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OUR ECONOMY 

Introduction 

I know - - for I have been told - - that I am appearing before a 

sophis t ica ted audience of un ivers i ty and graduate students with a mix tu re of 

bus ines smen . This p r ec ludes the opportunity for me to d i scuss the organizat ion 

and admin i s t ra t ion of the F e d e r a l R e s e r v e System, so I will re fe r to it only 

brief ly in o rder to set the s tage. 

The F e d e r a l R e s e r v e Sys tem is a typically Amer i can insti tution. 

In i t s organizat ion it is a unique blending of the public and p r iva te s e c t o r s , and, 

like a democra t i c insti tution, in the pe r fo rmance of i ts r espons ib i l i t i e s t he re a r e 

bui l t - in checks and ba lances . The p r i m a r y purpose of the F e d e r a l R e s e r v e is to 

contr ibute to sus t a inab le growth in our economy, with high levels of employment 

and reasonab le p r i ce stabil i ty, and with a workable ba lance in in ternat ional 

payments . This the F e d e r a l R e s e r v e a t tempts to do by inc reas ing or dec reas ing 

the funds available for spending. 

To act with d i sc re t ion - that is , to act to influence things - r e q u i r e s 

(1) that we have an informed judgment as to the c u r r e n t s ta te of our econony, 

(2) that we have an informed judgment as to how our economy ought to be , 

and (3) that we have a p re t ty well thought-out idea of how to get from where we 

a r e to where we want to be. This involves theory in action. 

So what I have to say in the next 20 minutes or so is s imi l a r to what 

we in the F e d e r a l R e s e r v e System a r e doing every day. The i m p r e s s i o n s and 

judgments which I shal l r e l a t e a r e not the r e s u l t of a m a s s i v e study pointed at today, 

F e b r u a r y 19. Ra ther , today, F e b r u a r y 19, I p ropose s imply to in te r rup t a 
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continually evolving p r o c e s s and r e p o r t to you the p r e s e n t s ta te of my thinking 

about our economy. 

1964 Was a Successful Year 

My f i r s t point is that 196 was a t r emendous ly successful yea r : 

economic activity was at a high level , and has continued to r i s e into 1965; 1964 was 

the fourth yea r of continuous expansion; it was the 19th yea r of gene ra l pos twar 

p r o s p e r i t y . 

It isnrw n e c e s s a r y to r ega le you with a hos t of s t a t i s t i c s about l a s t 

y e a r to p rove the point. However , I would like to ment ion s e v e r a l fac tors which 

epi tomize the pe r fo rmance of the economy. 

Total expendi tures , or g r o s s nat ional product , r o s e at a 5. 9 p e r cent 

r a t e f rom late 1963 to la te 1964, about the same as the r a t e of i n c r e a s e s ince 1956. 

Indus t r ia l product ion, which accounts for about one- th i rd of the 

nation1 z product ion act ivi ty , i n c r e a s e d 8 p e r cent in 1964 compared with a 

4 p e r cent average annual r a t e of i n c r e a s e since 1956.. 

A healthy a spec t of our product ion p i c tu re in 1964 was that re la t ive ly 

l i t t le went into i n v e n t o r i e s . They a r e now about one and one-half t imes a 

month*s s a l e s ; this i s low compared with the si tuation we usual ly have at such 

an advanced stage of bus ine s s expansion. This si tuation, where in we do not 

have l a rge inventor ies hanging over th.e ma rke t , is one of the fac tors which 

augurs well for the immedia te economic future. 

Along with the i n c r e a s e of product ion, we have had a substant ia l 

i n c r e a s e of employment . Total employment in la te 196-1- was 2. 4 pe r cent 

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



higher than a year e a r l i e r . This showed s t rength in the demand for labor , since 

the number of p e r s o n s aged 20-6'- is e s t ima ted to have i nc reased only about 

half that rapidly (1. 1 pe r cent). 

