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INFLATION AND ITI REST RATES: ANALYSIS OF THE 1960s
AND SOME IMPLICATIONS FOR THE 1970s

Acceleratin. inflation and the uzsurge in interest rates

The 1960s witnessed an accelerating inflation during the second half

of the decade. In the same period interest rates rose to phenomenally

high levels--higher than was the case at any time for over a century.

It is not surprising that there was mounting concerfi among various

segments of the population about the inequities, burdens, and perils re-

sulting from the inflationary developments and from the increasingly

tight money conditions. The poor, the aged and others living on fixed

incomes, generally suffer from an upward spiraling price level. Builders

and home-buyers, small business firms, and state and local governments,

are among those who are most likely to be adversely affected by continu-

ingly rising interest rates. And when the price level rises faster at

home than abroad, our export surplus tends to shrink, with deleterious

effects upon our balance of payments, and with increasing loss of confi-

dence in the soundness of the American dollar.

Increasing uncertainty concerning ability to contain inflation

Apart from the inequities and economic distortions produced by infla-

tion and high interest rates, there were several basic questions that began

to disturb some observers of the economic scene. Was our knowledge of the

factors governing inflationary developments more limited than had previously

been thought? Were not the existing tools for containing the forces of in-

flation really inadequate to do the job? And perhaps most disturbing



of all was the thought that we had entered an age of inflation with the

1970s likely to experience substantially higher rates of price increase

and higher levels of interest rates than was the case during the decade

preceding the current upsurge.

Psycholo-ical biases

There were those who were inclined to -dismiss such doubts and prog-

nostications. It was pointed out that they represented familiar psycholog-

ical phenomena in times of boom and in periods of business recession. On

the one hand, there is a tendency to view the future as an extension of the

present and of the recent past. Forecasts of future trends are frequently
d

faulty because they are based on extrapolations that are optimistically

biased in prosperity and pessimistically biased in recession. On the

other hand, when economic stabilization programs are slow in checking the

excesses of an overheated economy or in stimulating a sluggish economy

to greater resiliency, expressions of uncertainty about our knowledge and

about the adequacy of our stabilization devices become more frequent.

Structural changes

Granting that psychological influences may distort evaluations of

current trends, and especially, of future prospects, the doubters could

point to nonpsychological factors justifying a more sceptical attitude

concerning our knowledge and ability to contain the forces of inflation.

The curve of prices had been moving upwards for two decades prior to the

recent sharp upsurge. The index of consumer prices rose on the average by

2 percent a year, and the wholesale price index by 1.6 percent a year,

between 1947 and 1965. There ware structural and institutional changes,

-.
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Table - 1

Consumer and Wholesale Price Indexes, 1947-1970

-n: Percentage change from
previous year

Year price index price index Consumer Wolesale
(1957-59=100) (1957-59=100) price price

1947 77.8 81.2--
1948 83.8 87.9 7.7 8.3
1949 83.0 83.5 -1.0 -5.0

1950 83.8 86.8 1.0 4.0
1951 90.5 96.7 8.0 11.4
1952 92.5 94.0 2.2 -2.8
1953 93.2 92.7 .8 -1.4
1954 93.6 92.9 .4 .2

1955 93.3 93.2 -. 3 .3
1956 94.7 96.2 1.5 3.2
1957 98.0 99.0 3.5 2.9
1958 100.7 100.4 2.8 1.4
1959 101.5 100.6 .8 .2

1960 103.1 100.7 1.6 .1
1961 104.2 100.3 1.1 -.4
1962 105.4 100.6 1.2 .3
1963 106.7 100.3 1.2 -. 3
1964 108.1 100.5 1.3 .2

1965 109.9 102.5 1.7 2.0
1966 113.1 105.9 2.9 3.3
1967 116.3 106.1 2.8 0.2
1968 121.2 108.7 4.2 2.5
1969 127.7 113.0 5.4 4.0
1970 (Jan.1-

Sept.) 134.4 116.8 6.23.

1/ Comparison
1970

Source: U.S. Dept. of Labor, Bureau of Labor Statistics.

of averages for January-September 1969 and January-September
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which largely began with the nineteen thirties, and which made the con-

tinuous crosion of the purchasing power of the dollar more likely than in

earlier periods of American history.

Usually mentioned among the structural changes are the increased

power of organized labor to influence wage contracts and of large indus-

trial firms to influence prices. In the one case, wage hikes in excess of

productivity is obtained, and in the other, the market power of a few firms

in an industry is such as to dominate its price structure. The inflation-

ary potential of these factors was strengthened shortly after World War II

when the Federal Government assumed responsibility for maintaining full

employment. Assured that the Federal Government would take steps to prevent

recessionary influences from gaining the upper hand, labor and business

were tempted to follow policies that intensified the wage-price spiral

characteristic of business expansions. One indication of how sensitive

to inflationary psychology the economy had become is evidenced by the

fact that the money and capital markets recently registered interest rates

and yields of nearly-9 percent for prime commercial paper and for top-grade

corporate bonds.

Mistaken stabilization policies

Rather than emphasizing limitations of our "know-how", or the in-

fluence of structural changes, there are those who stressed the faulty use

of existing stabilization tools as the factor responsible for recent infla-

tionary developments. Poor management was said to have played a significant

role in the acceleration of prices and interest rates since mid-1965, and

in the drawn-out struggle to dampen inflationary pressures without produc-

ing a relatively high rate of unemployment.
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Causalexplanations: derand-pull and coost-psh

Causal explanations of inflation in the nineteen-fifties and sixties

were frequently in terms either of aggregate demand rising faster than

aggregate supply, or of autonomous increases in wage-rates or administered

prices. The former inflationary developments are characterized as demand-

pull and the latter as cost-push. Those who insist on distinguishing be-

tween demand-pull and cost-push inflations do so not only on theoretical

grounds but because such distinction leads to different courses of action

in promoting price stability. To check an inflation due to excess demand

one is likely-to turn to monetary and fiscal policy to reduce spending.

To check a cost inflation, "jaw-boning" efforts at voluntary'restraints in

pricing and wage-bargaining may be undertaken, wage-guideposts instituted,

and even wage and price controls established.

Differentiating between two tynEs of inflation

The difficulty with attempting to classify inflation as cost-push or

demand-pull is that wages, prices, and aggregate demand, all move up during

a business upswing. To be sure, there are leads and lags in the movements

of production, prices, wages and other cost variables. In the earlier

phases of a business expansion, production, prices and business spending

are likely to move up sooner and at a more vigorous pace than wages or

interest rates. Later on, wages and other cost variables will rise at an

accelerating rate while the pace of the increase in production and business

spending slackens. When productivity rises faster than wages, and profit

margins increase rapidly, and spending accelerates, as in the first case,

such references as are made to inflation are likely to be in terms of
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A demand-pull. When wage increases become larger while gains in productivity

more difficult to achieve, and profit margins become narrower, as in the

second case, talk about a cost-push inflation comes prominently into focus.

In short, in the absence of any rule for differentiating between two

types of inflation, it is essential to note that throughout a business

expansion demand and cost factors mutually influence the course of the

inflationary process, and that at one time the pressure for the accelera-

tion of prices emanates more intensively from the demand side, and at

another time from the cost side of the price equation.

Prices and shifts in demand

Students of business cycles have long been aware that theories based

on aggregates may result in faulty analysis and in mistaken policy deci-

sions. This may be the case with demand-pull and cost-push theories of

inflation. A case in point that is frequently referred to is the increase

of the price level in the 1955-57 business expansion. This price increase

did not appear to be the result of excessive aggregate demand or an es-

pecially active use of market power by organized labor or management.

The price level can rise because of a shift of demand away from some

. sectors of the economy to other sectors. Industries with excessive demand

will experience a rise in prices and wages while other industries with

sagging demand will not experience a downward change because prices and

wages are much less flexible downward than upward. Since the increases in

the expanding sectors are not offset by the sagging sectors the level of

prices and wages rises. Furthermore, as in the 1955-57 expansion, when the

.4
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capital goods industries boomed, wage and price increases in this sector

of the economy spread to other sectors, which had to keep more or less in

step with the wage-scales of the expanding industries and which utilized

their higher priced products in their on production. Thus, in a period

when the price level moves up oven though there is no overall excess de-

mand, an attempt to stabilize the level of prices through the use of

monetary and fiscal policy might have to be quite restrictive in character

and with adverse effects upon the level of production and employment.

Tho, Pillips Curve

During the past decade there has been increasingly frequent reference

to the "Phillips Curve" in analytic discussions of inflation and by those

concerned with the problem of how to slacken the pace of the price rise.

This curve, first established empirically by the English economist, A. S.

