  no m istak in g  the fa ct  that F e d e r a l 

R e s e r v e  o p e ra tion s  in the m a rk et can have on ly  an e p h em era l 

in flu en ce  on lo n g -te r m  in te re s t  r a te s . The fundam ental fa c to r  

fo r c in g  up lo n g -te r m  in te re s t  ra te s  in  r e ce n t  y e a rs  has been  

the h igh  ra te  o f  in fla tion . A p p re c ia b ly  low er  lo n g -te r m  in te re s t  

ra te s  a re  n eed ed  now to stim u la te  e c o n o m ic  exp an sion , but they 

a re  u n lik ely  to be  attained u n less  fu rth er  p r o g r e s s  is  m ade in 

b rin g in g  in fla tion  under co n tro l.
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S u cce ss  in  this en d eavor w ill  r e q u ir e  m o r e  f is c a l  

d is c ip lin e  than w e have m anaged  to a ch ie v e  in  re ce n t  y e a r s .

It w il l  a lso  r e q u ir e  a c o u r s e  o f  m o d e ra tio n  in  m on eta ry  p o lic y  - -  

a c o u r s e  that w ill  p ro v id e  an exp an sion  in su p p lies  o f m on ey  

and c re d it  adequate to  fa c ilita te  a good  e c o n o m ic  r e c o v e r y ,  

but not so  la rg e  as to rek in d le  the f ir e s  o f  in fla tion .

What the F e d e r a l R e s e r v e  has b een  trying; to a c c o m p lis h  

in  th is  r e g a rd  cannot be u n d erstood  adequ ately  by  fo cu s in g  on 

a s in g le  m e a su re  o f  m on ey  b a la n ce s . S om e o b s e r v e r s  b e lie v e  

that the F e d e r a l R e s e r v e  should  d evote  a lm o s t  e x c lu s iv e  

attention  to  the beh a v ior  o f the n a r r o w ly -d e fin e d  m on ey  supply 

(M j)  - -  that is ,  cu rre n cy  plus dem and d e p o s its  - - i n  the conduct 

o f  m on e ta ry  p o lic y . W e in the F e d e r a l R e s e r v e  do not take so 

n a rro w  a v iew  o f our r e s p o n s ib il it ie s .

The p u b lic 's  dem ands fo r  c u r re n cy , fo r  check ing  d e p o s its , 

fo r  savin gs d e p o s its , and fo r  a h o s t  o f  o th er liqu id  a sse ts  a r e  

con sta n tly  changing. F in a n c ia l te ch n o lo g y  in  our cou n try  has 

d e v e lo p e d  ra p id ly  in  the past 20 to  30 y e a r s . A s  a ru le , c o n 

s u m e rs  and b u s in ess  f ir m s  no lon g er  h o ld  a ll, o r  even  m o s t , 

o f  th e ir  spen dable  funds in  the fo r m  o f  c u r re n cy  o r  dem and
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d e p o s its . M o r e  and m o re  co rp o ra te  t r e a s u r e r s  have lea rn ed  

how  to get a long w ith a m in im u m  o f d ep osits  in  th e ir  ch eck in g  

a ccou n ts . C on su m e rs , too , a re  learn in g  to keep  an in cre a s in g  

part o f th e ir  tran saction s  and p reca u tion a ry  b a la n ces  in  the 

fo rm  o f sav in gs  d ep osits  at c o m m e r c ia l  banks, o r  sh a re s  in 

savings and loan  a s so c ia t io n s , or  c e r t i f ic a te s  o f d ep os it , o r  

T re a s u ry  b i l ls ,  o r  other in co m e -e a rn in g  liqu id  in stru m en ts . 

M o r e o v e r , as y ie ld s  v a ry , m any ind iv idua ls  and b u s in ess  f irm s  

have b e c o m e  a ccu sto m e d  to sh ift th e ir  liqu id  r e s o u r c e s  freq u en tly  

am ong th ese  a s s e ts . The re su lt  is  that no s in g le  co n ce p t  o f  m oney 

now con vey s  adequately  the spen dable funds h eld  by the p u b lic .

