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HOIBY, SomuDii, AUD NOOTOMIC ACTIVITY

This byoad tople of dlocueslion cnablea us to do
several things: Flwsb, we con coasidor soiw problesus of
jmuediale tmportance $o you acd the natlon, Second, X egn
tell you sonething of offlcial deliberations relative to
natiornal monetory policy. Thind, it givos re an opportvuity
o obtoin your recchicon to sore of vy idens ab the Indoral
Reoscrve Ben% of St. Louwis relative to ceomonde sbokilization

policies and presedurac.

Drunad for Goode ond Seavicos

Introlucbory to o discession of current coohotice
ceaditions ,UI ohell enumart oa the wougy samly end the
noabional budged. There Foctove asrpavintly coatzbute to ths

volurx of ppending or tobel deoand for sonde and sorvices.

Movey
Toryohoat hustory, the quantity of money in eiroys

1abion haa been ecconleted with the lavel of prlecs. The
Ronan Maposror, larous Avroliue, in the Sceond Cexbury A.D.
inerenaed the guartity of mwney In clirecwlatioa by rolsinog
the copper cuubont of silver eolus, and severc infloblon

follouead.
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Rew gold dincoveries bhave been nssociated with
rioing prices in & meber of cases. Gorumany, follouwing
World Var I, sttempted %o sorvice its wortime debt by print-
ing excessive quantitics of curromy. By 1920 prices had
skyrocketed to 15 times their vartime poek. On the downward
side, our great depression of the 19305 is associated with
& reduction in the stock of moroy,

In the simple agricultural ecconomien predominent
in moat nations prior to about 1850, chenges in the woney
supply snd price level probably had litile effect on over-
2ll economic setivity. It did, however, alter the wealth
reintionships betueen dchlors and creditors. Money supply
ivercases and rising rrices luprove the lot of debtors at
the expense of ereditors. A decliniuy money cupply and lower
prices lncresse the weulih of eroditors et the expense of
those in debt, Eaployaeot and tobol outpubl, however, vas
probobly not greatly allected in these eocrly non-comercial
econcries by edther inflations or deflntions. Firms were
relatively small, a lorge portion of thoe people were self-
ermloyed, and the major proportion of & communlty's output
was used in the home or locally.

During the current century, howevar, we have began
to recognize that money plays e more important part in economle
activity. Grenter specisligzotion of produetion, koth ab the
patlonal and internationsl levels, has increased the Importance

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



-3 -
of exchanging goods and sorvices. Thus, the part played by
our medium of exchange, rnoney, has been enlarged. As
evidence of this risinz importance of rnoney, I have a chart
which indicates the rate of change in ihe noney supply and
the assoclated econonic convraction and expansion periods
from 1014 to 196%,

The experience of tre past Pifty years with respect
t0 changes in the nmoney supply, money plus time deposits, and
tinme deposlis alone is presented in Chart I. The top tier
shows montheto-nonth changes 1n the moncy supply expressed
in samual rates, The niddle and boltom tiers present similor
data for time deposits and for monoy pius time deposits.

HMost of my discussion today will focus on the money supply

ocaly. 'The shaded wertiesl bars on the charts denote periods

of econonic contrachion as determined by the Hational. Bureau

of Economic Research., %he light aress conversely denote periods
of economic expansion,

The time series shown have been exaomined for pericds
of wniforn rates of change ~ thot is, periods durdng which
there were no marked and sustaired chenses in the rates of
change. These periods are represented by the horizontal bars
on the chart.

Experience during the past 50 years indicates that
marked and sustained chenges in the rates of growth in elthey
nmoney or money plus tire deposits have usuzlly been Pollowed

by cyclical twrning poiuts (note top and botloas tier of
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chart). This would sctu to irdiecte tnwt increases and
decreases in the moncy supply have not been matched by cor-
responding increases and decreased In the demand for money.
Thus, the evidence is quibe sitrong thab changes ir the supply
of money have conbributed to significant corresponding
econotaic expansions and contrections.

