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Much of the enthusiasm for "fine tuning® the economy

2

developed Tollowing the faoC cut of 1984, Although the economy had

been expznding for several years, a significant volume of resources

vemained unemiployad, [t was widely fell that addiijonal
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was desirable. Afier much persuasion, Congress cut taxes al a
time when suastantial budget deficits already exisied {an almost
unheard of experimentl. Shortly thereafier, increases in spending,
production, employment and income began to accelerate about as
the advocates had predicied.

The degree to which the tax cut in mid-1984 was respon-
sible for the guickening in economic activity will not b2 examined
here. Suffice it to say that about & month after the tax cut was enacied
the Tonkin Guif affair occurred énd a mejor build-up for Vietnam fol-
lowed to put heavy claims on our productive resources. Also, mongtary
actions had turned more stimulative atout mid-1964.

The enthusiasts for controlling the economy within narroy
limits would not admit cther explenations. They had advocated a
policy; it was adopted, and the expecied results followed. For them
a new era had, indeed, dawned. 11 was overlooked that although
this action was initially advocated in the "Economic Renort of the
President in January 1982, and would have hzen even more apnro-
priate at that time, it was not made effective until twe and cne-half

years later in mid-1964.
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Some advocates of 'fine tuning” ty fiscal actions are
becorning disitlusioned on tiis timing-issue. [t was a slow and
tedious process to get Congress o enact the tax cut, but it seems
even more of a task 1o obiain a tax increase. Since late 1965 the
economy has obviously needed { IScaI restraint (a tex increase or
less Government spending!, but Congiess has not acted. 1t is now
becoming evident that I.my, welfare, and political considerations
prevent measures d“sn' e for overali econoimic stabilization from
being adopted to the propar ex’tehi and at the appropriate time.

As a result of this recent exverience, more reliance is
being placed on the role of monetary policy in "fine tuning" the
economy. Here, it is alleged, is a tool whose managers arge experts
in stabilizetion. They meet almost continuously and are able to
adjust their actions very finely. It is believed that they have few
other responsinilities to distract their atiention, There has also
bsen a revival in confidence in the power of the monetary mechanism
after its virtual (iemise in the "thirties and 'forties. Did not the
economy slow in early 1967 following @ period of monetary restraint
despite a very stimulative Federal budget? Let us now examing the
problems encountered in "fine tuning" the economy by the monetary
mechanism during 1957 and early 1958.
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Monetary growih during 1967 wes very rapia, the largest
in over two decades. From Jenuary 1967 10 January 1948 total
reserves of membar banks increased 13 par cent. By coinparison,
reserves rose &t an average 3 per cent annuzl rate from 1857 to 1964.

The money supply of the country -- demand deposits plus
currency -- went up.7 per cent in the twelve months ending this
Jenuary. From 1957 {0 1966 money rose at an average annual rate
of 2.4 par cent.

Total commercial bank credit ouistanding increased 11
per cent from January last year 10 January this year. By comparison,
bank credit grew &t 7 per cent per year from 1957 to 1986.

By most aggregate measures this country experienced
twere extremely expansionary from early
last year until early this year. In evaluating the contribution of
these conditions to economic stanbility, one must also examine cther
forces acting on the econoiny during this period, such as fiscal
measures. Then, too, the performance of the economy ilself
must ba reviewed,

Fiscal actions of the Government were extremely ex-

pansionary in 1967 and early 1968. Spending rose for both the
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war and welfare prograims, while tax rales remained essentially
unchanged. The high employment budget, which separates the
effect of discretionary Governmental actions on the economy froim
the effects of tihe econemy on the budget, was at ils most stimuiative
leval since World War 11---over $11 pillion in deficit, Preliminary
dala indicate that the deficit continued near this level in early 1048,
This is about $10 billion maore stimulative than in the 1955 period,
and over %20 pitlion more expansionary than the average of the

1960 through 1985 period,

At the beginning of 1967, following nine months of
monetary restraint, economic activity was on a plateau. Total
spending for goods and services rose at a 2,2 per cent annual rate
from the fourth quarter of 1964 1o the first quarier of 1967, the
slowest rate for a quarter since the last recession in 1953, Real
production of gcods and services actually declined very slightly
during this same guarier.