I am increas ing ly uncer ta in as to what the unemployment f igures 

mean. But, for whatever it is worth, the much-adve r t i s ed unemployment r a t e , 

not adjusted for seasona l influences, was 4. 7 pe r cent at the end of 1964 

compared with 5. 3 pe r cent a y e a r e a r l i e r . The unemployment ra te for those 

seeking ful l - t ime work was 3. 7 p e r cent, and for those seeking ful l - t ime work 

who have been unemployed five weeks or m o r e the r a t e was 2. 0 pe r cent. 

At the same t ime that we have had this excel lent product ion and 

employment exper ience , p r i c e t r ends have not changed. This would s eem to 

indicate that total demand has not been excess ive ; i. e. , that f iscal and mone ta ry 

policy have not been too s t imula t ive . The genera l wholesale p r i c e index has 

been about unchanged since 1958* Other p r i c e indexes have moved up, but 

t h e r e is some quest ion whether they take adequate account of quality improvemen t s . 

Causes of Economic Succes se s of 1964 

Let me now turn br ief ly to some of the causes of the economic 

s u c c e s s e s of 1964. H e r e is where " theory in action1 ' en t e r s the p ic tu re . 

But f i rs t , a slight d ig ress ion . I have often hea rd the idea that t he re 

i s , on the one hand, such a thing as n theoryM and, on the other hand, such a thing 

as "p r ac t i c e . M In my exper ience with the formulat ion of mone ta ry policy I have 

been grea t ly i m p r e s s e d by the fact that " theory" and " p r a c t i c e " (or "act ion") a r e 

not unre la ted - indeed* ^hey a r e inseparab le . 
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In o rde r to identify the " c a u s e s " of the economic s u c c e s s e s of 1964 

it is n e c e s s a r y to appeal to theory in action. Also, in o rde r to make judgments 

about what is l ikely to happen in the n e a r - t e r m future, it is n e c e s s a r y to draw 

upon our ideas about theory. This i s especia l ly the case in pol icy-formulat ion. 

In the context of policy, it is n e c e s s a r y to r e l a t e (in theory) the specific ac t ions 

that the F e d e r a l R e s e r v e Sys tem can take - r e s e r v e r e q u i r e m e n t changes, 

d iscount r a t e changes , and open m a r k e t opera t ions - in re la t ion to the m y r i a d s 

of happenings in the economy - both domest ic and in ternat ional . 

An evaluation of the causes of s u c c e s s e s in 1964 mus t begin with 

the recognit ion of the role of p r iva te en t e rp r i s e - the wil l ingness of bus iness 

and indus t ry to invest , to build, to expand and produce . There is no subst i tute 

for profit motive. An evaluation of the causes of succes s in our economy mus t 

a l so give due recogni t ion to those who anticipate wants and needs and who 

s t imulate d e s i r e s to pu rchase . Market ing people r e p r e s e n t a key link between 

the raw act of product ion and final sale to the consumer ; en te rp r i s ing people, 

who a r e bas ica l ly in t e re s t ed in fulfilling the i r own pr iva te des t in ies , make the 

underlying dec is ions which mold the c h a r a c t e r of the economy. 

To a l a rge extent, the job of mone ta ry policy is s imply that of 

providing a s table mone ta ry envi ronment within which the p r iva te economy can 

f lourish. In 1964 the money supply inc reased about 4 pe r cent, continuing the 

r a t e of the y e a r before . This is about twice as fast a s for the pas t 10 y e a r s 

as a whole. 
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Consis tent ly with the i n c r e a s e of money supply, i n t e r e s t r a t e s changed 

l i t t le during the yea r . Usually during economic expansion i n t e r e s t r a t e s r i s e . 

The F e d e r a l R e s e r v e , by facil i tat ing the i n c r e a s e of bank r e s e r v e s , bank c red i t , 

and money supply, helped to keep in t e r e s t r a t e s down and to keep the economy 

expanding. 

Finally, and in t e r m s of government pol ic ies pe rhaps the m o s t 

impor tant , we mus t cons ider the tax cut. If we had not had the tax cut it i s 

unlikely that we could now be enjoying the degree of p r o s p e r i t y we a r e cu r r en t l y 

having. 