Phillips, using British data, appeared to indicate the existence of a def-

inite relationship between changes in wage rates and unemployment. Similar

studies made by American investigators found it necessary to supplement

wage data with statistics showing changes in prices, profits, and other

variables.

Trade-off between changes in prices and emoloyment

According to the Phillips Curve, the rate of change in wage rates or

prices is inversely related to the rate of unemployment with prices stabiliz-

ing at a fairly high level of employment and increasing more and more rapidly

as unemployment declines. Reasoning from the Phillips Curve, Professors

Samuelson and Solow estimated, in an article published at the beginning of
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th6 19605, that price stability in the United States could probably be

achieved only at a rate of unemployment of between 5 and 6 percent, and

that a 3 percent uInployment rate would require an annual price rise of

between 4 and 5 percent. Subsequent investigators who have been concerned

with the question of the trade-off between price stability and employment

have arrived at diffcUrent estimates, based on varying assumptions as the

rate of productivity, the rate of unemployment to be considered as repre-

senting a condition of full employment, and the like. One recent investi-

gator concludes that under conditions of steady growth in the economy, the

amount of inflation associated with unemployment rates in the 3- to 4 per-

cent range is likely to be close to 3 percent a year. He also finds that

the amount of inflation with a given level of unemployment will be greater

if the economy moves up and down in a series of fits and starts, as was the

case in 1965-69, than if the economy expands gradually and with only minor

fluctuations. These findings on the trade-off function relating unemploy-

ment and inflation seem to be more or less in line with recent discussions

of the problem in the financial press. Full employment is assumed. to mean

an overall unemployment rate of between 3-3/4 to 4 percent which would en-

tail a rate of price increase of approximately 3 percent per year.

Variability i he trade-off relationship

It should be pointed out that both the Phillips Curve and the writings

based on this type of analysis have been received quite sceptically by re-

spected economists ever since the Phillips and the Samuelson-Solow papers

first appeared 10 to 12 years ago. They have expressed serious doubts

about the methodology used. And they have also emnphasized that a figure
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representing the relation between the unemployment rate and the rate of

price increase is of questionable usefulness to the policy-maker, who is

confronted with the problem of controlling inflation without aggravating

unemployment. They have examined the very same data used by these econo-

mists, and more recent information utilized in the analysis of other in-

vestigators, and they have been impressed by the high degree of variation

from year to year, and from period to period, between the rate of unemploy-

ment and the rate of price increase.

Inverse relation between unemuloMent and inflation in the 1960s

Scepticism with respect to the establishment and use of a single

stable numerical value to represent the relationship between the unemploy-

ment rate and price changes, need not be extended to a proposition which

seems to be well-established, namely, that there is an inverse relation

between unemployment and inflation. A good illustration of this is the

following comparison between changes in the unemployment rate and in the

consumer price index during the decade of the 1960s:

Un emplyment Change in Consumer
Years rate Price Index

(Percent) (Percent)

1960 6.4 1.6
1961 6.7 1.07
1962 5.5 1.15
1963 5.7 1.23
1964 5.2 1.31

1965 4.5 1.67
1966 3.8 2.91
1967 3.8 2.74
1968 3.6 4.30
1969 3.5 5.40
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When the expansion began in 1961 the unemployment rate was 6.7 per-

cent. By 1969 unemployment fell to 3.5 percent. During the sane period

the consumer price index rose from 1.07 in 1961 to 5.40 percent in 1969.

During the first half of the decade consumer prices drifted upward so

gradually as hardly to be noticed while in the second half prices rose at

an accelerating rate. On the other hand, the unemployment rate dropped

at a more vigorous rate in the first half than in the second half, and

reached the lowest level since the Korean War at the end of the decade.

Inflation as a monetary phenomenon

As the 1960s progressed there was increasing controversy among econ-

omists on the meaning and truth of the proposition, so doggedly espoused,

especially by Professor Milton Friedman of Chicago University, namely,

that inflation is essentially a monetary phenomenon. Debates on how im-

portant a role money plays in determining the volume of business activity

and the price level go back about two centuries. Those who attributed

changes in the price level primarily to changes in the quantity of money

were known as quantity theorists. Their opponents regarded money as playing

a passive role, one of adaptation to the needs of business for media of ex-

change, while changes in the price level were governed primarily by non-

monetary factors affecting the volume of production and trade.

In the early part of the twentieth century, discussions in this country

of the relation between money and business were in terms of the Equation of

Exchange, as formulated by Professor Irving Fisher of Yale University, namely,

MV = F2. M is the stock of money, V is the velocity of circulation of zoney,

'1
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i.e. the rate at which the stock of money is turning over per year (or other

time unit). P is the average price level and T is the physical volume of

goods exchanged. This equation is an identity useful for classifying the

factors at work. If P changes so must one or more of the other terms of

the equation. It is on the question as to which of these categories is

to be regarded as independent of the others that there was division among

economists.

According to Irving Fisher, P was normally a passive element in the

equation of exchange, and was the resultant of other forces, mainly those

associated with M. On the other hand, Fisher's contemporary, Wesley C.

Mitchell, a leading student of the business cycle and founder of the

National Bureau of Economic Research, maintained that most of the time P

and T were the "active" factors in the equation of exchange; they brought

about changes in M and V. Only when we turn from business cycles to long-

term trends, do prices tend to vary directly with the quantity of money

in circulation.

The 1960s witnessed similar debate O3tWCFl those who emphasized the

key role of money in inflationary developments, and those who stressed the

importance of the other variables in the equation of exchange, such as V

or T. Except that in the meantime John Maynard Keynes' General Theory of

Employment, Interest, and Money had appeared in the mid-1930s and has in-

fluenced the character of the discussion ever since, both along theoretical

lines and on questions of policy. It also led to the reinterpretation of

the equation of exchange so that T is thought of as income, or the gross

national product, and V represents income velocity instead of velocity of

transactions.
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The modern quantity theorist, such as Milton Friedman, follows in the

footsteps of the Pre-Keynesian quantity theorist in maintaining that velocity

is constant. Consequently, changes in the money supply have a direct effect

on aggregate demand or the GNP and on the price level. The Neo-Keynesians

stress that velocity is far from constant and that the impact of money on

prices is indirect via changes in interest rates, investment, income, and

employment. The differences between the theories of the Monetarists and

the Neo-Keynesians is reflected in the sharp differences in their interpre-

tation of the events of the 1960s, and in their stabilization policies for

containing the forces of inflation. We shall refer to these later on.

Meanwhile, it is essential to review the events of the 1960s and the part

played by monetary and fiscal policy.

The 1261-1969 business expansion

The business expansion which began in February 1961 was the longest

in our history. The rise in business activity continued uninterruptedly

for 8- years.

After the low point of February 1961, output moved up sharply and the

unemployment rate fell from 7 percent to 5L percent by mid-1962. But then

the growth of output slowed up and it appeared that unemployment would

continue at the 5j- percent rate. The average rate of utilization of manu-

facturing capacity was about 78 percent in the first quarter of 1961 and by

mid-1962 the rate had climbed to 86 percent. However, by the end of 1963

the average rate of utilization of manufacturing capacity was still 86 percent.
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As Table 2, which gives the year-to-year changes in the gross national

product and its major components, indicates, the GNP slowed up its upward

climb between 1962 and 1963. This was the result of a slackening of ex-

pansion in residential construction, business fixed investment, inventory

accumulation, and, especially, expenditures by the Federal Government. Only

net exports and state and local government expenditures accelerated their

rate of expansion in 1962-63.

To stimulate more rapid growth and reduce unemployment, the Federal

Government sought to increase private spending. It aimed to accomplish

this through developing a tax program that called for depreciation reform,

granting investment tax credit, and later on, lower personal and corporate

tax rates. In July 1962, the Treasury Department issued revised depreci-

ation guidelines for tax purposes, and in October Congress enacted an

investment tax credit as part of the Revenue Act of 1962. The net effect

of these two measures was to increase the flow of internal corporate funds

by 62- billion a year, and to appreciably strengthen the incentive to invest

in plant and equipment. However, there are substantial lags between plans

for investment and actual spending, so that the effects of the two tax re-

duction measures were not felt until later. By early 1963 it began to be

realized that, if the country was to move closer to full employment, addi-

tional tax reduction measures would be required. In February 1964, a major

tax bill was passed reducing the rates of personal income and corporate

profits taxes. Tax cuts, together with budget deficits, ranging between

$6 and i7 billion in fiscal years 1962 to 1964, contributed to stimulation

of consimier and business investment spending. An easier monetary policy
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Table - 2

Changes in Gross National Product in
Business Expansior 1961-69

(Billions of dollars)

: 1961 : 1962 : 1963 : 1964 : 1965 : 1966 : 1967 : 1968
Expenditure Group : to : to : to : to : to : to : to : to

: 1962 : 1963 : 1964 : 1965 : 1966 : 1967 : 1968 : 1969

Gross national product 40.2 30.2 41.9 52.5 65.0 44.0 71.1 66.4

Personal consimption 19.9 19.9 26.2 31.6 33.5 25.8 43.7 41.7

Business fixed investment 4.7 2.6 6.8 10.2 10.3 1.7 5.4 10.6

Changes in business 4.0 - .1 - .1 3.8 5.2 - 6.6 - .6 .9
inventories

Residential construction 2.7 1.7 .1 .1 - 2.2 .1 5.2 1.7

Net exports - .5 .8 2.6 -1.6 - 1.6 - .1 -2.7 - .6

Government purchases of 9.5 5.4 6.2 8.3 19.8 23.3 20.1 12.0

goods and services

Federal 6.0 .8 1.0 1.7 10.9 12.9 8.8 1.8

State and local 3.5 4.5 5.3 6.6 8.9 10.4 11.3. 10.1

Note: Details will not necessarily add to totals because of rounding.