The growbth rates of money have generally feclined
prior to business cycle pesks and have risen before cyele
troughs. Thie shows up moust vividly in the major contractiona.
For exemple, the 1920-21, 1926-33, aad 1937-33 econcnic
contractions slhow major changes in rade of growth of money
supply during the directional chanzes in ecconomic activity.

A compsrison of the top tler of tha chaort with the bottom
tler shows that, except for pericds of cconomic rcconversion
after World War I and World War II, the average rate of changé
of money deelined pricr to eight of the nine dbusiness cycle
weaks while the average rate of growth of money plus time
deposits decreased preceding seven ol the aine pesks,

The precise woy in vhich noney affects economic
activity is the subjoct of much: @iscussion. One group of
enalysts believes thal the major impact of a change in the
rato of grovth in the moncy supply is guite direct, They
econtend that the public is willing to kold a glven amount of
money at a given level of incoze and vealth. If the supply
of money is increased, however, the public has more moncy

than it denives to hold, and glven the levels of Income and
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wealth, spending will Incrysaze. Iduc lobor and other resources
will thus be put to work il they are nob already fully utilized.
If resource use is approschling cspacliy, the increased money
supply will, however, have 1ts primary impact on prices. In.
obher words, if everyone who vanle to work is elready employed,
an increase in the stock of money will have litile impact on
xeal oubput.

In the case of & contraction la the money supply,
this group believes thal people will have less rioney than
‘they want to hold, therelore, they will reduce spending in
an attempt to gain control of larger anounts, thus reducing
demsnd for goods and services., Employment and other resource
use will also tend to decline.

Another giroup of analysis belioves thot money has
its major impact on the cconomy through charging interest
rates. They point oub thalt an increase in the money supply
tends o reduce interest cates, making investment more
profitable. As investment in reel capitel rises, employment
rises and use of other resources are more fully ubilized,
thus boosting total cconomic setivity. Conversely, an
increase in interest rates tends to Inhibit investmont and
reduce economnle activity.

Although there roueins some dovbt as 4o precisely
how money effects ccononle activity, most analysts believe
that money is important and the body of evidence as indlcated
by the chart is impreseive in pointing up the assocciation of
money with economic activity.
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Fiscal Operations

Fiscal operations of the U. 8. Government are also
goenerally believed to have an important impact on spanding
and aggrepate demand. Govermment spoendipg In excess of intske
{taxea) tends to increase total spending and is considered
oxpansionory. On the othor bhand, Covernment spending at lowor
Jevels than the tax intake tends to daupen vgprogate demand
end contract economic activity.

Jmpact of Current Monstery and Fiscal Onerations on Total Demand

At this point 1% seong appropriabe 10 review recent
roneteaxy and fiscal cctions and malie some julgnonts as to their
impact on tolal demand in reconbt mounths,

Monetory Developronts

Monetary achions have been very expansionary since
mid-1965 (Chart II). Mouney supply growth accelerated from
what vas glready & repid rate of expzusion.

The nation's woney supply (dcmend deposits plus
currency) hes grovn at a 7 per cenbt annusl rote since June.
This wes the fastest rate of exponsion for a seven-wonth
period in thirteen yeors., Money lncreaced at a 4 per cent
rate from Septonber 1962 to June 1965 and ot & 1.5 per cent
rate from 1953 to 1962,

Historically, sustained periods of strong nonebary
growth os indieated earlier have becn accampenied, with &
lng, by @ rise In spexding. Since the econouy is row fairly
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taut, an exceptionally reapid increude in spending could follow
the recent high rate cf menetary prowtb. In this case monehbary
growth might resuld more in price rises than in expansion of
real output.