In the late spring of 1957, economic activity began
expanding, as expected when both monetary and fiscal develonments.
are very expansionary. At first, the upturn was slow and hesitant,

but as the year progressed it gained momentum.
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Total demand for goods and services has been rising at
about a 9 par cent annual rate since early last summer. Sharpest
increases have been in cutlays by businesses and Governments,
but consumer spending has also climbed despite much talk of a
higher saving rate.

Real output of goods and services has gone up at about a
5 per centannual rate. Since productive capacity has risen at a
rate of apout 4 per cent, unemployment has been reduced, Women
have been attracted into the labor force, and idle plants have been
put into operation. Many {irms are operaiing el near effective canqcuy

The sharper rise in spending than in productive capacity
has placed upward pressures on prices, caused a worsening in the
nation's balance of payments and ericouraged international speculation
against the dollar. Since the second quarter of last year, the cverall
price index, the GNP deflator, has risen at a 4 per cent annual rate.

Most economists agree that total spending on goods and
services has been excessive since last fall. Why, we might ask,
was monetary action continued at such a stimulative pace while
the economy was overheating and developing excesses and imbalances?
The answer to this question may provide some insight into the

ability to “'fine tune' the economy by monetary action. To respond
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{o this crucial question, iet us examine sevarel subperiods of the
past 15 months.

The first period might cover January through June of
1957, In retrospact, it appears that expansionary monetary
actions were entirely appropriate in this period, contrisuting to

optimum utilization of our rescurces. As noted previously, the

economy paused in early 1967, Production declined, and many
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thought the country was on the threshold of recession. in the
April 1957 issue of the St. Louis Bank Review the question of "Economic
Plateau or Downturn?" was examined with the conclusion that “inis
question cannot be conclusively seitled et this time (sarly Aprith."
In view of the slack in the economy and the widespread fear of a
recession, historians will no doubt concluda thal the stimulative
monetary actions during early 1967 were appropriale.

A second period might run from sometime in June to
late November of 1967, During this period spending accelerated
rapidly. Even though there was a major auto strike, output rose,
unemployment declined, and Infiationary pressures intensified.
Most analysts concluded that the economy was developing excesses.

Nevertheless, monetary actions continued to be very expansicnary.
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As early as the Mzy 23 meeting of the Federal Opan
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Mariet Commiitee, the pubiished record quotes me as having
"expressed the view that monsiary policy had been highly stimulative
thus far in 1967, that fiscal policy was providing an increasing
stimulus, and the economy vias. responding relatively quickly.

On the ground that a marked increase in demands for goods

and services was likely later in the year and that monetary actions
had their main efiects after some time-lag, 1 theught some firming
in the money market should be sought now {6 guard against the
development later of excessive demands and associated inflationary
pressures.”

Why, then, did money developmenis continus to pe
stimulative in the summer and fall last year? In shori, ths
monelary managers faced a farge number of other issues which
placed constrainis on their actions

The first constraint was one of knowledge. During the
summer months, analysis could not agree on vthether of not economic
activity was quickening. Dala are available only afier a cne or two

month lag, and since most econontic time series contain irregular
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fluctuzations, it is dangarous to rely on figures for only one or 4wo
months as a signzl for the deginning of 2 new trend, My statement
in May was based chiefly on past relationships of expansionary
monetary and fiscal actions 10 changss in the growth rates in
spending. There viere few solid business statistics to supp’dri the
belief of an economic upturn during the early summer. Therefare,
| cannot criticize others who had honest differences of opinion
on the course of the economy for ret2ining the policy of continued
monetary expansion in the early summer. This lack of ability to
aetermine the strength of econcmic activily promptly is a serious
limitation on our capacity to “fine tune™ the economy.

