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GUESTION 4.

¥hat 1s the poliey with respect to the volume of soney?
The polioy of the Pederal Reserve System in this respect 1s to pro-

mote 2 gradusl growth in the money supply in <eeping with the growth in the
sonstary needs of the economy., This does not mesn thut the aoney sapply must
pecessarily grow precisely in proportion to the growth in the tota! output of
goods and services in this country, ss changes In the rate of use or turnover
of money affect the amount of money nesded, That {s especiclly irue ovar short
periods, but {2 also true over longe:r periods. The rate of use of money has
been subject in the pust to falrly wide fluctuatione. These changes in money
tarnover probably reflect a variety of influences, including espseinlly general
economio conditions and the level of interest rates.

Por example, in periods of denressed msiness conditions snd axtremely
low interest rates, such =3 the 'thirties, many individuals snd business comcerns
tend to hold idle soney 1n preflerence to acoepting the low rates of resturn or
the risks of iavesting their fumde fully. Consecuently, the zverasgs rute of
use of money tends %o be vary low and s relsatively large money supply is nesded
to ao the ™"aoney-work® of the esconosmy. {n the other hand, in boom perioda, when
the deamands for funds sre heavy and interest rrtes tend to be relatively high,
the general tendency is for indlvidusls :nd business scncerms to smapley theilr
funds sore fully, the average rate of turnover of money tends to increase, znd
the aoney muoply need not expund proporvtionately with the expanzion 1n husiness
activity,

The lutter type of situation {s particularly likely to develop after
& perieod in which the growth in the aoney supply h:s outrun the growth in the

output of the country, For exwapls, at the end of ihe war th: incresss ia the
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money supply had considerably ocutrun ths growth in the gross natlonal product,
snd both individusls and tusiness concerms held substential azmounts of idle
noney swvalting opportunities to use it in neeting the backlog of desund for
various types of goods that had sccumulated during the wsr, 4 rapid inersase
in the rate of use of money followed suring the surly postwar years, and despite
the comparatively small growth in ths money supply (lesz then 9 per zent in

q four years), the smount of money availuble proved sufficlent not only to finsnce
& strong grovwin in physiocxl production, but also to permit & considersble price

inflation,

Bacsuse of fluetuations in the rate of use of ucney, tnerefore, it
is tc be expected that the woney supply will freguently wvary less widsly frem
year to yesr than the total ocutput of the country. In tire lomg run, however,
it 18 a reassonable expectation thut the amount of soney ne<ded will jrow roughly
in propertion to the long~term growth of the economy. But even this generaliza-
tion iz subjeet to some reservations, For esxampls, s persistent tendency toward
integration in industry or toward siwmplification of distrilutive channels alght
reduce the number of steps by which pgoods pase I'ram ths production of raw materisls
to the delivery of {inished goods to the finsl consumer, Such tendencies aight
graduslly reduce the need for money In rslation to the aggregsts volure of pro-
duction., Om the other hand, inoreusing couplexily of products =nd greater
specislisation, involving more wide-spresd subcontructing, might incresse gradually
the voluse of aoney transzotions relative to total production, zpd hence the ueed
for money,

At the opposite extreme, for periods «s short as = few months, no close
correspon:lence between changes in the aoney supply and changes In the volume of

production or in the genarsl ecocnomic xctivity is to be expected., There wrz falrly
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regular seascnal veristions in the demund for bzas credit, and consequently
in the soney sap;;ﬂ.y, vhich do not correspond clozely to vuriations in sggregate
production. A reduction in the momey supply during the first few sonths of
the ysar is usual, even in periods of rising tusiness activity, while an in~-
erexgs in the money supply prieticelly always occcurs in the latter pert of the
year, even in periods of declinlng tusiness activity., The reductlion in the
money supply during the first few months of 1953, which was the subject ol some
comnent in view of the continued rise in production &t that time, wes fllustrative
of thiz seasonal tendency. The rate of turnover of money then was high, there
was less than the usual sezsonal contrsction in beni loens (the reduction in the
privately owned money supply at that tize being attridutsble mainly to reduced
bank investments in Government securities), and there waa no svidence that the
mopey supply was insufficient to ocsrry on the large voluse of busineas aetivity
at that time,
Conclusion

For these variocus ressons, although 1t i1z the genersl polley of the
¥edoral Reserve System to promote & growth in the money supply im keeping with the
long-term growth of the economy, it 13 unncessary and impracticable for the
System to attempt to enforce a change In the amoney supply mopth-by-month, snd
vear-by-ysar, either precisely paersllel to the changes in over-all eccaoaile
nctivity, or at a rate of growth ecual to the zssumed or expected long-term growth

of the economy.
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