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Let pe sinsle vut a fow specific elemends
of the rext six o nine ronths in vhich you moy be
particularly interested:

1} Intzrest raides
2) Prices

3} The flow of commercicl burk firds

A sound way to approsch a dlscussion of these wabbers

is to try to understand vhere we awe &b preseat aond

‘how we got there; Wny did interest rakes rise as

they did in the pust 10 months? What has hompens
to the supply of comwerceiol vouk funds during this
perlod? Why did prices of gooils and sorviess risel
And hov 4id increases in tobtel demand for poodo and
pervices contribuie to rises in intersst rates ol
prices?

In oyxder that we noy asree on the Tacls
and heve some baskgrownd for englyniz, T shall
review the recent behuvior of a numbay of economic

indicators.
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JInterest Rates

Interest rates generally trend upward in
periods of economic expansion., Tais usunl behavior
of rising rates ceccurred from 1961 to 1965. In
1965, however, .ratcs begom to spurt upward rmeh
more rapidly than they had et any time during the
196)-65 period {Chart 1}. From April 1965 to April
1966, rates on boih highest-grade corporate bonds
and highest-grale state and local bonds increased
12 per cent. ‘Then from April to September 1966,
interest rates on corporate bonds rose 28 per cent,
while rates on state and local bonds juuped 36 per
cent. In recent weecks there has been some tendency
for interest rates to decline, as shown by the
chart.

What brought about these marked rises in
intereet rates? First, let us examine the demand
for loan funds.

Domand for Ioan Funds

Rising demand for loan funds has been
brought about primarily dy rising demend for goods
and gervices on the part of both the private and

Government sectors.
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Consuner spending for goods and services,
which had been rising at rates of about ¢ per cent
in 1965 and the first quarter of 1966, rose less
rapidly in the second quarter, dbut resumed 1ts high
rate of expansion in the third quarter. Retall sales,
a2 major part of consumer spending, were up sbout 8
per cent in September over a year earlier.

Business demards for plant and equipment
have risen sharply in 196G, with outlays for the year
now expected to surpass those in 1965 by about 17
per cent, Plant aad equipment spending during the
firat half of this ycar was up at an annual rate
of 18 per cent over the second half of 1965. Govern-
ment surveys of investuwent anticipatlions for the
gecond half indicate continued advance but at a
somewhat slower rate.

The major upward thrust to total demand
has come from Govermnments, Demands for goods and
services by Federal, state, and local Governments,
which accelerated in the second half of 1965,
continued to advance in the first half of 1966,
Aveilable evidence indicetes that these demands are

intensifying in the second half of 1966, The
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Viet Nam conflict is probably beosting defense
expenditures even more rapidly in the lazt half
than in the first helf of this year. Defense
expenditures in the third guarter were up $4.2
billion {annual rate) from the second guarter.

In addition, the Federal Government has continued
to expand its welfare programs; the growth of
Medicare payments 1s an example ol this expansion.
The Medieove Program will show less quarter-to-
quarter change subsequently, but increases in

defense spending -are expected to continue.

Supply of Funds

The increase in interest rates has
;probedly come Lrom the jump in demand for lean
funds, not from a restriction on gupply. At
least it did not result from eny Federal Reserve
restriction of money and credit before last April.
From June 1964 to April 1966, Foderal Reserve credit
grev at an aumnual rate of 10.3 per cent, bank rescerves
5.4 per cent, bank credit 9.7 per cent, and the
money supply 5.2 per cent. These do not appear

to be restrictive rates of grouth.
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It was sald that thz Federal Reserve was
& major factor causing higher interest rates vhen
the discount rate and the Repgulation @ ceiling were
raised in early December 1965. HNHowever, interest
rates had already been moving up strongly for
several months prior to these actlons. In the lasgt
half of 1965 Treasury bill yiclds had moved above
the discount rate. Also, practically every other
market interest rate had trended strongly upward.
Tre ddscount rate and the Regulation Q ceiling were
adjusted upward only after market rates had moved.

We £ind then that monetary restralnt wvas
Yot & factor in the tighiness of credit merkets
and that interest rates moved up becouse of the
great demand for loan fumds.

It is true that this picture has changed
since April. HMonetary developments since then have
helped restrain inflationary pressures by limiting
the ability of banks to extend credit. The Federal
Reserve influences the banking system's ability to
expand credit by aliering total reserves through
purchases or sales of Government securities in the
open market. Federal Reserve purchases of securities
expand nember bank reserves, vhile sales contract

regerves.
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Pederal Reserve holdings of U. 8. Govern~
ment securities have expanded at a 4 per cent annual
rate since April, compared with an increase of 8
per cent from April 1965 to April 1566 and a 10 per
cent aversge annwal inerease from 1961 through 1965.

Total merber bank reserves (adjusted for
reserve requirement changes), reflecting the reduced
rate of net Federal open market purchases and other
factors, have declined at a 2.2 psr cent rate sinee
April, compared with a 5 per cent increase in the
vear ending in April and a 4 per cent average rate
of increase from 1961 through 1055. Reserves availle
able for private demand Coposits hiave declined at
& b per cent annual rate since April, compared with
an inerease of % per cent in the preceding year and
an aversge rate of 1.5 per cent from 1961 to 1965.