Source: Department of Commerce.
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also contributed to the upwrd climb of the gross national product. Table 2

shows that the GNP accelerated its upward pace from 1963 to 1964, with the

biggest rise occurring in business fixed investment and in consumption ex-

penditures.

In 1965 and 1966, the categories of the gross national product which

expanded most rapidly were business fixed investment and business inven-

tories. Towards mid-1965, they were joined by the rise in Federal govern-

mental expenditures, principally defense spending associated with the war

in Vietnam. The seasonally adjusted rate of uncmployrment which stood at 5

percent at the end of 1964, dropped to 4.5 percent in July 1965, and to 3.9

percent by the summer of 1966. Tho greatly increased demands for manpower

and capital resources began a cycle of wage and price rises that has con-

tinued to the present.

The rise in gross national product slowed down in the first half of

1967 but accelerated in the second half of the year and moved upward at a

greater pace in 1968 and through the summer of 1969. Since then, the economy

has slackened its pace and has manifested the symptoms of experiencing a

"minor" business recession.

From rrice stability to rice acceleration

From 1961 through 1964, the wholesale price level remained practically

unchanged. But as the economy was approaching full employment in 1965,

wholesale prices began to advance more rapidly. The index rose 2 percent

in 1965, 3.3 percent in 1966, levelled off the next year, rose again by 2.5

percent in 1968, and clL'fbed at the rate of nearly 4 percent in 1969.
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The consumer price index rose at an average rate of only l2 percent

per annum from. 1961 trouh 1964 and then the index rose by 1.8 percent

in 1965, nearly 3 percent in 1966 and in 1967, over 4 percent in 1968 and

5.4 percent in 1969.

The pressures of eXcSIVG demand pushed prices up at an accelerated

rate in the second half of the decade. iFiscal ad monetary policy played

their Part in the Tnflatiornary developments. By 1968 the surge in produc-

tion costs were important stimulants to rising prices--steep gains in wages

and fringe benefits far outstripped the rise in productivity. By 1968

inflationary expectations had become a conspicuous feature of the economic

environment. Thi s psychology continued not only in 1969 when unemployment

dropped to a level of 3.5 percent, but continued to dominate the economic

scene in 1970 when the rate of employment kept climbing upward each month,

reaching 5.8 percent in Ilovember 1970. Thus, by the beginning of the 1970s,

the country was faced with a twofold problem: continuing inflation and

rising uemployment.

I s exnansions st money unjl

Both the prolonged expansion in economic activity and the increasing

inflationary pressures reflected in rising prices, could not have taken

place without the aid of an increasing supply of money and credit. As

economic activity expands so does the publicts need for money and lia;uid

assets. An inadequate sup-1y of money and credit can impede economic

growth resulting in uilerutilization of manpower and physical resources,

and an excessive monetary supply can overheat the economy and release in-

flationary forces. wich can produce a business reces ion. Obviously, the

+b
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behavior of the economy and of the money markets are greatly influenced by

the monetary policies of the Federal Reserve System as well as by fiscal

and debt management policies of the Federal Government.

Table 3 shows that there was a continuous expansion of the money sup-

ply--defined as demand deposits and currency--during the first half of the

decade. The money supply increased sharply in 1961, the first year after

the business trough, and in the following year it increased at less than

half the 1961 rate. But from 1962 through 1965 demand deposits and cur-

rency increased at a progressively higher rate with each succeeding year.

In 1966 the rise of the money supply was half that of the preceding year,

but 1967 and 1968 witnessed the greatest increases in the money supply of

any year since World War II. At the end of the decade the increase in the

money supply compared more nearly to the rise that occurred at the beginning

of the 1960s.

The Federal Reserve S system and its instrumentalities of credit control.

It is essential to consider the role of monetary policy during the 1960s.

Let us first review briefly how the Federal Reserve System operates to exert

its influence upon the volume of bank credit and the money supply.

The Federal Reserve System exerts its influence on the availability

and the cost of credit through regulating the volume of bank reserves. Each

commercial bank which is a member of the System is required to keep a reserve

balance with the Federal Reserve Bank in its district equal to specified

percentages of its demand deposits and its time deposits. During the past

10 years these percentages for demand deposits ranged between 16y and l7-

percent for reserve city banks and 12-13 percent for country banks.
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Table - 3

Boneoofd pl y ,19( -1 ad7t

(Billions of dollars, seasona1iy adjusted)

Currency
Period Total outside Demand Time

banks deposits deposits /

1960:
1961:
1962:
1963:
1964:

1965:
1966:
1967:
1968:
1969:

Dec.
Dec.
Dec.
Dec.
Dec.

Dec.
Dec.
Dec.
Dec.
Dec.

1969: Jan.
Feb.
Mar.
Apr.
May
June

July
Aug.
Sept.
Oct.
Nov.
Dec.

1970: Jan.
Feb.
Mar.
Apr.
May
June
July
Aug.
Sept. 2/

2I

141.1
145.4
147.4
153.0
159.3

166.7
170.4
181.7
194.8
199.6

195.8
196.3
196.8
198.1
198.3
199.0

199.3
199.0
199.0
199.1
199.3
199.6

201.1
199.3
201.5
203.3
203.9
203.6
204.3
206.0
206.3

28.9
29.6
30.6
32.5
34.2

36.3
38.3
40.4
43.4
45.9

43.5
43.8
14.1
44.2
44.5
44.8

45.0
45.3
45.2
45.6
45.9
45.9

46.1
46.4
46.7
47.0
47.6
47.8
48.1
48.2
48.3

112.1
115.9 -
116.8
120.5
125.1

130.4
132.1
141..3
151.4
153.7

152.3
152.5
152.6
154.0
153.8
154.2

154.4
153.8
153.7
153.6
153.4
153.7

155.0
153.0
154.8
156.2
156.2
155.9
156.2
157.8
158.0

i

72.9
82.7
97.8

112.2
126.6

146.7
158.5
183.7
204.9
194.1

203.2
202.4
202.3
202.3
201.7
200.8

197.7
194.5
194.1
193.5
193.4
194.1

192.1
192.0
194.3
197.9
199.6
201.0
206.9
211.8
216.9

1/ Deposits at all commercial banks.
2/ Preliminary

_N0 Lr. 'r' -a-.-a - of peroaNote:--Effective June 9, lancs acc mulated for
loans (about l. billion at that time) are excluded from time deposits
reported Ly member banks and from loans at all commercial banks.

Source: Board of Governors of the Federal Reserve System.
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The principal purpose of reserve requirements is not, as is frequently

thought to provide for bank liquidity and solvency but rather to enable

the monetary authorities to exercise control over the ability of the member

banks to expand credit and to add to the available monetary supply. For

meeting problems of liquidity and safety the banks must depend mainly on

cash balances not held as required reserves and on their other assets that

can be readily converted into cash. The function of reserve requirements

is rather one of credit limitation, since under a fractional reserve system,

for each dollar of reserves acquired by the banking system as a whole there

can result a multiple expansion of bank deposits and bank credit. On the

other hand, for every dollar of net decrease in. reserves, there can result

a multiple contraction of bank deposits and credit.

In regulating the reserves of the member bank, the Federal Reserve

System relies on three instrumentalities. The first, and most important,

is open market operations; the second, which serves as a complementary

tool, is discount operations; and the third, a much less frequently used

tool, is changes in reserve requirements.

Open market operations

Open market operations consist of Federal Reserve purchases and

sales of securities--primarily U.S. Government securities--in the open

market. When the policy is to restrict the expansion of bank credit and

the money supply, the Federal Reserve sells government securities, thus

decreasing bank reserves and this in turn puts pressure on the banks to

curtail +ei '1ans an -d investment. cWhether the rise in interest rates

which ensues exerts a restraining effect on the demand for credit depends
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on the econofilO conditions previiling at the time. When Federal Reserve

p olicy is one of credit ea3e, the System purchases government securities,

thus increasing the voliine: of member hank reserves.