Sometime in late summer when it became ahundantly
obvious that the economy wes sirengthening, another knowledge
constraint emerged. In the initial months of the upturn, there
was great uncertainty over how much monetary restraint, or more
properly how much withdrawal of stimulation, the economy could
withstand without reverting to less than acceptable rates of growth.
Even after aclivity pegan expanding at a fairly rapid rate, soimne
felt that it was preferable to continue the stimulation and run a
risk of excessive demands than to tighten and run the risk of
inadequate demand. This lack of knowledgs of the effects of allerna-
tive monetary actions on the economy was another limitation on the

central bank's abilily to adapt promptly.
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A third uncertainty cevelopad in the summer and fall of
1967 pecause various financial indicators gave contradictory readings
regarding monetary developments. Membar bank reserves, -ban!
credit, and money were expanding rapidly, an indication of
monelary ease 1o those who believe that monetary aggregates are
the proper guide to monefary influence. On the other hand, most
market interest rates rose during the summer and fall, many
reaching their highest levels in about 40 years, indicating mongetary
restraint to analysts who balisve that money market conditions are
the most relishie guide to monetary influence, The lack of agirec-

1

ment on how to measure the effect of menetary actions c¢a nonest
differences of opinion to develop among those maponsmle for
monetary policy determination. Such differences tend to prevent

the central bank from responding guickly to changes in economic
developrménts.

Another constraint on monetary managers in the late
summer and fall of 1957 was the fear of a financial panic. Recalling
the so-called financial Ycrunch' in the early fall of 1833, there was
a consicerahie schoel of belief that such conditions should be avoided
at virtually all costs. The pronlem arises because there are many
rigidities in our financial system---usury laws, mstitutional

practices, and other limitations on interest rates. Hence, when
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interest rates rise above certain levels, some activities cannol be
financed at any price. When dramatlic increases occur in interest
rates, most financial intermediaries by borroving short and lending
long, incur sharp Josses. Then, too, rapid increases in interest

"

rates usually have a marked effect on residential building and
other activities where interest cost is a large portion of total cosis.
Conversely, others are much less concerned by the
problems of the "crunch." Even in 1385, when | thinkall agree that
monetary actions became unduly restrictive, the financial system
continused to operate mederately well, Those problems that did
arise were probanly caused by the excessively expansionary monstary
actions taken earlier which brought about highar interest rates.
Other problems were caused by the legal and traditional Himitations
on interest rates, which should be removed rather than permitting
them to hamper overall monetary action. In essence, the problem
faced in such periods is one of excessive {olal demands. Proper
monetary actions cause some of these demands (o be postponed
or withdrawn. In the pasi this adiusiment has been accomplished
fairly well. Perhaps, the adjustment might be made more equitable

etween the various seciors of the economy if there were fewer
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interferences to the free markst, but until the unrealistic limiia-
tions are removed, should the benefiis of overall stapitization he
sacrificed in deference to @ particular segment of our economic 1ife?
Honest differences on the gossibility of a financial panic
undoubtedly lad to further precrasiination in adopting monetary
action 10 cope with the excessive demands. My own preference
would have heen to prohe a little more aggressively toward monetery
restraint last fall. But, others were genuinely concerned that the
costs to particular.sectors would outiweigh any supposed benefits
to the cverall economy and might even have brought about a downturn
in overall activity.  Until this issue ¢f the effects of a marked tighiening
in money markets is seitled, a truiy "fine tuning" ¢f the economy will
be severely limited.
Another constraint on monetary action last fall arose
because of a desire for a coordinated application of the various
stabilization weapons in curtailing the excessive demands. Even
after It hacame widely believed that aggregate demand was unduly exces-
sive, it was equally widely helisved that & ciiief cause was the stimulative
fiscal actions. 1t was felt thal a fax increase (or lass Covernment

spending) was urgently needsd. Such an action would both remove
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a powerful stimulant to the sconciny and by relieving the stioing
budgetary pressure on capitel markets would eliminate a strong
upward force on interest rates, making control of monetary expan-
sion easier. Because of the strong belief in the desirability of

a tax increase, these advocates favored taking a calculated risk of
postponing monetary action in the neiief that such a course would
be the most likely to encourage Congress to pass a tax increase. Our
own view was that the overall public interest lies in the best possible
monetary action regardless of what other agencies do or fail 10 Go,
but until this question of proper mix of the various stebilization
measures and their interim roles Is settled, another serious tinita-
tion is placed on quick, decisive, monetary response.