In line with these monetary developments
tending to limit the ebility of banks to expand
eredlit, bank credit oubstanding inereased only
slightly from July to October. Growth in total
loans has moderated since Julys business loans have
risen at a much slower pace than earlicr in the

year {Chart 10).
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Refleeting the course of bank reserves,
the nmonoy supply, 8s measured DY checking accounts
plus currency, deciiped gt a 1.5 per cent annual
rate from April to Oclober.

The cosbination of fiscal ease and monetary
restraint, with Govermaent spending and borrowing
continuing to rise while key monetary varisbles
contracted, led to the acceleration in the rise of

Intereat rates froa Aprild to Scplember.

Tae Behavior of Frices

Total demand has been expanding more
rapidly than the ability ol the economy to produce.
Total demand for goods and services rose 9.4 per
cent for the year ending in the fourth quarter of
1965, while the rate of growth of real product was
only 7.5 per cent. From the fourth quarter of 1965
to the third quavter of 1606, total demand vose 7.7
per cent, while the rate of growth in real product
wvas only 3.8 por cent (Chart 3).

As the economy approachkes full ytilization
of its resources, 1is gbllity to expand real
output 1s limited to growth in lsbor, cepitel,

and technology. Thls growth rate is cwrrently
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estimated to be ebout the same as the 3.8 per cent
rate of growth in proluction experienced this year.
Hence, the rate of growth of industrial production
and employment fell from 1665, when producers were
eble to drav upon unemployed resources. In 1966,
virtually all factors of production were being
utilized. Industrial production grew 9 per cent in
the year ending in March 1566, and at a 6.4 per cent
rate from March 1966 to September 1966. Tae rate
of grouth of total employment has Tellen from 3.4
per cent for the year ending in .Decem‘uer 1965 to 1.2
per cent from Decenmber 1565 to October 1966.

Increases in total demand beyond the
capacity of the economy to increese real product
lead to increases in prices. From October 1955 to
September 1966, consumer prices rose at an annval
rate of 3.7 per cent, compared with & rate of 1.7
per cent for the period Junc 196% to October 1965
and only 1.2 per cent for the period 1958 to June
1964 (Chart 2). The increase in vholesale prices
has beén even more pronounced. In the year ending
in October 1966, vholesale prices increased 3 per
cent, compared with a rate of 2.3 per cent for the
period June 196% to October 1965 and virtual stability

from 1958 to 1964
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Prospects for Interest Rates -and Prices

On the basis of information that we have
~now, what may we oxpect the course of interest rates

and prices to be over the next fou monthat

Bo long as the basic supply end demand
pituation with respeet to loen and investrent funds
produces high general interest rates, it is neces-
sary for the commercial banks to go along with these
trends. 3Banks must both pay high rates and charge
high rates if they are to perform their function in
the sconomy. Interest rates serve the function of
allocating & limited supply of investeble funds
| among conpeting uses. Vhen demand rises faster
than supply, interest rates gro up and some projects
must be postponed. In some ways the high and
increasing general level of interest rates is
disruptive and undesirable, but the alternative of
creating enough Tunds to held interest rates low
would be even move disruptive and undesirzble, as
other prices would be forced up.

Bince last fall, commereisl benks and
other financilal intermediaries have had difficuliy
attracting time and savings deposits. Linitations

on the interest rates paid or chorged by these

-
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institutions meen that funds will flow through
other avenues, notably the open market, DBig
borrowers and big savers have betber access to the
open market than szall borrovers snd savers, and
thus the sllocation of funds has been affected by
interest rate limitations.

In sumation, total demand for goods and
services expanded dwring the past year at & faster
rate than the ability of the economy %o profuce
them, This raplid increase in total demand was
imparted primarily by & stimdative Federal fiscal
policy. Piscal actions were more stimulative in
the year ending in the cecond quarter 1966 than in
any year in ever a decade.

Priges have increased rapidly in response
to total demand expansion beyond the copacity of
the economy to produce. Wholesale prices in October
were up 3 per cent over a year earlier. (Consumey
prices rose at more than double thelr rate of
increase in previous years.

Interest rates rose as demand for loan
funds Jumpsd in response to the rapid expansion in
‘total epending on goods and services., Prior to

April of this year, the Increase irn rates does not
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gprvear to have been due to réstrictive monetary policies,
Since April, howevez, monetery developuents have
helped restrain inflationary pressures by limiting
the ability of banks 4o extend credit, These
restrictive actions on the sunply of loanable funds
have placed further uprard pressure on Interest rates.

If the level of interest rates 1s 1o be
kept down, total denand for loonsble funds must
also be redvced. Publie policy can reduce demand
for loansble funds by reducing demand for total
product in the economy. This can be peeomplished
by & more restrictive Federal budget. Such a nolley
would permit graater wonetary expansion end reduced

Interest rates.
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