The increosse in roney in the past half year has
been facilitated by on expansion in the wolume of bank reserves,
The growth of reserves that menber banks have availsble to
support private denand deposits, the largest component of the
money supply, has edvenced ot a 6 per cent annual rate since
nld-1965. This recent rate conpares with a 2.0 per cent rate
from September 1962 to nid-1965 end a 1.3 per cent rate from
1951 to 1962, A major factor in the recent gain of reserves

was net Federal Reserve purchasns of Government gecurities,

The Fiseal Situntion

The Government's spending and texing actiors in
the last half of 1965 vere the most stirmlative in many years
(Charts III and IV). Both the cash budget and the national
income and accounts budget show substonltial deficits.
Expansionary steps during 1965 include excise tax cuts,
increased soclazl security outloys, expanded domestic socicl
welfare programs, and higher than anticipated ontlaye
necessltated by the escalation of activity ip Vietnanm,

An expansiovnaery fiscel situstion is aslso in prospect
for this year. Rising Government expenditures may more than
offset the rocent tax increases. Increased soeial security

taxes, relnstated excilse taxes on aulomebiles and telephone
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service, and built-in inerezses in tncase tax recelpis will
yrovide some additional revonre. ¢z balance, however, the
Governnent's fiscal actions ere oxpieted to provide a stronger
stimidus to the econtny in 1956 then in itbe latbter half of
1965.

Fincal actions arve sorevhet less flexible than
monebtery actiong. The latier czn be altered quickly. It is
coumonly thought that Governuent cxpenditures; espoecially
those concerned with rational deferse; are not easily adspted
to the gonls of econoriic stabilization poliey. In other words,
such expesditwres gencrally tolia tep priority ouce Toreign
policy decisions have veon radce. Cnonses in tax rabtes are
perhaps the primary woy by which Piscol operations cen ba
adjusted to the ccononmic crwviromient. Houcver, since fteax
chonpes must be enacted by Conproes, they uoy be subjeet to
& considerable "legislative” axd "cduministrative” leg baityeen
need and cxearbion,

Brending and Production

Judgments relative to the ndequacy of totnl demond
eye made partlally on the basls of recont trends in spending
and production. Since last suzmer a broedly based rise in
ageregate demand, encouraged by expansionary policy develope
ments, has resulted in a large increase in output. Uhile
current dollar GIIP yrose ab un 8.7 per cent armual rate fron

the second to the fourth quarter of 1955, real GHP rose ot
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& 7 por cont rate (Chart V). ‘otal domsnd has been 80 great
that resource mmkets have tightened, mnd prieces, including
interest rates, have rigen.

The junp in the pation's rcal oubput of goods and
services at o 6 per cont zunual roate from the second to tha
fourth qusrter of 1965 ccaasares with e 4.3 por cent rate
from 1960 to 1964 ard o 2.% per cent rate fronm 1953 to 1960.

Prices

Prices moy be considered the measuring etock that
indicetes the dlvergencoe botwean spending and real mroduction.
If spending riges al o Toster rate thon oulpul of poods and
services, prices will rise. On the othoy hend, if epending
declines, resgurce wse and priccs will trend demard.

Part of the strony incyease in demand for goods end
services since last suanor has pilied over into price riscs,
indicating that the nobion's rescurees Tfor production are
epproaching full utilization., The inercase in U. S. vholesale
prices during the last yeax and & hall hos been a marked
departure from stability expericnced from 1956 to mid-196h
(Chort ¥I). Wholesale prices startad %o rise in mid-196h and
increased at a 2.4 per cent amwmnl rete to Septesber 1965.
Bince then thesa prices heve risen ot ebout 6 b por cent snmueld
rate. ‘'The rise in the price Indexes since nild-1964% has been
broadly based and hss been poced by shorp risea in prices of

sensltive industrial matorisls cnd of asricultural comwodities.
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Conswaer prices have gure uy ot a 2.8 per cent
annual rate since Ausuct compavred with a 1.4 per cent rate

of increasc froo 1953 to 1oGk.

Exploynent

Employnert 18 comonly uced as 6 msasure of the
lovel of recource une. Iue shrony increase in output in
racend months was mede possible In port by moxiked increases
fu employmont {Chart VIT). Payroll erployment rose at & 5.2
per cont anmual rate from June to Jamuary compored with an
averaze 1.8 per cent from 1960 to 1064, Total employxent
rose et & 3.9 per cent rabe fron June to Jenunyy compared
with a 1.k per cent rote froa 1950 to 196%.