In addition to the i:prct of oprni .arket operations on the availability

and cost of bank credit through changes in bank reserves, there is a second

effect which operates directly through the influence on the prices and

yields of outstanding securities. The very sizeable Federal Reserve trans-

actions in the government securities market bring about a direct change

in the volume of securities available for trading and investment. When the

System purchases government securities, their withdrawal from the market

tends to raise the prices and lower the yields of those that remain. When

the Systcm sells government securities it adds to the total volume of se-

curities in the market, which tends to lower prices and increase yields.

Open market. policy is under the direction of the Federal Open Market

Committee which meets in Washington every three weeks. It consists of the

7 members of the Board of Governors of the Federal Reserve System and 5

Federal Reserve Bank presidents. The member bank presidents always include

the president of the Federal Reserve Bank of New York, while the four other

member bank presidents are chosen on a rotating basis to serve one year.

The Federal Reserve of New York acts as the agent of the Committee in

executing purchase and sale transactions from day to day and week to week.

Not only is the Committee vested with the power to determine open market

policies, but it is also given the authority to direct the Federal Reserve

Banks to carry out the agreed policies. Purchases and sales through the

System Open Market Account as they affect the total holdin-s of government
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securities by the 12 Federal Reserve Banks are allocated among them in

accordance with a formula agreed upon by the Committee.

The discount rate

The discount rate is the price charged by a Federal Reserve Bank to

a member bank when it borrows funds from the Federal Reserve. Lending to

member banks consists chiefly of advances secured by U.S. Government securi-

ties. The proceeds of the loan are added to their reserve accounts. On

the surface it would seem that the discount mechanism is a device for in-

creasing the reserves of banks, enabling them to expand credit further.

And yet increased use of the discount window of the Federal Reserve Banks

by member banks is regarded by the monetary authorities as an important

mechanism for exerting pressure to limit credit expansion. This appears a

paradoxical situation.

In a very real sense discount operations serve as.an offset to open

market operations, rather than as a reinforcing tool. When the monetary

authorities decide upon a policy of restraint, the first step is to pre-

vent an increase in bank reserves through open market operations. Con-

tinuation of a restrictive open market policy drives the member banks increas-

ingly to the discount window as more of them find themselves with deficiencies

in their legal reserves. In other words, the discount mechanism serves as a

safety valve for member banks to obtain additional reserves. What then are

the grounds for the official view that increased use of Federal reserve dis-

count facilities is a powerful factor acting to brake bank credit and mone-

tary expansion? There are at least three reasons that are generally given.

1
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First, when the banks are compelled to turn increasingly to the dis-

count window they become subject to the greater supervision of the monetary

authorities. The Federal Reserve Banks are under no automatic obligation

to accommodate member banks. - As it is frequently stated, use of the discount

facilities is a "privilege" and not a "right'". A second reason given is

that there is a long standing traditional reluctance on the part of the

member banks to borrow other than for meeting temporary emergencies. They

accordingly feel under pressure to restrict credit to their customers or to

readjust their investment portfolios in order to repay their indebtedness

to the Reserve Banks as quickly as possible. The third influence tending

to restrict member borrowing is that such borrowing may become more expensive

with increases in Reserve Banks discount rates.

During the past two decades borrowing at the Federal Reserve Banks.

averaged about a half billion dollars per year.

Changes in reserve requirements

Unlike open market operations and discounting, which produces changes

in the amount of member bank reserve balances, the use of the third instru-

mentality of monetary control does not directly affect the total volume of

reserves. What a change in reserve requirements does is to affect the pro-

portion of deposits that must be kept with the Federal Reserve Banks.

During the first two decades, the Federal Reserve generally lowered

reserve ratios but did not increase them. In the 1960s the exceptions were

the increases in 1968 and 1969 when the Board sought to reduce reserve

availability. The reductions took place during tne business recessions of

- .-. ~-,
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1953-54, 1957-58, and 1960, and the reserves released were used for the

expansion of bank credit and the contradiction of indebtedness to the Reserve

Banks. While the Federal Reserve Board has not hesitated to employ this

tool when a policy of credit ease was considered desirable, it has been

fearful about using it when a policy of restraint was called for in order

to check excessive credit expansion that was intensifying inflationary

pressures.

Ln defense of the one-way treatment of changes in reserve requirements,

the Board has frequently stated that raising reserve ratios was too blunt

an instrument for restrictive use. It not only affects all banks alike

regardless of the fact that there may be considerable variations in their

excess reserves, but also because such a move may cause heavy bank sales

of liquid assets producing disorderly market conditions in government

securities. Those who criticize the Federal Reserve for its failure to

increase reserve requirements in periods of excessive credit expansion point

out that this tool need not be so blunt an instrument were it applied more

frequently and on the basis of relatively small increments. The question

has also been raised as to whether the Boardis hesitancy to raise reserve

ratios was not the result of its being unduly concerned that such increases

lessen bank earnings. ka increase in reserve requirements means that banks

must hold a larger percentage of other assets in reserve balances that earn

no interest.
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Fiscal and debt mar~nagemsrnt policy- can have a considerable impact

on the money market and on monetary policy. One phase of the Treasury's

influence originates fpr ' The flow of cash in and out of the Treasury

and the manner in which it handles its deposits in banking institutions.

If the Treasury builds up its balances with the Federal Reserve Banks

and draws it, accounts in commercial banks this tends to reduce bank

reserves and. to tighten the money market. Conversely, bank reserves

are augmented and the money market tends to become easier when the

Treasury increases its commercial bank balances and draws down balances

with the Federal Reserve.

It is through its refunding and new borrowing operations that the

Treasury exerts its greatest influence on the monetary situation and on

interest rates. This is due not only to the magnitude of the refunding

and borrowing transactions but also to the rates, the maturities, and

the timing of such operations.

The magnitude of the public debt-approaching $400 billion at the present

time--and the frequency of the Treasury's refunding operations for its ma-

turing obligations make the task of the Federal Reserve, in regulating the

flow of credit, difficult when inflationary pressures call for a restrictive

monetary policy. In tines of business boom investors lose their appetite

for government securities. in order to assure that the Treasury's refund-

ing operations =nd new borrowings in the open market are suc cessful, the

Federal Reserve frequently finds it necessary to provide the banks with

sufficient reserves to absorb the new obligations. In so doing it modifies
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its policy of restricting private credit. For example, in fiscal 1968,

when there was a record Federal budget deficit of $25 billion which had to

be financed, the Treasury was constantly in the market. The rapid increase

in bank credit and the money supply was in part a reflection of this fact.

The growth of the public debt also tends to weaken the existing in-

struments of monetary control because the large holdings of short-term

government securities by the commercial banks make them relatively immune

to a policy of restraint. They can sell a substantial amount of these

securities in the market in order to raise funds to meet the expanding de-

mand for private credit. The banks generally enter a period of business

recovery with augmented holdings of government securities, acquired under

the influence of the Federal Reserve easy-money policy, designed to counter-

act a business recession. Through its open-market operations and changes

in reserve requirements, the banks are provided with excess reserves which

are used to purchase considerable amounts of Treasury 90-day bills. These

are then sold with relatively little loss during business expansion and

the funds are directed to more profitable private loans. Over the five

years ended in December 1966, commercial banks liquidated $10.4 billion of

United States Government securities. However, in 1967 theyincreased their

holdings of these securities by over $6 billion, and in 1968 by $2 billion.

Apparently the commercial banks felt it necessary to increase their liquidity.