Because the Government operated at a large cash deficit,
and has a huge Government dent with a relatively short average
maturity, there was an atmost continuous flow of Covernment
security offerings last fall. These offerings placed another con-
straint on monetary actions. There is a doctrine called "'even keel™
which usually prevents any changes in monetary policy in the period
from a few days bafore the Treasury's announcement to a few days
after the securities ere distributed. The practice has a long tradition

in both this country and abread. At the St. Louis Bank we believe
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that even keel has psen a serious impediment to Sysiem action,
vie fail to undersiand its advantages to the Treasury, and we urge
that the academic community invesitgete the advantages and dis-
advaniages of this practice. Our studies indicate that as long as
the practice of even keel continues, "fine tuning" of the economy
by monetary actions will be limited.

Another constraint on monetary action late last fall was
the deteriorating British balance of paymenis. The situation in
Britain was serious, and it was felt that any action by this country
causing inierest rates 1o rise further might precipitate an additional
outflow of funds from Britain. In short, until the world adopls a
viable international payments mechanism, another periodic limitation
is placed in the way of quick response of the monetary authorities
to solve domestic economic problems.

This is not an altempt to list all constraints on monetary
actions, but only to outline some of tha major factors which actually
caused rionetary action last fall to be more expansionary than many
of us in the Central Bank would have desired. Until these issues
are squarely faced and solved, a rapid adjustment of the monetary
mechanism is not likely to occur,
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The third monewry policy paried | would like to discuss
runs from late Novemier of last year to April of this year. The
periad can be characierized as ong ¢f & great deal of action with
limited implementation. Monetary policy aclions were taken with
regard to all three of our monstary tools, hut there has been little
evidsnce of real monetary rostraint.

Since late November, the discount rates have heen raised
U2 of 1 percentage point three times 1o a leve! of 5-1/2 per cent, Al-
though this action had the appearance of monetary restraint, it
probably had little real effect. Even at 5-1/2 par cent, the discount
rate is below market rates. Fundgs et the discount window continue
to be rationed by the same rules of administration as before; the
rate has been no Geierrent,

T 1

In mid-December, the epen markel commilies adopled a
more restrictive policy provided no unusual liguidity pressures
developed. Yet, growih in the money supply, which had beenata 7
per cent annual rate, has only slowed to a 5 per cent rate -- still
about double the trend growth rate since 1957, In mid-January, re-

serve requirements of maember banks were increased apout $550 million.

However, in order to prevent undue market pressures from develening
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quring the two weeit peried, opsh marist oparations injected a
sufficient volurie of new funds to more than ofiset the efecls of
the higher recuiremernts

The Noversber to April period was not unusual, During
most shifts in monetary policy, there have been lags between the time
whan policy makers aw')w & new policy and the time that it has
been effectively implemented. Because of the aforementioned con-
straints which operate 10 celay the policy action, there is a grea‘t
hesitancy to move vigorously once & new course is accepied, Action

is taken slowly and continuously in & probing manner In orcer 1 atiein
some monetary restraint but 1o minimize otnsr problams. Also, some
have naive faith that the announcemant eficcts of the new policy,
alone, will have the needed hansficial effects. 1 don't belisve that
sophisticated money market participanis are that easily fooled.