In short , judged by employment , product ion, growth, and p r i c e level 

developments l a s t yea r , policy act ions appear to have been appropr ia te . The 

F e d e r a l budget situation which emerged from the tax cut, the r a t e of i n c r e a s e 

of money which p reva i l ed before and during 1964 had s t imulat ive effects on the 

economy but do not appear to have been inordinately expansive. 

Fu ture P r o s p e c t s 

With r e s p e c t to the future, one may hea r a lmos t every poss ib le view. 

It is said that the dol lar will be devalued and that t he re will be p r i ce inflation. 

At the other ex t r eme , it is said that it is a ve ry old t i r ed expansion, that 

housing s t a r t s a r e down, and that r e c e s s i o n will come before the y e a r ' s end. 

As for devaluation, it is su rp r i s ing that this m a t t e r keeps cropping up. The 

United States government has taken a cons is ten t stand on this for m o r e than 

th i r ty y e a r s . In any event, doubts should have been put to r e s t by the r ecen t 

s t a t ement by P r e s i d e n t Johnson that n t he dol lar is , and will r ema in , as good 

as gold, freely conver t ib le at $35 an ounce. n 
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This point about the r e c o v e r y being 4 y e a r s old of i tself s e e m s to 

m e to have l i t t le significance. You r e m e m b e r that when the r e c o v e r y was 2 y e a r s 

old i t was thought r e m a r k a b l e ; when it r eached 3 y e a r s it was astonishing; what 

word shal l we use now that we a r e enter ing the 5th y e a r ? Is it unbel ievable? 

Not n e c e s s a r i l y . He re again e n t e r s theory in action. The conditions which make 

for r e c e s s i o n may or may not be p re sen t . Whether we have inflation or r e c e s s i o n , 

or go ahead in a-sound manner , depends in l a rge m e a s u r e on whether the p r iva t e 

e n t e r p r i s e economy continues to find outlets for profi table venture , and on whether 

we follow sound mone ta ry and f iscal policy. 

Po l i c i e s , in turn , m u s t be attuned to the p r o b l e m s facing the country. 

I have d i scus sed the s u c c e s s e s of 1964. I would like to spend the final few 

minutes of- my t ime d i scuss ing the d a r k e s t cloud now on the economic hor izon -

our in terna t ional payments deficit. 

Balance of P a y m e n t s 

The deficit in 1964 is r epo r t ed to have been $3 billion. Fo r the fourth 

q u a r t e r i t was at an exceptionally high r a t e , roughly $5. 8 billion; th is r a t e i s 

h igher than the $2. 0 bi l l ion r a t e over the f i r s t t h ree q u a r t e r s of the yea r , and 

was the h ighes t qua r t e r ly r a t e in the l a s t s e v e r a l y e a r s . 

The r i s e in the deficit was mainly due to the resumpt ion of foreign 

secur i ty i s s u e s in our capi ta l m a r k e t s and to an outflow of s h o r t - t e r m funds 

in the form of loans by banks , co rpora t ions , and o the r s . Other fac tors of l e s s 

significance were involved but t ime does not p e r m i t an i temizat ion of each. The 

point is - - the deficit has continued for s e v e r a l y e a r s and at h igher r a t e s than 

a r e d e s i r a b l e . It is e s sen t i a l that we mee t the p rob lem. 
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As you know, a b road p r o g r a m aimed at r e s t o r i ng a r easonab le 

ba lance in our in terna t ional accounts was launched l a s t week by P r e s i d e n t 

Johnson in a specia l m e s s a g e to Congres s . While I much p r e f e r gene ra l 

con t ro l s to d i r e c t specific con t ro l s , the si tuat ion now ca l l s for concess ions and 

the F e d e r a l R e s e r v e Sys tem is in complete sympathy with the proposed p r o g r a m . 

Bas ica l ly t h e r e a r e four a r e a s that r e q u i r e attention: 

(1) T r y to improve the t r ade balance . 

We enjoy a favorable ba l ance -o f - t r ade . In the 

fourth qua r t e r our expor t s of goods and s e r v i c e s exceeded 

our impor t s by $6. 9 bill ion. While the ba lance in our 

favor was on the ave rage g r e a t e r in 1964 than in 1963 or 

1962, the re was a gradua l e ros ion after the f i r s t qua r t e r . 