Monev indicators

In arriving at monetary policy decisions, the Federal Reserve Open

Market Committee not only pays attention to various indicators of current

and prospective changes in business conditions--production, employment, prices,
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(Billions of dollars) Millions of dollars)
All commercial banks Weekly 11All member banks I1

(seasonally adjusted data) reporting

t: l Leans Investments large com- Borrow-
End of Total Loans mercial Total Excess : ings at : Exce
period loans exclud- U.S. Gov- Other . banks reserves : reserves : Federal : reser

and ing in- ernment : securities: Commercial: Reserve
invest- . terbanks securities., Banks

. .wid .. and u-u-

_,. : - : ~ t I l I oans

1960 .194.5 113.8 59.8 20.8 32.2 19,283 756 87 66
1961 209.6 120.4 65.2 23.9 32.9 20,118 568 149 41
1962 227.9 134.1 64.5 29.2 35.2 20,040 572 304 26
1963 246.2 149.6 61.7 35.0 38.8 20,746 536 327 20
1964 267.2 1.67.7 60.7 38.7 42.1 21,609 411 243 161
1965 294.4 192.6 57.1 44.8 53.1 22,71.9 452 454
1966 310.5 208.2 53.6 48.7 60.7 23,830 392 557 -16
1967 346.5 225.4 59.7 61.4 65.8 25,260 345 238 10
1968 384.6 251.6 61.5 71.5 73.1 27,221 455 765 -31(
1969 A/ 401.3 278.1 51.9 71.3 81.6 28,031 257 1,086 -82

1969: July 397.7 269.9 56.8 71.0 77.6 26 ,98 116 1,190 -l,07
Aug. 397.5 270.3 56.9 70.3 76.7 27,079 303 1,249
Se pt .. 396.5 271.3 54.7 70.5 78.1 26,971 236 1,067 -83
Oct. 397.6 273.8 53.5 70.3 77.6 27,340 143 1,135 -99
ov. 401.2 276.4 53.4 71.4 78.0 27,764 253 1,241

Dec. 401.3 278.1 51.9 71.3 81.6 28,031 257 1,086 - 2

1970: Jan. 398.5 276.6 50.4 71.5 78.1 28,858 166 965 -79
Feb. 399.7 278.5 49.8 71.4 78.2 27,976 273 1,092 -8>
Mar. 400.9 277.6 50.3 73.0 78.9 27,473 115 896 -781
Apr. 3/ 402.9 276.6 52.3 74.0 78.9 28,096 118 822 -704
May 3/ 404.9 277.1 53.3 74.4 77.8 27,910 181 976 -79f
June / 405.1 276.2 54.1 74.8 79.6 27,567 187 888 -701
July 3/ 410.7 279.9 55.5 75.3 79.3 28,128 141 1,358 -1,212
Aug. 3/ 41.6.3 282.4 57.2 76.6 79.2 28,349 145 827 -68
Se pt.3/ 421.6 285.7 57.3 78.6 81.2 28,786 235 606 -37

1 / A sir- cf da l fi f .,o Arniinl r l dn t-.-y f-e- - --

2/ New s(rieS beginning June 1969; see Federal
3/ Pmel I r; inary

or V1" er.
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balance of payments--but to a broad range of interest rates and monetary

measures. Tables 4 and 5 provide some of the key statistics for interpret-

ing money market conditions and the direction of monetary policy. Let us

refer briefly to the last four columns of Table 4 pertaining to bank re-

serves. These statistics tie in more closely than other monetary statistics

with the decisions of the Open Market Committee.

Total reserves consist of member bank deposits at Federal Reserve Banks

plus their vault cash. The changes in the total reserves are determined by

the volume of Federal Reserve opera ions, certain technical market factors

(float), and by the amount member banks borrow at the Federal Reserve discount

window. The last three columns of Table 4 are measures of money market condi-

tions. They are member bank excess reserves, member bank borrowings at the

discount window, and net free reserves, i.e., excess reserves less borrowed

reserves. These three reserve measures may be said to reflect the balance

between supply and demand in the market for bank reserves. As a result,

their movements have tended to parallel roughly the movements of short-term

interest rates, such as the Federal funds rate and the Treasury bill rate.

In arriving at its decisions, the Federal Open Market Committee takes into

account both interest rates and the monetary aggragates. A decision 'to move

towards a tighter monetary policy usually involves a decline in the rate of

growth of the aggragates and an increase in interest rates. And a decision

to move towards an easier policy usually involves an increase in the monetary

aggragates and a decline in interest rates.

4,
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M cnetarvnolic- ibh 19S0s

Monetary policy was undoubtedly an expansionary force for most of

the decade. In the first half of the 1960s monetary policy was concerned

with stim-ulating a more vigorous growth of the economy by increasing bank

reserves at a more rapid pace. But the internat-onal reserve position of

the United States had changed in the 1960s--what with large and continuous

deficits in the overall balance of payments, and growing doubts abroad

concerning Americals ability to prevent depreciation of the exchange rate

of the dollar. All through the period, the Federal Reserve had to conduct

its open market operations in such a way as to increase bank reserves and at

the same time not aggravate our balance of payments problem, through adding

to the already large flow of short-term capital abroad. This required some

new Federal Reserve open-market techniques.

Since 1953, open market operations had been confined to short-term

government securities, mainly Treasury 90-day bills. Early in 1961, the

Federal Reserve announced a new policy of providing bank reserves through

purchase of U.S. government securities of longer maturities, particularly in

the 3- to 6-year range. The Treasury also cooperated with appropriate debt

management cr.erations. In shifting towards the purchase of longer-term

government seCurities ooen market policy sought to keep short-term interest

rates from falling out of line with rates abroad, while encouraging a greater

flow of credit into domestic capital goods at sufficiently low rates of in-

terest to stimulate economic expansion. Between February 1961 and mid-1965,

3-month Treasury bills rose from 2.40 percent to 3.8 percent, while the rate

on long-term government bonds rose only from 3.8 percent to 4.10 percent.



Table - 5

Bond Yields and Interest Rates, 1960-70
(Percent per annum)

U.S. Government security yields : High-grade : Corporate bonds Prime :UA

3-month : : municipal (Moodys) : Coinrrcial : new ho

Period Tr-asury 3-5 year : Taxable bonds :.. : paper, : mortgaf
bills 1/ issues 2J : bonds 1/ (Standard & : Aaa Baa : 4-6 months yieldss

Poor's) 4/

1960 2.928 3.99 4.02 3.73 4.41 5.19 3.85 6.1
1961 2.378 3.60 3.90 3.46 4.35 5.08 2.'7 5.7
1962 2.778 3.57 3.95 3.18 4.33 5.02 3.26 5.6
1963 3.157 3.72 4.00 3.23 4.26 4.6 3.55 5.4
1964 3.549 4.06 4.15 3.22 4.40 4.83 3.97 5.4
1965 3.954 4.22 4.21 3.27 3.39 4.87 4.38 5.4
1)66 4.881 5.16 4.65 3.82 5.13 5.67 5.55 6.2
1967 4.321 5.07 4.85 3.96 5.51 6.23 5.10 6.5
1968 5.339 5.59 5.26 4.51 6.18 6.94 5.90 7.1
1)69 6.677 6.85 6.12 5.81 7.03 7.81 7.83 8.1
1969: Apr. 5.150 6.15 5.84 5.29 6.89 7.54 7.04 8.0

May 6.077 6.33 5.85 5.47 6.79 7.52 7.35 8.C
.une 6.493 6.64 6.05 5.83 6.98 7.70 8.23 8.0
July 7.004 7.02 6.07 5.84 7.08 7.84 8.65 8.3
Aug. 7.007 7.08 6.02 6.07 6.97 7.86 8.33 8.3
Sept. 7.129 7.58 6.32 6.35 7.14 8.05 8.48 8.3
Oct. 7.040 7.47 6.27 6.21 7.33 8.22 8.56 8.4
Nov. 7.193 7.57 6.52 6.37 7.35 8.25 8.46 8.4

*Doc. 7.720 7.98 6.81 6.91 7.72 8.65 8.84 8.4
1970: Jan. 7.914 8.14 6.86 6.80 7.91 8.86 8.78 8.6

Feb. 7.164 7.80 6.44 6.57 7.93 8.78 8.55 -
Mar. 6.710 7.20 6.39 6.14 7.84 8.63 8.33 9.2
Apr. 6.48 7.49 6.53 6.55 7.83 8.70 8.06 9.2
May 7.035 7.97 6.94 7.02 8.11 8.98 8.23 9.]
June 6.742 7.86 6.99 7.06 8.48 9.25 8.21 9.1
July 6.468 7.58 6.57 6.69 8.44 9.40 8.29 9.1
Aug. 6.412 7.56 6.75 6.33 8.13 9.44 7.90 9.1
Oept. 6.244 7.24 6.63 6.45 8.09 9.39 7.32 9.C

L/ Rate on new issues within period. 41 Weekly data are Wednesday figures.
2/ Selected note and bond issues. 1/ Data for first of the month, based on the maximum

2/ April 1953 to date, bonds due or callable permissible interest rate (8-1/2 percent beginning
10 years and after. Jan. 5, 1970) and 30-year mortgages paid in 15 years.

Sources: Treasury Dept., Board of Governors of the Federal Reserve System, Federal Housing Admin., Standard &
Poor's Corporation, and Moody's. Investors Service.
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In 1963 econoomic expansion was such that monetary policy took a

modest turn toward less ease. The Federal Reserve raised the discount

rate from 3 to 3 percent in July. At the same time the maximum rate of

interest that member banks could pay on time deposits with maturities

from ninety days to one year was increased to 4 percent. These steps

were not taken to reduce the money supply but rather to nudge short-term

interest rates higher relative to long-term rates. The actions were

largely designed to curb short-term capital outflows. From that time on

new reserves were supplied to the banking system a little more reluctantly

than before. In November 1964 the Federal Reserve discount rate was raised

to 4 percent, and on time deposits the maximum rate payments was increased

from 4 to 4- percent. Raising the coiling on time deposits in 1963 and

1964 resulted in an unprecedentedly large inflow of such deposits to com-

mercial banks.