Dotand Por Credit

Also Indicative of the owor-all strongth of the
economy are the rates of advanee of bark cvedit (Chart VIIL)
end interest raltes. Corporabicns have twrmed incressingly
to outside sources for investorat fuads. Tobal bamk credit
lese Covermzent pecuritlies has inercased ot the amnzingly
high rate of 13.k per cent ducing the pest 3.5 years. Rocent
data show no indication of a slackered poce in the rate of
eyedit ineyesse. Siate end local povernmentd heye conlinued
0 borrow heavily., Podergl budget developronts have precently
increased the Governuent's demand for funds. These rising

eredit dormnds have put prossure on bonks and coplial pariets,
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The vigorous luwying in thc U. 8. economy has put
upvard pressure on intorest rates {Chart IX). Higher interest
rales have resulted despite a lorce volwse of saving and the

rapid aonetary expansion.

Conclusion
In concluzion, shurp rises in nonsy and banking

reserves, and an expansive fiscal situztion, have helped to
anplify & strong rise in cconuade activity whidh began in
early 1951.

The inercase in epending as moasured by the dollap
valuc of goods and serviess has increased substantially, and
in recent gquarters the rase of galir has been unusually high.

Feal ocutput of goods axd services has incresscd
rapidly in recent months but &t 8 sosevhat slower rate then
tho rate of spendirg.

Part of the strong demand for goods and corvices
has thus spilled over into price Incrcases. 8ince Seplezbor
wholesale prices have riscn at ¢ 4.7 nor cent ermual rate.

Purther indication of the tighiening market on the
supply side wac the strong upnard push iz employment., Poye
roll cmployrent rosa ot a 6.8 por ecent onmusl rate from
Scptembor to Jamuery, end by year's end the wnermployment
rate had declined to 4.1 por cent, its lovest rete in almost
& deeade,

Translated Yo teras of nonetory polley ond interest
rates, current conditions roy bo analyred on the dasis of
three possibilities. Given a prospective expansive fiscal
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progren, & large pert of the burdes of mainiaining balanced
growth appeere to rest currently on monctery policy. If
forther restrietive actions becons necozsery, given the
great demand for credit, interest rates mey be pyshed sope-
vhot higher in equating auch demand wilh avaelldble supplies,

If current pslicics prove sulficient to curd Qemand
at reasonably stable prica levels, litile change in rates
would sppear proheble.

On the other hand, if demand should deelinoc substun~
+lally, which appears unlikely ab the woment, a more ¢xponsive
monebayy policy would tond to roduce rates. A move expansive
Fiscal policy would tend o pub uprard nrescure on rates,

These coheervetions st be fwther tempored by
vhatever developoonts tuhe place regending Federal cxpenditures
and taxes,



Money Supply and Time Deposits, 1914-1964
Annval Rates of Changs
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Money Supply
Compounded Annual Rates of Change

P2e(;' Cent Monthly Acverages of Daily Figures Per ceznof
Seasonally Adjusted
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U.S. Government Fiscal Operations
(+)Sueplus; (-}Deficit
Seasonally Adjusted Annval Rates

Billions of Dollars
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Consolidated Cash Budget

Billions of Dollars

Seasonally Adjusted Annual Rates

Billions of Dollars
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Spending and Production

Billions of Dollars

Quarterly Totals at Annual Rates

Billions of Dollars
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{2 GNP in 1958 dollars.

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

1963 1964

1965 1966

Prepared by Federal Reserve Bank of St. Louis



Prices

Index index
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Status of the National Labor Force
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Total Bank Credit Less Government Securities

Compounded Annual Rates of Change
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Latest data plotted: Jonuary
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Bars on chart are periods of no marked ond sustained changes in the rates of change.
Percentages are annval rates of change between months indicated.



Yields on Selected Securities
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