Efforts to expand our expor t s need to be inc reased . This 

ca l l s for new thinking, new planning, and new marke t ing 

on the p a r t of bus ine s s and industry . 

(2) Government P r o g r a m s 

(a) Aid. 

When a dol lar of foreign aid is spent in this country, 

the outflow of aid is matched by an export . The r e a l effect 

of th is s o r t of aid is that we lose the goods and s e r v i c e s . 

If the aid money is not spent in th is country, i t may l a t e r 

show up in the form of a c l a im agains t our gold; this we a r e 

t ry ing to avoid by tying aid to p u r c h a s e s h e r e . It is e s t i m a t ­

ed that about 80 to 86 p e r cent of a l l aid i s tied. I a m 

hopeful that fur ther improvemen t s can be made in this a r ea . 
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(b) Mil i tary expendi tures abroad. 

These amount to near ly $3 billion, and cons i s t 

l a rge ly of payments to U. S. P e r s o n n e l abroad and supporting 

expendi tures . The P r e s i d e n t has s tated that, cons is tent 

with nat ional defense needs , we will seek to fur ther reduce 

these outflows. We can do this by poss ib le reduct ion of 

forces abroad, and by encouraging offsetting p u r c h a s e s of 

U. S. mi l i t a ry equipment by friendly foreign count r ies . 

T r a v e l 

U. S. r e s iden t s spent about $3. 0 bil l ion on " t o u r i s m " 

abroad, m o r e than twice what fo re igners spend in this 

country. A reduct ion in this would, of cou r se , work in the 

r ight di rect ion. It is hoped that the legis la t ion to reduce duty-f ree 

al lowances to $50 will be helpful. 

Capital Outflows 

The cen t r a l focus of the P r e s i d e n t ' s p r o g r a m is on 

m e a s u r e s to reduce financial outflows. These outflows have 

been heavy in r e c e n t y e a r s and in r ecen t months have contr ibuted 

to a worsening of our payments posi t ion. In the 4th qua r t e r of 

1964, for example , bank c red i t to fo re igners expanded by $1 billion. 

At this t ime , the re fo re , our chief concern is with capi ta l out­

f l o w s - - s h o r t - t e r m , l ong - t e rm, and d i rec t . 

The Pres ident** m e s s a g e of l a s t week contained 

p roposa l s to do the job. He invoked the Gore Amendment , 
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extending the In t e r e s t Equalizat ion Tax - - v/hose application 

had been l imited to inves tments in secu r i t i e s - - to bank loans 

of m o r e than one yea r . He a lso proposed that A m e r i c a n 

bus ines s join with the F e d e r a l government in a voluntary c red i t 

r e s t r a i n t coopera t ive p r o g r a m to help p ro tec t the dol lar . 

Concluding R e m a r k s 

At the outset I mentioned that the F e d e r a l R e s e r v e Sys tem has s e v e r a l 

goals : sustainable growth with high levels of employment, reasonably stable 

p r i c e s , and a workable ba lance in our in ternat ional payments . These a r e our 

conce rns , but at the moment the payments p rob lem is of v i ta l concern. 

As I have noted, we have had 19 y e a r s of economic expansion in the 

United States and, m o r e recent ly , 48 months of continuous economic growth. 

This is a good r e c o r d and one in which we can al l take p r ide . Some have said 

we may be riding for a fall. In my judgment, this is not n e c e s s a r i l y so. But 

we m u s t have the de te rmina t ion and courage to tighten our be l t s when n e c e s s a r y 

to p reven t imbalances and to p ro tec t the value of the dol lar . 

When I say we, I ce r t a in ly include those of us who have respons ib i l i t i e s 

for formulat ing mone ta ry and f iscal policy. But equally and pe rhaps m o r e 

impor tant , it includes labor , b u s i n e s s , indust ry - the genera l public. In other 

words , it includes you and me , because in a democracy policy to be successful 

mus t r ece ive the support of the people. I be l ieve we have what it t akes . 
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