The b eh a v ior  o f the n a rro w ly -d e fin e d  m on ey  supply ,

Mj_> can p ro v e  to be a m islea d in g  gu ide to the d e g re e  o f  m on etary  

ea se  o r  r e s tr a in t . F or exam p le , in p er iod s  o f  d eclin in g  e co n o m ic  

a ct iv ity , w eak n ess  in tra n sa ction s  dem ands fo r  cash  and in 

b u s in ess  and con su m er  dem ands fo r  c re d it  w ill  tend to s low  the 

grow th  o f M i . But during such p e r io d s  m ark et ra tes  o f in te re s t  

u su a lly  d e c lin e  and stim ulate fa s te r  ra tes  of grow th  o f co n s u m e r - 

type d ep osits  at banks and nonbank th r ift  in stitu tion s.
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F o r  exa m p le , until re ce n t  w e e k s , the grow th  o f  M j 

s in ce  last su m m er has b een  quite m o d e st . The annual rate 

o f  in c re a s e  in this m e a s u re  o f m on ey  w as 1 . 6  p er  cen t during 

the th ird  qu arter o f  1974, 4. 6 p e r  cen t in the fou rth  q u a rter , 

and 3. 5 p er  cen t in the f ir s t  qu a rter  o f  this y e a r . O ver  this 

t im e  span, h o w ev er , the annual rate o f  grow th  of co n su m e r  - 

type tim e d ep osits  at c o m m e r c ia l  banks in c r e a s e d  fr o m  7. 1 

p e r  cen t during the th ird  qu a rter  o f 1974 to 1 2 .7  p er  cen t in the 

f ir s t  quarter o f 1975. The im p rov em en t in d ep osit in flow s to 

nonbank thrift institu tion s - -  that is ,  m utual savings banks, 

sav in gs  and loan  a s s o c ia t io n s , and c r e d it  unions - -  was even  

m o r e  p ron ou n ced .

During p e r io d s  of e co n o m ic  exp an sion , the b eh a v ior  o f 

M j m a y  again  be m is le a d in g . At such  t im e s , la rg e  dem ands 

fo r  c r e d it  and m on ey  a re  lik e ly  to stren gth en  the grow th  o f 

M j ,  but in te re st ra tes  w ill tend to r is e  and th ereby  cu r ta il the 

flo w  o f in te r e s t -b e a r in g  d ep osits  to banks and savings in stitu tion s. 

A  m on eta ry  p o l ic y  fo rm u la ted  on the b a s is  o f  a lone w ould 

ig n o re  the p r e s s u r e s  o f  d is in te rm e d ia tio n  that d eve lop  in p e r io d s  

o f  e co n o m ic  exp an sion , and thus th reaten  fu rth er  dam age to the 

m o r tg a g e  m a rk et and to the h om ebu ild in g  in du stry .
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In an e ffo r t  to avo id  e r r o r s  o f this kind, the F e d e r a l 

R e s e r v e  takes into accou n t the b eh a v ior  o f  a v a r ie ty  o f m on etary  

and c r e d it  a g g reg a tes  in con du ctin g  m on eta ry  p o lic y . W e a lso  

pay c a r e fu l  attention  to the con d ition  o f fin a n cia l m a rk ets  — 

that is , to m ovem en ts  in in te re st  ra te s , lending te r m s , the 

liqu id ity  n eed s  o f b u s in e sse s  and fin a n cia l in stitu tion s , and 

other v a r ia b le s , including the in tern ation a l va lue o f the d o lla r , 

a ll o f w h ich  m u st be g iven  w eight in  the con d u ct o f  m on e ta ry  

p o lic y .

In clu ded  with m y  statem ent today a re  fou r ta b le s . Tw o 

show  the r e c e n t  beh avior o f  a num ber o f the p r in c ip a l m on eta ry  

and c r e d it  a g g re g a te s , and the o th ers  show  the re ce n t  beh a v ior  

o f the v a r io u s  com pon ents of the s e v e r a l  m e a s u re s  o f  m on ey .

Let m e d e s c r ib e  b r ie f ly  what is e n co m p a sse d  in each  of 

th ese  m o n e y  and c r e d it  m e a s u r e s . M j,  as I have a lre a d y  noted, 

in clu d es  c u r r e n c y  in c ir cu la t io n  plus dem and d e p os its  at c o m 

m e r c ia l  ban ks. M 2 is d e r iv e d  by adding to M^ the t im e  d ep osits  

at c o m m e r c ia l  banks oth er than la rg e -d e n o m in a tio n  n eg otia b le  

c e r t i f ic a te s  o f  d ep osit  (C D s). M 3 is obtained  by adding to M 2 

the tim e and savings d ep osits  held  at nonbank th rift institu tion s -• 

that is , sav in gs  banks, savings and loan a s s o c ia t io n s , and c re d it
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u n ion s. is obta ined  by adding la rg e  CD s to M 2 ; Mg is d e r iv e d  

by  adding la rg e  CDs to M g. T h is la st m e a s u re , M^, is the 

m o s t  co m p re h e n s iv e  o f this grou p , fo r  it in clu d es  the c u r r e n c y  

hold ings o f the p u b lic  p lus d ep osits  at a ll fin a n cia l in stitu tion s. 

