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MOMEY MARKET PROSPECTS: 31985

I, Introdueiion § oo
(a‘w..'?*'“’ :
The gtrong expansion of incume and employment dwelng 196k did ;nf/ y

bring either tight money or higher inberest rates. [ The imterest rates that

S S

state part of the finmmeing terme for variovs types of enterprises hurdly

voried throughoulb the ;weaﬂ In genewral ths money markebts did confomm o the
preseription laid dowm by President Johnson in his 196l Economic Report of
the President and my discussion of meney merkel prospects in Buginese Scope

last Februaxry. A1 in all, 195 can be choractorized as a year of finangial
stability in the eonbext of 2 strong erpaneion.

Last year Chairman Meriin of the Fedsral Resérve Sysbem warned that
1% might be necessexy to offsot same of the stimulus to the economy frem
the then-anticipsted tax eut by tightening mox:;eye These wezmings proved to
befalse alarms) &8 none of the slgmels that would indicate to the Federal
Neserve a need for tishier credit appsared., The expansion duing the yeaw

[ Gy sud nil -

a marked rise In prices or a deterioration in
our foreign balances., In fact, in late Novenber, when the Federal Reserve
System did raise the discount rate in response to the rise of the British
bank rate to 7 percent, the Federnl Rezmerve was quick to annecunes that this
#2328 being done selely on account of the short~term forelgn balances in the
United States and that this sotion should 2ffset only shovt-temn Interest
ratas,

Given this most suecasaful year, the ratural assumption to make
about ecanomic polisy--and thus zbout Federal Reseyve agctions that affect
the mongy market--ig that next yeay will see the vardous poliey awthorilties
tey to replieete their perfoxmsnce of this year. If 1964 is to become a



pattern for United States esonomic pelicy, we ean sxpeed a mix of monstary
znd fisezl poliey to emerge in which fiscsl policy is the essential dynemie
glenent and menstary policy is the passive peymissive mmto{%tary
policy will m be called upon to play a dynamic expangionary role
only 1T there 1s insufficient flseal expansion, l.e. if tax and spending
policy do not adjust to overcome the fiscol drag implieit in any given tax
schadule in a growing ecomeny. However, the question remains whether the
monetary suthordiieseeprimaeily the Federal Regeive Sysbem--san maintein an
gven financlal keel in the finsncial and eecoomic sibtostion that w:’r.ll emerse
during 1965,

The btask of evaluvating money-narkel prospects dvrding 1965 thorefore
consists of three parts: (1) an estinate of what the sconomy will do,
(2) a look ahead at the financial developments that ney, independently of
what happens to incemo, affest the money market, and (3)(din the light of the '
abova,| predict the likely behavior of the Federal Reserve Sysitem and of
meney market varisblesg, .

Prior to doing the above, a quick review of the money markets in
196l swens to be in order se that wo cuan gsee whub financial stability in the
context of vigorous economle expansien locks Lils. |

Before undertaking & short review of 1964 & warning that wmas insluded
in ny meney mexrkwt plece for Business Scopg last year sheuld be repested.
The Federal Resarve System, and the other goverrment smthorities camnci con-
trol the money mavket in the strict sense that the finsncisl menkets will
behave as the anthorities will them to behave. In good paxt they can seb
the stage, but to a significant extent they must operate uithin a sstting
of monsy and financial fleowe that are a part of the income-generating procszs.
In addition even the relstions betwegen the menctery authorities’ operating



instrunents-=open market operations, debt policy, diseount rate, abte.~<and

the money market wariables sye modified by the ewver=thanging pattern of
finaneiel usages. Thus foresasting financial market developmente is nob

simply & matter of diseovering the authorities! sbjectives and transliating
them into money market varigbles, rather il is nseessary to evaluate the
fundanerbal evolubionary fortes ab work in the Amsriean and even the woxld

SEUNY o

1T, ¥hat Heppened in 1.96)
The yes 196h has been charscierized sz one of vigerous scontmic
expansion and finmneial sbability. OGross naticnal product vose by $39.2

billione (estimated), and the unemployment vate in the Fourth quarter was
dowm to 5.1 pereent. In spite of the increvse in the Federal Remerve
Discount rate to ) percent in late November (in response to Britain's
action), the prime vate st the years' end wos still l.5 percent. Ths yields
on Treasury bonds, mertgages, and A.A.A. private bonds €11 moved within a
vory narrow venge during 196}, The Trezsury Bill rate was well nigh stable
throughout the year wnbil the diseouni rate was increased, at which time i%
rose by soma o35 pergent %o 3.85 pereent.

In part this {inanciel stability was achieved because the Federal
Reserwe Punished ressrves 1o the member hanks so that the money suppiy could
incresse ab 2 substantial vate. Begimning in Sepbember 1962 the money supply
(demand deposits and currensy) hae bsen incressing at the rate of epproxie
mately h.2 pereant per years over the same period the money supply plus tims
doposi%s has been incrsasing at a rate of §,0 percent per yeaw.