The large flow of savings into commercial banks and the ready availability

of reserves enabled the banks to increase their loans and investment at about

8 percent per annum. They also began to shift out of U.S. government securi-

ties into higher yielding tax-exempt issues of state and local governments

and into mortgages. In 1963 and 1964 bank loans were expanding faster than

bank loans and investments. The net effect of these portfolio changes was

to reduce somewhat the liquidity of commercial bank assets.

In 1965 monetary policy began to move towards restraint but at a

rather gradual pace. During the first four years of business expansion,

as may be seen from Table 4, member bank holdings of excess reserves exceeded
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borrowings, although the difference--known as free reserves--became

smaller with each year. By 1965 member bank borrowings at the Federal Re-

serve Banks rose above excess reserves. In other words, almost throughout

1965 free reserves remained continuously in the negative range but of a

size that indicated that monetary policy was only mildly restrictive. As

the year moved on it became clear that the morevigorous economic expansion

under the influence of the rise of consumer expenditures, the sharp in-

crease in business investment expenditures, and the greater defense spending

arising from increased military operations in Vietnam, would result in an

acceleration cf the demand for funds on a wide front. By the third quarter

of the year most long-term security yields moved up sharply. But it was

not until December that the Federal Reserve discount rate was raised from

4 to 4 percent. The Board simultaneously increased to 5 percent the

maximum rate payable on time deposits and certificates of deposit with a

maturity of 30 days or more. This was designed to enable banks to retain

time deposits and to compete more effectively for funds earning higher

returns.

Federal Reserve policy became more restrictive in 1966 as further

pressure was exerted on bank reserve positions. Nonborrowed reserves

rose at an annual rate of 2.4 percent in the first half of 1966 as com-

pared with 4.2 percent for the full year 1965. Total bank loans and in-

vestments grew at an annual rate of 8.2 percent in the first half of 1966

as compared with 10.2 percent for all of 1955. The demand for business

loans continued exceptionally strong. Bank liquidity declined further as

the pressure on the availability of funds intensified.



LRS-32

The great demand for credit pressing against a large but not unlimited

supply of credit hed been driving interest rates to ever higher levels.

By mid-Agust the rate on prime co:nercial paper-the price of loans to

biggest and most trust worthy customers--rose to 6 percent, higher than

at any time since the 1920s. Other rates of interest also climbed to the

highest level in over 40 years.

The tight money market and the declining liquidity of the banks made

them more selective in the type of loans they made, and more restrictive

in their credit standards. Moreover, the change in the interest rate

structure caused less funds to flow into savings and loan institutions

and savings banks. The high interest rates on mortgages and the reduction

in the availability of funds bcgan to affect the housing industry adversely.

The construction of new housing units dropped sharply during 1966; new

housing starts fell to an annual rate of about one million units, the lowest

level in six years.

While banks were cutting down on consumer credit type loans and on

mortgages, their loans to businesses increased at an annual rate of 20

percent. On September 1, 1966 the Federal Reserve System issued a Policy

Statement indicating that a slower rate of business loan expansion was in

the interest of the banking system and of the economy as a whole, and that

the System would keep this objective in mind in extending credit to member

banks through the discount window.
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Before the year was over, however, the Federal Reserve began to take

more liberalizing actions sLnce it appeared that the economy was slackening

its pace. It initiated an easier monetary policy, which continued through-

out almost the whole of 1967. In March, the Federal Reserve lowered reserve

requirements against savings deposits and the first $5 million of time

deposits in member banks, and in April, it reduced the discount rate from

4 to 4 percent. In 1967 the money supply increased by 6.6 percent as

compared to a rise of 2.2 percent in 1966.

It was not until after the British devaluation of the pound in November

that the Federal Reserve raised its discount rate from 4 to 4j percent, and

the Open Market Committee began to pursue a less expansionary monetary policy.

Among the reasons given by Federal Reserve officials for failing to adopt

a more restrictive policy earlier were the unsettled conditions in the

financial markets, the uncertain outlook for a tax increase, the necessity

for avoiding adding pressures on the already weak pound, and the massive

financing requirements of the Treasury which severely limited the room for

maneuver for monetary policy.

In 1968 inflationary pressure intensified. The Federal Reserve raised

the discount rate to 5 percent in March, and to 5 percent a month later.

The firming of monetary policy during the first half of the year was evidenced

by the fact that the rate of growth of bank credit was half that of the rate

during the last half of 1967. The tighter policy was reflected in sharply

rising interest rates. With the enactment of the tax surcharge and expendi-

ture control bill in mid-1968 it was thought that this would lessen the

pressure on the Federal Reserve of carrying the load of trying to stem the

inflationary tide--and also there was a fear of "over-kill". Consequently,
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Table - 6

Federal Budget Receipts,
Expenditures, and Net Lending

(Billions of dollars)

Receipt-expenditure account Loan Total
Period_4. _:_account surplus or

Receipts : Expendi- : Surplus or: Net surlus o
. . deficit (-)tures : deficit : lending

Fiscal year:
1960 ------ 92.5 90.3 2.2 1.9 0.3
1961 ------ 94.4 96.6 - 2.2 1.2 - 3.4
1962 ------ 99.7 104.5 - 4.8 2.4 - 7.1
1963------- 106.6 111.5 - 4.9 -. 1 -48
1964------ 112.7 118.0 - 5.4 .5 - 5.9

1965--------116.8 117.2 - .3 1.2 - 1.6
1966------- 130.9 130.8 / 3.8 - 38
1967------- 149.6 153.2 - 3.6 5.1 - 8.7
1968------- 153.7 172.8 -19.1 6.0 -25.2
1969------ 187.8 183.l 4.7 1.5 3.2

19701/---- 193.8 195.0 - 1.1 1.8 - 2.9

L/Prelimi ary.
a/Surplus of $36 million.

Sources: Treasury Department and Office of Management and Budget.
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there was some relaxation of monetary policy, but by the end of the year,

the vigorous expansion of bank credit and deposits caused the Federal

Reserve to tighten its controls once more.

In attempting to contain the inflationary pressures that were progres-

sively building up since 1965, fiscal policy played a negligible role. It

was not until the "credit crunch" towards the end of the summer of 1966

that the President transmitted proposals for curbing inflation. These in-

cluded temporary suspension of the investment tax credit and of the use of

accelerated depreciation on new industrial and commercial buildings. He

also announced-cutbacks in low priority Federal expenditures, and in the

scheduled issues of Federal agency securities so as to reduce current pres-

sures on the money market and on interest rates.

In his Budget Message of January 1967, the President proposed a tem-

porary 6 percent surcharge on individual and corporate taxes to take effect

on July 1, 1967. In August he sent a message to Congress requesting prompt

enactment of the tax surcharge revised upward to 10 percent. In view of the

slowdown in the pace of business expansion in the first half of 1967, Con-

gress was reluctant to take action. It was not until June 1968 that Congress

passed the Revenue and Expenditure Control Act which provided for a 10 per-

cent surcharge retroactive to January 1 for corporations, and April 1 for

individuals. The Act also established specific limitations on Federal

budget outlays for fiscal 1960, requiring a reduction in expenditures of

$6 billion below the levels contained in the January 1968 budget.
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It soon became evident that the tax surcharge had little impact in slou-

ing down consumer spending--in fact it increased substantially in the latter

part of the year. In 1968 inflationary expectations had become a more per-

vasive influence on the American economy than at any time during the decade.

With deeply rooted expectations of continuing inflation, the Federal

Reserve moved to a very restrictive monetary policy during 1969. In the

first half of the year, total reserves of member banks rose at an annual

rate of less than 1 percent as compared with almost 11 percent in the latter

half of 1968. In addition to the pressure exerted on the banks through

open market operations, the Federal Reserve raised the discount rate in

April from 5- to 6 percent, and increased reserve requirements by --of a

percentage point on demand deposits at member banks. These changes were

reflected in the marked slowdovrn of the rate of growth of the money supply.

During the latter half of 1969, the seasonally adjusted annual rate of

growth of the money stock was less than one percent, as compared to 7 percent

in the corresponding period of 1968.

The continued strong demand for funds, widespread anticipation of

further inflation, and constraints on the supply of loan funds, resulted in

sharp increases in interest rates. Towards the end of the year, interest

rates were generally 2 to 3 percentage points above the levels in late 1968.