F in a lly , the c r e d it  p ro x y  in d ica tes  the funds that m e m b e r  banks 

o f  the F e d e ra l R e s e r v e  S ystem  have a v a ila b le  fo r  lending, and 

is  thus an in d ica tor  o f changes in th e ir  tota l loans and in v estm en ts .

E ach  o f  th ese  m agn itu des r e f le c t s  a d iffe re n t d im en sion  

o f m on eta ry  p o lic y . F o r  exa m p le , the ann ualized  grow th  rate  

o f M j in the f ir s t  qu arter  o f this yea r was 3. 5 p er  cen t, as 

noted  e a r lie r .  G row th in the c r e d it  p r o x y  w as m a rg in a lly  

lo w e r  - -  re fle c t in g , in p a rt, an ou trigh t d e c lin e  in the outstanding 

v o lu m e  o f CDs and n on d ep osit l ia b ilit ie s  o f m e m b e r  banks. T he 

oth er m e a su re s  o f m o n ey , on the oth er hand, show  grow th  ra tes  

in the 7 to 10 p e r  cen t ran ge , o r  about as h igh  as in 1973.

Of la te , th ere  has been  som e c o n c e r n  in the C o n g re ss  

and e ls e w h e re  that su p p lies  o f m on ey  and c r e d it  w ere  not g row in g  

ra p id ly  enough. T h is judgm en t, b a sed  la r g e ly  on the b eh a v ior  

o f  M j ,  cou ld  have been  av o id ed  by taking a m o r e  co m p re h e n s iv e  

v ie w  o f the e c o n o m y 's  needs fo r  m on ey , c r e d it ,  and liqu id  a s s e ts ,  

and how  these needs a re  m e t by  our c o m p le x  fin a n cia l sy s te m .
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We in the F e d e ra l R e s e r v e  r e c o g n iz e  that the grow th  

ra tes  o f m on ey  and c re d it  that a re  ap p rop ria te  at any m om en t 

o f tim e depend on underlying e co n o m ic  con d it io n s . At p re se n t, 

our nation  is  exp er ien c in g  v e r y  high ra tes  o f  u n em p loym en t and 

id le  in d u stria l ca p a city . Thus, even  though an upturn in b u sin ess  

a ct iv ity  m a y  be near at hand, the r e s to ra t io n  o f fu ll em p loym en t 

o f  our la b o r  and cap ita l r e s o u r c e s  w ill rem a in  a ce n tra l o b je c t iv e  

o f  pub lic  p o l ic y  fo r  m any m onths to c o m e .

The F e d e r a l R e s e rv e  S ystem  is p re se n t ly  seek in g  a 

m od era te  ra te  o f  expan sion  in the m on eta ry  and c r e d it  a g g re g a te s . 

We b e lie v e  that the c o u r s e  we a re  pursu ing w ill p ro m o te  an 

in c r e a s e  in o f  betw een  5 and 7 - 1 /2  p e r  cen t o v e r  the tw elve 

m onths fr o m  M arch  1975 to M arch  1976. T h is is a ra th er  high 

rate  o f exp an sion  by h is to r ic a l stan d ards , but it is not too  high 

when id le  r e s o u r c e s  a re  ex ten sive  and financing needs s t ill  

r e f le c t  r is in g  p r ic e s .

A grow th  rate o f M^ in the range o f 5 to 7 -1 /2  p e r  cent 

w ould , we b e lie v e , be a cco m p a n ie d  by  h igh er ra tes  of in c r e a s e  

in the other m a jo r  m on etary  and c r e d it  a g greg a tes  - -  ranging 

fr o m  8 -1 /2  to 1 0 -1 /2  p er  cent fo r  M 2 , 10 to 12 p e r  cen t fo r  M 3 , 

and 6 - 1 /2  to 9 - 1 /2  p er cent fo r  the c r e d it  p ro x y . In cre a s e s  of
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this o rd e r  o f m agnitude w ould im p ly  a good  in flow  o f d e p os its  

to nonbank in te rm e d ia r ie s  and a re la t iv e ly  am ple  supply  o f 

m o rtg a g e  funds.