A fourth paricd of monetary developments will be foucihed on

only briefly. Since mid-April of this year, it anpears that real monetary
restraint is develeping. Although daiz are still scaity on most agare-
gate measures of monctary actions, nmiost of those involved in making

monatary policy appsar to be convinced that the problems of excessive total
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demand are so serious that action is desirable despiie the risks
discussed. Although this period has bsen brief and the effects
may not all have emeryed, an early evaluation Indicates that
many of the earlier concerns with regard to adopting the policy
shift have not occurred.

In summary, there were many consiraints on a quick
monetary response to the changing economic developments of the
past year. The lack of knowledge about the course of economic
activity and monetary effects was a serious limitation last summer,
We at the St. Louis Bank, and those in other parts of tha System,
are conducting many research studies designed {o increase our
understanding. This is essential if monelary action is to be
improved.

The hesitation {0 move loward monetary restraint because
the effects may bear heavily and unreasonatly on particular sectors,
such as financial intermediaries and home constructicn, dogs not imprass us
as a valid excuse to fail to do what is in the overall public interest. Our
studies indicate that most of the problems in these sectors have bszen
caused by marxet imperfections, such as rate regulation, and not by
monetary develonments, Our studies also show that excessive mone-

tary expansion with the accompanying rises in prices-and nominal
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interest raies are more harmful 1o the hiousing market then a
policy designed to provide a more mcdsraie growth in tolal demand
and fewer inflationary pressures.

The hesitation to adont appropriate policy in order to improve
the chances of ¢cbtaining a desired tax action seems to us unjusti-
fied. The central bank's responsibility is monetary policy. 1do
not have much faith in the Systeni's apility to conduct monetary
policy in such a way as to guarantee the adoption of responsiole fiscal
measures,

Similarly, we fail to understand the great need 1o stabilize
the money merket during periods of Treasury financings, or {0
devigie from sound policy hecause of the periodic pronlems arising
from international movements of funds.

In short, monetary authorities, in our opinion, should
determing policy on the basis of maximum contribution to overall
economic stability and growth. 1t should not subordinate the overali
public interest to the excesses of other public badies or for the
benefit of particular private interests.

The experience of the past year indicates that a "fine

tuning'' of the economy by the monetary mechanism still leaves much
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to bz cesired. In zcaition to 1he receanized proplams of our abilily
{o forecast and the lags of monstary efiect, there are tough problems
of choices monetary mznagers must make in formulating policy. As
} pointed out thera were many real issues presented to the monetary
policy makers duying 1967, Difierences of opinion existed on how
much welght should bz placed on these constraints by the various
participants. Until these consiraints are resolved, a quick response
by the monetary authoerities to a change in economic conditions is
not likely.

The pctentizl of the moneiary system for providing a quick
countervailing force to undesirable economic developments has not
bzen aliained. As a result, perhaps we should forege some of the
claimed beneiits of "fine tuning,” which have teen largely illusory

and at times destapilizing. Alternatively, monetary authorities might

strive for a steadier rate of growth in bank reserves, bank credit,

and money. Such actions vould contribuie to economic stability.
They may not achisve the ideal "fine tuning ™ however, they would
be consiaerably more stanilizing than our past stop-and-go actions

hindered and slowed by consiraints and the lags of effect.
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Please do not interpret this preposal as being in the

Friedman uniform rate of gircwth in money school, We al the St Louis

-

Bank do not sugsas! that in periods of severe recession or excsessiva

oV

L3

béom that varving the rate of monetary growih cannot contrihute
to economic stanility. We mérely suggest that, in an‘aggressiveness
to seel an optimum level of economic activity at ell times combined
with the constraints imposed on reversing these actions, monetary
developrents have, many times, heen more destanilizing that stabilizing.
Meanwhile, we suggest a strong program of researci for
improving the monelary mechanism so that it may becomea more
adapiable in the future. In this research, the academic communily
can be of great help In investigating and analyzing these consiraints
to stabilizing actions. Until they are eliminated or greatly reduced,
a trus "fine tuning' of the economy by flexible monetary action is

not tikely.
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