Accompsnying thls inerease in the mmey supply bas been 2 rise in
bank eredit and investments, In the year ending October 28, 196k, Comercisl
Bank losns increased by 11.6 pereendt; and investment by 2.8 persent, This



k

inerease in investments was the vesull of a decline of $0,9 billicm of

UsS. govermmant securiiies and a rise of §3.6 billicns in other sesurities.
Thus the observed financial stebility was in payt the result of an expsnsion
of bank credit to the pxivate sechors sucompanied by a swbstantizl incrssss
in maney er in bank 1lisbllitiess however, it is important to nobte that bank
loany increased at e substantially fester rate than the money supply ar

money plus tlme deposiis,

0T, Fovecast far 1965: Ineome and Assccisted Finencisl Mexket Develepments

The standard forecust for 1965 iz that incoms will rise at a slewer
vate in 1965 than in 1964, The memenium of the economy is such that o vewy
good flrst quarter is slmost certain to teke plase. Howewar, in the sbsenss
of additional figeal stimulus, the gyowth rate 1s expected to lLaper off qulte
vapldly. In fach 2 pessimist looking at the forecast of 1965 ineens by '
quarters would project a deeline in income rather than just a slowing of the
growth rats by early '66, In spite of these doubts, for the yeer as @ whole,
2 rise of some 35, billions in G.N.P. is foreeast.#

ne factor making for the forecast decline im the rate of growkth of
inemna is the contimuing decline in new housing starts. As a result of the
decline in the rate of incresse of income, tho unemployment rate is foreecast
%o riss o 5.5 percemt by the fourth guarter of 1965. 4 simple sumary of
the Porecast for 1965 is that it will be a good bub not a xeal vindage year.

Basically, long-term interest rates reflect the flow of savings and
the demands ferr financing Lmvestmend, Within the range of varistion in the
growth rate of incoms we can expect durdng 1965, the flow of sswings throush

*Iis Teview is being written before the shape of the 1966 budget
hes been revesled, Various programe in the pipeline, including Medicare,
mgy make for congidersble fiseal stimidus in the sscond half of 1965,



insnmante conpanies, pension funds, eig., ean be expetied o remain high,
On-the other hand, the decline in new hovsing starts and the irievest rale
equalisation dax, which decreases foreign demand for leng-tern Tinmmeing
within the United States; indieates that the demands for financing investe
ment will not be extessive, These factors--adequate supply and constyained
demamde~triil tend to hold long=term interest rates down: in fachk, by the
end of the year a tendency for lower long-term interest rates esu be axpected
to develep.

Private users of shori-tem ersdit--non-financizl corporstions,
consumer cxedilt houses, etc.-<have the option of substitting leng«tern
credit for shorteterm @edit. With small differentials in the rates on
long~ and shori~term debt, finance compandes, for example, will find it b0
theiy advantege to incresse the proportion of lang-texm debi in their liae-
bility strusture, but 2 substitution ¢f ileng- for short-term debt tends %o
lcwer shart and raige lang rates. Thus the sssentlially fiat rate structuxe
we now hove i3 not in the lenger rm sustainables the continuing ease if
not dowrnzard pmssure on lengetorn rates indicates that shori~tem rates
should . decrease over the year,

IV, *Independent” Finaneial Mavkeb Factors

The saptsiee® crowth of the economy in the period since Vorld War II,
88 well as the long business gycle expansion of the past four years, have
been accanpanied by systematic changes in financisl variables. [ Sone of t?h;ﬂsé’x
changes have resulited [:’ul trewds in the gtructhure of financizl veriszbles which \
cannet be 6%%% Thus at some date the growbh processes of the economy )
will have to be modified so that 'Eh-Ma@ finsmedial changes need not accempeny e

further grewth.
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In addition, same of th&x changes m—fesneiel dntessetotiom hove
led Yo the develeopment of potentially unshable rolationshSRa which ecan lead
to significant shocks to the eceonony snd # the rest of the finaneial systenm,

Two evelutionary chenges or 4rondg in Pinancigl relations in the
pestuny perdoed sre:

(1) the rizing ratio of commercial bask lesns to investmentsg
(2) the riaing wetio of fereign shorb-term dollar holdings to the United
Statez gold supply.

Nelther of these trends will necessarily come to a halt or be reversed
durdng 1965. Nevertheless, these ave two aspects of the longer.tern patiern
of finmecial changes which seem to be eapable of asting elther as ludependent
or as constvaining festors in money market and incoms development during 1965,

Whether credit is viewed as a propelling or an eccommodating factox
in incems changes, it is evident that the financial and incomse-generating
progegses which have been assoclated with the growth of leans relative to
investments is not sustainsble. The atbtached table shows that bebween 19hS
aad 1963 bank loans inewensed by a factor of 6 while bank invesiments remsined
mehanged, In the four yeers ending October 28, 196l, bank loans vese by
more than b percent; investmsnts increased by some 20 pereent. In the year
ending October 28, 196k, bank lssns increased by 12 pereent whils lmvesinments
ro52 by 3 percent. Such distortions of bank partfdlies camot contimms ine
definilely. In time bank portfolises will reach a zltuation in whish balangsd
growth of asseis, at rpnghly the rate of growth of bank lisbilities, will
be necesasry. That is, if demand plus time depeslis incvease at 8 percent
par year, then from same date eon,both loans and investments will have to
#ise at 8 percsnt per year.