Throughout the year, market rates of interest were not only above the ceilin:

allowed on time deposits, but the rate spreads widened during the course of

the year as interest rates kept climbing upward.
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The pressure of monetary restraint on the banks resulted in their

liquidating securities on a major scale. At the end of the year, their

holdings of United States Govenment securities was at the lowest level in

more than two decades. And for the first time in the 1960s, they liqui-

dated tax-exempt State and local government issues on balance, adding to

the pressures in the municipal securities market. In their attempt to

meet loan commitments to established customers, the large banks sought to

attract nondeposit type funds, such as Euro-dollars, the proceeds of re-

purchase agreements against loans, and funds derived from commercial paper

sales by bank subsidiaries and affiliates.

The year 1969 also experienced a "credit-crunch"--perhaps even worse

than in 1966. But by the end. of the year, it appeared that the excess

demand which had played such important part in creating the inflation

problem of recent years was being eliminated. Fiscal policy also played its

part. The 10 percent surcharge tax was extended through the end of the

year, and was at a 5 percent rate for the first half of 1970. The invest-

ment tax credit was repealed in April. And the growth of Federal expendi-

tures was kept down.

As a result of the restrictive monetary and fiscal policies, the economy

entered a period of sluggish activity in the latter part of 1969 which

continued into 1970. This year experienced both continuing inflation and

increasing unemployment. The inflation was no longer a case of excess

demand-pull but rather a case of a strong dose of cost-push. If mistakes

that were made in the 1965-68 period were due to faulty use of monetary and



LRS-38

fiscal policy, the mistake of the last two years, as has come to be increas-

ingly recognized, was the failure to come to grips with the phase of the

inflation problem associated with the formation of a so-called incomes policy.

Inflation and >nrest rates

The substantial inflation of recent years was accompanied by an upward

climb of interest rates to record heights. We have had periods of vigorous

business expansion with nowhere near such levels of interest rates. Before

we consider what pushed interest rates to such heights in the latter part

of the 1960s, let us pause for a moment to ask what are the factors that

determine changes in the rate of interest.

I The interest rate is the price of loanable or investible funds, and

like other prices, is governed by the market forces of supply and demand.

But much depends on what one includes under such commonly used terms as supply

and demand. OC the supply side, there is the volume of savings, the amount

of new credit created by the banks, and the extent to which people dishoard

their idle cash balances. And on the demand side there is the volume of

funds sought for use by the private sector, the public sector, and the extent

to which people seek funds for augmenting their cash balances.

This view of the interaction of supply and demand takes into account

the influence of savings and the demand for private capital, the creation of

new money, the activation of the existing money supply through the banking

system, and the demand for funds by the largest seller of securities, namely,

the Treasury. Thus, monetary, fiscal, and debt management policies, may

play a highly significant role in the determination of the price of loans and

4 play a M

- --

9



LRS-39

investible funds.' At the same time, it is essential to recognize that the

private demand for funds is a powerful influence, as evidenced by the fact

that rising interest rates have.been usually associated with expansion in

business activity and rising prices, and declining interest rates with con-

traction in business activity and falling prices.

A simple, and perhaps the best answer, as to what is the cause of high

interest rates is inflation. The rise in interest rates began right after

the 1960 business recession. The earlier part of the decade was a time of

gradual and sustainable growth with an unusual degree of price stability.

It was when thc. economy began to overheat in the mid-60s that the forces

of inflation began to produce sharp rises in the rates of loanable funds.

Sidney Homer in his A History of Interest Rates has stated that, "War and

inflation are associated in every historic period of extremely high yields."

It would seem that the Vietnam war was no exception, since on top of an

economy that was beginning to approach full utilization of manpower and re-

sources, there was imposed a sizeable increase in Federal expenditures for

defense purposes. But it would be very misleading to place the blame for

high interest rates primarily on the Vietnam war. The increase in defense

expenditures caused by this war in relation to the gross national product is

relatively small, compared to the role in tetal output played by defense

expenditures during such a major war as World War I. Here it is salutary

to be reminded of the influence of the other factors governing interest

rates enumerated in the previous two paragraphs.

What all this adds up to is that to understand the exceptional behavior

of interest rates in recent years one must evaluate the influence of the

forces that have governed the development of inflatia during this period.

1
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Vhat went wrong withstgaIl ization tools

Let us return to our review of the 1960s and see what went wrong with

the use of our principal stabilization tools--monetary and fiscal policy--

that were so unsuccessful in checking inflation. But before we do this it

is desirable to refer to the views of a small but vocal group of econo=fists

who are fundamentally skeptics of discretionary policy. They have in common

a political philosophy that is based on distrust of government, and an eco-

nomic philosophy that regards the rate of change in the money supply as the

main deterrlinant of economic fluctuations. We are referring, of course, to

the MIonetarist school of thinking, of which Professcr M ilton Friedman is

the most vigorous spokesman.

Sceri cis. Y with respect to discretionarL policV

These economists maintain that"we lack the knowledge, wisdom, strength

of character, and institutional flexibility to carry out a successful dis-

cretionary policy." They are fond of citing our experience with discretionary

policy during the last half of the decade, and arrive at the conclusion that

government was the main cause of the instability of the period. They enter-

tained similar views prior to the mid-1965 period, which were buttressed by

statistical studies of the monetary history of the United States going back

to the Civil War. Their studies show that the influence of money on business

activity operates with a long lag, and that the timing of the effect is

highly variable and unpredictable. Consequently, they advocate that dis-

cretionary policy should be kept to a minimum, and that the monetary

authorities should follow a rule based on a fixed percentage growth in the

money sucly

4,
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- Most economists find it difficult to accept the proposition that some

inflexible rule, established months or years ahead, is likely to yield

better monetary policies than discretionary actions based on a wide range

of current information, and on forecasts that are under continuous revi-

sion. Furthermore, the fixed rule assumes a mechanical relation between

changes in the money supply and changes in the gross national product, and

ignores the fact that since World War II a larger part of the monetary

needs of an expanding economy have been met by increases in the velocity of

money than by increases in the money supply. Moreover, there are those who

Vi5,ualize that under certain circumstances a rigid adherance to a steady

growth in the money supply which is oblivious to what is happening to Federal

spending, business investment, the labor market, and the like, could produce

wild gyrations in interest rates and financial values that could play havoc

with economic stability.

If there are no workable alternatives to discretionary policies, it is

important to establish where the shortcomings appeared in the use of mone-

tary and fiscal policy in recent years, so that we may perhaps learn from

the mistakes of the past.

Fauty diagnosis and forecasts

There is general agreement that the stimulus of fiscalpolicy, and an

accommodating monetary policy, contributed to the country experiencing a

business expansion accompanied by a fair degree of price stability in 1961-65.

The trouble began in 1965. A most important factor in starting us off on an

inflationary path was faulty diagnosis and mistaken forecasting.
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Arthur M. Okun, who was with the Council of Economic Advisers from

late 1964 to the beginning of 1969, first as a member of the Council, and

then as its chairman during the last year of the Johnson Administration,

reviews the decade of the 1960s in his recently published book entitled

The Political Econom-of Prosoerity (1970). He writes as follows:

Economists cannot feel proud of their diagnostic or
predictive performance during the second half of 1965.
To be sure, no one could have foreseen the upsurge before
the Vietnam suppxleental budget was announced. It is
neither surprising nor embarrassing that the profession
was, to the best of my knowledge, unanimous as of midyear
that the'second half of 1965 would witness moderation from
the brisk advance of the first half. What is disappointing,
however, is that we took so long to recognize the full sig-
nificance of emerging developments.

Our intelligence system for tracking current movements
did not perform well. This was the only period in my ex-
perience during which the preliminary estimates of economic
activity qualitatively misrepresented the true situation.

... (pp. 67-68)

Without going into the question of the accuracy of Mr. Okun's statement

about the unanimity among economists in their interpretation of events in

1965, it is important to ask why the poor diagnosis and forecast. One answer

is given by Arthur F. Burns, a former chairman of the Council of Economic Ad-

visers in the Eisenhower Administration, in his book entitled The Business

Cycle in a Changin World (1969).

As a life-long student of the business cycle, Mr. Burns attributes the

failure to read the economic indicators correctly as stemming from a growth-

oriented instead of a cycle-oriented type of analysis pursued by the econcrc -

advisers to the President in the 1960s.

/
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The central doctrine of this school is that the stage
of the business cycle has little relevance to sound economic
policy; that policy should be growth-oriented instead of
cycle-oriented; that the vital matter is 'Whether a gap exists
between actual and potential output; that fiscal deficits and
monetary tools need to be used to promote expansion when a
gap exists; and that the stimuli should be sufficient to close
the gap--provided significant inflationary pressures are not
whipped up in the process. ...