T h ese  ra tes  o f m on eta ry  and c r e d it  exp an sion  a re  

su ffic ie n t , w e b e lie v e , to fin an ce  a v ig o ro u s  e co n o m ic  r e c o v e r y .

If p ast e x p e r ie n ce  is  any gu ide, the stren gth  o f the r e c o v e r y  

w ill  depend p r in c ip a lly  on the w illin g n ess  o f  the p u b lic  to use  

e x is tin g  m on ey  b a la n ce s , ra th er than on the grow th  rate  o f  the 

m o n e y  stock . The f ir s t  few  qu arters  o f  a c y c l i c a l  r e c o v e r y  in 

b u s in e ss  a ctiv ity  ty p ica lly  w itn ess  in c r e a s e s  in the tu rn over  o f 

m o n e y  that a re  m uch  la r g e r  than the rate  o f  r is e  in the m on ey  

s to ck . T h is c h a r a c te r is t ic  o f  b u s in e s s -c y c le  e x p e r ie n ce  is  o f  

v ita l im p orta n ce  to m o n eta ry  p o lic y  and m ust n ev er  be n e g le cte d .

We re c o g n iz e  that our ca p a c ity  to f o r e s e e  the future is  

v e r y  lim ited , and that our co n tr o l o f the m o n e ta ry  and c r e d it  

a g g re g a te s  is im p e r fe c t . The grow th  ran ges  fo r  the a g g re g a te s  

w e have set out to a ch iev e  m ay  need to be  ad ju sted  in one w ay 

o r  an oth er. New in form a tion  on e co n o m ic  and fin a n cia l d e v e lo p 

m en ts b e co m e s  a v a ila b le  d a ily , and the c o u r s e  o f m on eta ry  

p o l ic y  m ust th e re fo re  be re a p p ra ise d  con tin u ou sly . In an 

e co n o m y  as dynam ic as o u r s , su b ject to u n fo re se e n  d eve lop m en ts  - -
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such as a m a jo r  bu sin ess  fa ilu re  o r  a d isru p tion  o f e n e rg y  

su pplies  - -  the e co n o m ic  and fin an cia l ou tlook  can  change 

qu ick ly  and d ra m a tica lly . The F e d e r a l R e s e r v e  m ust stand 

rea d y  to m ake p rom p tly  such adaptations in the c o u r s e  o f 

p o lic y  as m ay  be needed to m in im ize  e co n o m ic  and fin a n c ia l 

d iff ic u lt ie s . The B oard  and the F e d e r a l Open M arket C om m ittee  

th e re fo re  m e e t  frequ en tly . Thus, w hile  I have given  you  our 

p re se n t v iew s  on the a p p rop ria te  ran ges  of grow th  in the 

m on eta ry  and c r e d it  a g g re g a te s , th ese  v iew s  m ay  need to be 

m o d ifie d  a m onth or two fro m  now .

The ra tes  of grow th in m o n e ta ry  and c r e d it  a g g re g a te s  

p re se n t ly  d e s ir e d  by the F e d e r a l R e s e r v e , w hile  a p p ro p ria te  in 

the p re se n t  en v iron m en t, cou ld  not be m aintained  in d e fin ite ly  

w ithout running a ser iou s  r isk  o f r e le a s in g  new  in fla tion a ry  

p r e s s u r e s .  A s  the e con om y  retu rn s to h igh er ra tes  o f r e s o u r c e  

u tiliza tion , it w ill be n e c e s s a r y  to red u ce  the ra te  o f  m on eta ry  

and c r e d it  expan sion , so  that the b a s is  fo r  a la stin g  p r o s p e r ity  

is la id .

Let m e rem ind  this C om m ittee  that the p r in c ip a l cau se  

o f the cu rre n t  r e c e s s io n  is  our e a r l ie r  fa ilu re  to b r in g  in flation  

under c o n tr o l. A s the p a ce  o f in fla tion  qu ickened  in re ce n t  y e a rs ,
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the seed s  o f  r e c e s s io n  w e re  sow n a c r o s s  the e co n o m y . R is in g  

p r ic e s  e ro d e d  the p u rch a sin g  p ow e r  o f  w o r k e r s ' in co m e s  and 

sa v in g s . M an ageria l p r a c t ic e s  o f b u s in ess  e n te r p r is e s  b e ca m e  

la x , p ro d u ctiv ity  lan gu ish ed , and c o r p o r a te  p r o fit s  d im in ish ed  

a fa c t  that b u s in e ssm e n  w e re  s low  to r e c o g n iz e  b e ca u se  o f 

fau lty  accounting tech n iqu es . New h o m e s , r e c re a t io n a l 

d w e llin g s , and con d om in iu m s w ere  bu ilt on  a s ca le  that g re a t ly  

e x ce e d e d  the underly in g  dem and. In ven tories  o f raw  m a te r ia ls  

and oth er su p p lies  p ile d  up, o ften  at a r e c k le s s  p a ce , as 

b u s in e ssm e n  r e a c te d  to  fe a r s  o f  sh orta ges  and s t ill  h igher 

p r i c e s .  C re d it  dem an ds, both  p u b lic  and p r iv a te , s o a re d  and 

in te re s t  ra tes  r o s e  to u n p reced en ted  h e igh ts . C o m m e r c ia l 

banks b e ca m e  o v erex ten d ed ; the quality  o f loan s tended to 

d e te r io r a te , and the ca p ita l p o s it io n  o f  m an y banks w as w eaken ed .

T h ese  b a s ic  m a lad ju stm en ts  a re  now  being w ork ed  out o f 

the e c o n o m ic  sy s te m  by  r e c e s s io n  - - a  pain fu l p r o c e s s  that co u ld  

h ave  been  avo id ed  if  the in fla tion  had not gotten  out o f  c o n tr o l. 

F ortu n a te ly , the rate  o f  in fla tion  has d e c lin e d  su bsta n tia lly  in 

r e c e n t  m on th s, but the b eh a v ior  o f p r ic e s  is  s t il l  u n sa t is fa c to ry . 

T h e g en era l p r ic e  le v e l  s t il l  a p p ears  to be r is in g  at a 7 to 8 p e r  

cen t annual ra te ; w age in c r e a s e s  continue to  e x c e e d  by  a w ide
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m a rg in  the lo n g -ru n  trend o f p ro d u ctiv ity ; and in te re st  ra te s  

rem a in  at high le v e ls  by h is to r ic a l  stan dards. The m en a ce  

o f in fla tion  is by  no m eans behind us. D efeat o f in fla tion a ry  

fo r c e s  m u st th e r e fo r e  rem ain  a m a jo r  goa l o f p u b lic  p o l ic y .

The F e d e r a l R e s e rv e  is  f ir m ly  com m itted  to do what 

it can  to r e s t o r e  gen era l p r ic e  s ta b ility  in  this cou n try . The 

F e d e ra l R e s e r v e  is a lso  f ir m ly  com m itte d  to r e s t o r e  fu ll 

em p loym en t in  this cou n try .

D uring the next y e a r , this nation  can , and I b e lie v e  it 

w ill, m ake p r o g r e s s  tow ards the a ch iev em en t o f both  o f  these 

o b je c t iv e s . T he im m edia te  need is  to get the e co n o m y  m ovin g  

again . But as we go fo rw a rd , I hope w e w ill be m in d fu l o f the 

dam age that has been  w rought in our e co n o m y  by a llow in g  

in fla tion  to get out o f c o n tro l, and that w e w ill deal r e s o lu te ly  

w ith the s e r io u s  lo n g e r -ra n g e  e c o n o m ic  p ro b le m s  fa c in g  our 

cou n try . A  b e tte r  m e a su re  o f d is c ip lin e  is needed  in  F e d e r a l 

fin a n ce s . T he p r o g r e s s iv e ly  d im in ish in g  fra ct io n  o f the national 

in co m e  that g o e s  to p eop le  who w ork  and in vest r e q u ire s  sea rch in g  

scru tin y . R eg u la tory  p r a c t ic e s  that w eaken p r iv a te  e n te rp r is e  

need  to be re la x e d  or  scra p p e d . W ays m ust be  found to stim ulate 

p ro d u ctio n  o f  en erg y  su p p lies , to in c r e a s e  in cen tives  fo r  expan sion
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and m o d e rn iza tio n  o f  p ro d u ct iv e  ca p a c ity  in  other lin e s , and 

to strengthen  the state o f b u s in e ss  fin a n ce s .