Theories have a power that administrators, no matter
how able, cannot fully control. By and large, economic policy
during 1965 was still governed by the theory that stimulation
of activity was reasonably safe as long as a gap existed be-
tween actual and potential output, no matter how small the
gap was becoming or how rapidly it was being closed. ihen small
inflationary signs appeared, they were at first not believed
or dismissed as trivial. By the time a change in policy was
attempted, it had already been pushed into greater stimulation
than was intended. Thus, deliberately expansionist measures
were carried along passively for a time as the desirability
of a shift in policy and how it might best be executed were
being pondered by the managers of our prosperity. (pp. 279,
282-283).

Fiscal policy--too little and too I-ate

One of the cardinal principals of an effective stabilization program,

namely, timely flexibility, was violated in 1965-68, especially by fiscal

policy. A strong fiscalist, such as Walter Heller, chairman of the Council

of Economic Advisers from 1961 through 1964, has stated in a book which he

authored together with Milton Friedman--Monetry V. FisalyPolicy (1969)--as

follows:

The tendency is to say that we did so poorly in coping
with infla t ion that it bodes ill for the future of discre-
tionary and monetary policy. One can join the chorus of
critics of 1966-68 policy without accepting the gloomy inter-
ference for the future.



LR{S-4

He goes on t.o list a number of facts which should lead to a more hope-

ful inference about our ability and will to cope with excess demand in the

future. Let us cite two of these:

The Economic Advisers' diagno4is of Lh economy s ills
was, in general, correct, and the s resc-rtion was apt.
As FP'esident Johns-zn rec-antly revoal.d, his advisers unani-
mously recommended tax increase. c - in 1966 as part of
their prescription for what ailed the economy. But Drs.
Johnson and Mills were slow to fill the pr oscriution and
apply it to the patient. One night add that Dr. Ford and
a few others on the other side of the aisle were even slower
to accept the diagnosis and prescription.

Just as we moved flro fiscal fiction and fallacy to
fiscal fact and under a-ling in the course of debate and
action on *h4 1964 uax cuL, "o it seems to me we learned
a great deal in the two- nd-a-hLr -year hassle over the
tax increase. The newspaper headline last spring, "Market
Rallies on Hope of Ta Eoost," is a case in point. Failure
to act on taxes was, as predicted so costly in terms of
higher deficits, that the lesson for the future was ines-
capable. Never again, I should judge, would a President
hesitate so long or a Congress sit idly by while inflation
takes us by the throat as it did in 1966-68. (pp. 35-36)

Apart from the suspension of the investment tax credit, which went into

effect in November 1966, an increase in taxes was not asked before January

1967, and then only for an income tax increase of 6 percent to become ef-

fective at mid-year. Moreover, despite the sharp increase in Federal ex-

pndi tures due to the Vietnam war, the Federal Government--and this applies

to monetary as well as fiscal policy--acted during much of 1967 as if the

country had entered a business recession. And then it took an unpersuaded

Congress another year and one-half, before it enacted a 10 percent surcharge

tax. Most economists are likely to endorse the statement that the failure

of fiscal policy was a matter of too little and too late.
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Mr. Arthur Okun stresses the need for a better informed public under-

standing of the role of taxation in the stabilization tool box. He also

urges reform of our legislative procedures for implementing fiscal policy.

In the book from which we quoted previously he says:

Congress appropriately treasures its constitutional pre-
rogatives to alter our tax legislation. Given the repeated
display of intense opposition to the delegation of authority,
I am not optimistic about the near-term prospects for such a
reform. But I believe that the active expression of informed
opinion in favor of a delegation of authority to the President
to vary tax rates is likely to improve congressional performance
on fiscal policy. The experiences of 1967, l96, and 1969
testify eloquently to the need for swift action in the face
of inflationary dangers, and to the difficulties encountered
by both President Johnson and President Nixon in getting con-
gressional cooperation. Our legislators must face up to the
challenge either by iLmroving their record or by delegating
authority to the President. (p. 119)

Mistakes in monetary Policy

The main load for stemming the inflationary tide was carried by the

Federal Reserve with little assistance from the makers of fiscal policy. In

fact monetary policy was handicapped at times quite severely because of the

failure of fiscal policy. We have already referred to the enormous Federal

deficit in fiscal 1968, which contributed substantially to the very rapid

increase in the money supply.

In a recent article in the Journal of Mo.e, Credit and Banking,

February 1970, entitled "Reflecti ons on Recent Federal Reserve Policy", Pro-

fessor Paul Samuelson gives a rather high mark to the performance of the

monetary authorities during the decade of the 1960s. The following is the

opening paragraph of his article:
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Let me begin by stating flatly an unpopular view. I
believe that Federal Reserve policy in the decade of the
1960's has been very good. It has not been perfect. But
when I consider the situation within which the decision
makers have had to operate, I suspect that we are not likely
in a future decade to do as well. And certainly Federal Re-
serve policy in the 1960's has been superior to that of the
1950's, both in terms of technical proficiency and the social-
welfare goals that the central bank has pursued. (p. 32)

But others are more critical of their performance. This includes top

officials of the Federal ReservL system.

One clue as to why Samuelson gives high marks to their performance is

indicated in the following paragraph of his article.

But let me return to the period of mid-1967 to mid-1968,
the period when the Vietnam inflation resumed. If the Federal
Reserve was too expansive in that period, I suggest it was not
because of bad forecasting, not because of faulty recognition
of what was currently happening, and not because of technical
lag in makig up ones mind as to what was to be done and then
doing it. Rather, I think it was because of the value judg-
ments that guided a majority on the Federal Reserve Board.
The quest for full employment was a serious one in their eyes.
The definition of what constituted full employment was gradu-
ally in their minds becoming more perfectionist. Since for
more than a decade the country was deemed to have suffered
more from excessive unemployment and product-gap than from
undue inflation, faced with the trade-off between unemployment
and inflation, the Federal Reserve authorities opted for a
policy stance which gave greatest weight to real growth rather
than price stability. (p. 42)

It is instructive in this connection to refer to an article that appeared

in the Mcnthy Rview of the Federal Reserve Bank of New York, February 1970.

It is entitled "Inflation: A Test of Stabilization Policy", an address by

Alfred Hayes, President of the Federal Reserve Bank of New York.

As we survey the pericd since mid-1969, I think we must
agree that Monetary policy made its mistakes, though I would
argue that these mistakes were a good deal less flagrant than
those of fiscalpolicy; and, as I have just suggested, some of
the failings of monetary policy were directly attributable to

s
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a very unsound fiscal environment. There were at least
two occasions wLhen, in retrospect, credit was eased too
much--in late 1966 and early 1967, and in mid-1968. In
both cases excessive fear of recession had much to do
with the decisions made, showing that the Federal Reserve
has shared to some extent the national predilection for
exaggerating fears of recession as compared to those of
inflation. The misjudgment in late 1966 and early 1967
was caused partly by an underestimate of the rising force
of defense spending. Perhaps an extenuating factor in
early 1967 was the unrealized hope that fiscal policy would
make a significant contribution, and a related fear that
monetary tightening might even jeopardize fiscal action.
That of mid-1968 was caused by an overestimate of the
dampening influence of a large Federal tax increase (and
accompanying restraints on Federal spending). ... (p. 21)

Failure to develop an incolES policy

* If previous Administrations did too little, and were too late, with

respect to fiscal policy, the present Administration, in the view of many

economists, exhibited similar characteristics with respect to developing

an incomes policy. In relying on tight money and curbs on Federal spend-

ing to gradually cool off the economy, it ignored not only the fact that an

inflationary psychology appeared to have imbedded itself into the economic

environment, but that a-' age-price spiral had become cumulately more power-

ful and persistent in its impact on the economy.

It is fitting to close with a quotation from a recent address by the

present chairman of the Federal Reserve Board, Arthur F. Burns:

...What I see clearly is the need for our nation to
recognize that we are dealing, practically speaking, with a
new problem--namely, persistent inflation in the face of sub-
stantial unemployment--and that the classical remedies may not
work well enough or fast enough in this case. Monetary and
fiscal policies can readily cope with inflation alone or with
recession alone; but, within the limits of our national -atience,
they cannot by themselves now be counted on to restore full
employment, without at the same time releasing a new wave of
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inflation. We therefore neod to explore with an open mind
what steps beyond ionetaryr and fiscal policies may need to
be taken by government to strengthen confidence of consumers
and businessmen in the nation's fture.

*..we must find ways to bring an end to the pressures
of costs on ricos. There are no easy choices open to us
to accomplish this objEctive. Eut LhtDi as I indicated at
the outset is the tough legacy of inflation.

'I