A ttention  to these lo n g e r -r a n g e  p ro b le m s  is  e s s e n t ia l; 

fo r  the c r i t ic a l  task  now  fa c in g  our cou n try  is  not on ly  to 

en co u ra g e  the p r o c e s s  o f e c o n o m ic  r e c o v e r y ,  but a ls o  to bu ild  

a s o lid  foundation  fo r  ou r n a tio n 's  e c o n o m ic  fu tu re .

❖ ❖ -I'
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Table 1
Growth in  Measures o f  Money and Credit 

(Seasonally Adjusted Per cent Change, at Annual Rates)

Ml M2 M3 M4 M5 Credit Proxy

A nnually:

1972 8.7 11.1 13.2 12.5 14.0 11.3

1973 6.1 8 .8 8.8 11.6 10.6 10.4

1974 4.7 7 .4 6.8 10.8 9 .1 10.2

Q uarterly:

1974 I 5.5 9.3 8.9 10.9 10.0 8.2

I I 7 .0 7.9 6.8 15.4 11.6 20.4

I I I 1.6 4.5 4 .0 6 .0 5 .1 6.7

IV 4.6 7 .0 7.0 9.2 8 .6 4.2

1975 I 3.5 8.5 10.3 7.2 9.2 3.1

N ote: These percentage rates 
o r  qu arterly  p eriod s .

o f  growth 
Percentage

are ca lcu la ted  from average le v e ls  
rates o f  growth based on qu arterly

in  la s t  months o f  the annual 
average data would show a

somewhat d if fe r e n t  pattern .
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Table 2

Levels o f  Money and C redit Measures 
(Seasonally  A d ju sted , B il l io n s  o f  D o lla rs)

Ml M2 M3 M4 M5 Credit Ert

Year:

1972 December 255.8 525.7 844.9 569.7 888.8 406.4

1973 December 271.5 572.2 919.6 636.0 983.4 448.7

1974 December 284.3 614.3 982.5 704.6 1072.8 494.3

Q u arterly :

1974 March 275.2 585.5 940.0 653.4 1007.9 457.9

June 280.0 597.1 955.9 678.5 1037.2 481.2

September 281.1 603.8 965.5 688.7 1050.3 489.2

December 284.3 614.3 982.5 704.6 1072.8 494, 3

1975 March 286.8 627.4 1007.8 717.2 1097.5 498.1
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Table 3

Growth in  Components o f  Money Stock Measures 
(Seasonally Adjusted Per cent Change, at Annual Rates)

Annually:

1972

1973

1974

Currency

8.2

8.3

10.1

Demand D eposits

8 .9

5 .5

3 .2

Commercial Bank 
Time D eposits Other 

than CD's

13.5

11.4

9.7

Nonbank 
D epositary 

Claims 1 /

16.8

8 .9

6.0

CD’ s

31.0

45.3

41.5

Q u arterly : 

1974 I 

I I  

I I I  

IV

11.0

8.2

8.0

11.5

3.8

6.6

- 0.2

2.4

12.8

8.8

7 .1

9 .0

8.2

4.9

3.1

7.4

26.3

78.2

17.2 

25.9

1975 9.4 1 .7 12.7 13.1 - 2.2

1 / . D eposits in  mutual savings banks, savings and loan a sso c ia t io n s  and c r e d it  unions.

N ote: These percentage rates o f  growth are ca lcu la ted  from average le v e ls  in  la s t  months o f  the 
annual or quarterly  p e r iod s . Percentage ra tes  o f  growth based on qu arterly  average data 
would show a somewhat d if fe r e n t  pattern .
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Table 4

Currency

Y ear:

1972 December 56.9

1973 December 61.6

1974 December 67.8

Q u arterly :

1974 March 63.3 

June 64.6 

September 65.9 

December 67.8

1975 March 69.4

1/ D eposits  in  mutual savings

Levels o f  Components o f  Money Stock Measures 
(Seasonally  A djusted , B il l io n s  o f  D o lla rs)

Demand D eposits

198.9

209.9

216.6

Commercial Bank 
Time D eposits Other 

than CD's ______

269.9

300.7

330.0

Nonbank 
D epositary 

Claims 1 /

319.1

347.4

368.3

211.9

215.4

215.3

216.6

217.5

banks, savings and

310.3

317.1

322.7

330.0

340.5

loan  a s s o c ia t io n s ,

354.5 

358.8

361.6

368.3

380.4

and c r e d it  un ions.

CD's

43.9

63.8

90.3

68.0

81.3

84.8

90.3

89 .8
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