TABIE. I

A11 Commeralal Banks
(billions of dollars)

o oL T v s e i T——
S e T =

Dec, 31, Dee. 31, Dec. 20, Ock, 26, Oct. 30, Ock. 28,
19L5 1960 1963 1960 1963 196h

I"mgm Tovest~ 9010  199,5  28h.2 195,726 266.2
Loans 26,1 17,5 156.0 11,8 1h9,7 1671
Investronts 9799 8169 9892 8039 960h 99@1

U.S, govern-
ment gecumrde 90,6 1.0 63.2 60.5 62,0 61.1
tlea

Othay T3 20,9 3500 20 o’-l, 3!{-911‘ 38.0
De}_m{is 1 Tobal 15002 229 08 27501 216o6 261],49 2853 6

Over the entive postwar perled, the geewth of bank financing of
buainess has been fagtew than the growth of bark liebilities. Thus, banis
have been able %o finance 8 nore vigovous ilhcome expansion then the rate of
grouth of the money supply would indicate. Onece bank portfelios xeach en
equilibyium ratic of loans to investments (equilibyium ab relative yields,
of eourse), the mgintenmmee of & given rate of expension of leans will
require a grester rate of expansion of total bank sssets aud thus of bank
deposits, That is, 1f a L2 percent rate of ingrease of the Serenas)
defined money supply was sufficient for a 6.3 percent increase in incomes in

196L, a similar inevease in incomp, cnce beank portfolin bzlance is achisved,
will requirs a greater rate of increase in the money supply.

To pub the above another way, the income rise in 196l sow welocity
increase. One way in which an increass in velocity is breught sbout is by
a greeter rate of growth of bank lsens than of investmsnts. Once banks
achieve balaneced porifolies, further growth in income will take place withoud
any ¥isge in veloedly due to thls proccss: the tendency will bhe for incoms

and money supply o grow at the szme rabe,



Thus it is possible that for financial stebility to be meinbtained
in 1965 it might be necessary for herk reserves to gow sufficiently repidly
20 moncy can grow at the same vale ag income. A greaber vate of growth of
money then wes achieved in 196l might be called for in 1965,
/mm@ss wos made in redueing the balance of paymerts
defiedt in 1964, the ratio of foreign short-term dollar assety to the
Undted Stabes gold resexves eorntinved te ise. A3 & result the short-term
money market eontimies to be demimated by the need to maintain shorbeterm
interest raltes high enough so that thase foreign dollar bglances are kept
in New York. The present (year end) pattern of short-temm inberest rotes
is visble only becsuse Yeover' for the purchase eof sterling is so expensive.

If Britain suceeeds in stabiliaing the pound, so that investorst
gonfidence is recaptuved, or if Britain is finally forced to devalue, the
yresent shortwtern ratewsof 3,85 pertent or so=-will be too low relative %o

the expected interest rate in Lendon. A% the same tims the existing short
rate 1s too high for the expected patiorn of long-term reles. To rephrase
the above, the short-teym money market vates are too low for the inteyw
national and too high for the damestic financial situation. The enly
Ingbument gvailsble to the monstery authoxivies to racrhify the international
financizl problems is to decrease (perhaps make negative) the rate of growth
of bank credit or money. However, to the extent that the banks' porifolio
gitvation will not allew them to axpand loans relative to investmanis e

the game oxtent as in prior ysers, the growth of income mgy rvequire an
inerease in the rate of grouth of the money supply.



V. The Likely Behavior of the Federal Reserve System

Frem the above it scems possible thet in 1965 the Federal Reserve
System may hawve to chouse belween damegilc and internationsl morstary
ghability. Even agide from the predichion that the rate of growth of income
will baper off during 1965, theve way be a need for a more rapid rate of
guowth of the money swoply. However, the lower iwterest raotes bthab will
sceompany such an secelersted growth in the money supply will Jead to 3 drain
of gold from the Undted States, and this will Toree the Federal Neserve
aulte soon to cub back on the domesiie monsy swply.

One seluilon %o this Incengistency between damestic and foreign
gtability iz to eub the link betweeh the domestic money supply and the
Treagury?s gold holdings. Such 2 move will free some @ﬂgﬂ'ﬁ!ﬁ billiens
of international ilquidity rnow tied wp in Unibted States gold resexrwves for
Aanestic purposes.

 Given the suceessful cperation of the economy during 196l when
Yigerovs inceme expansion was ascomparded by monetary sbabillly, the first
sssumption sbowt menetary policy in 1965 would be that every effort would
be made Lo replicate the sltuation thut ruled during ;961;.. However, becsuse
of the incipient woskness in incems, the expeciation 1s that interest rates
which reflect demand for and suwpply of longe-term funds will btend to decweases
this in twn will affect short-berm rales which will lead to a loss of
dollsy balances snd gold. In addition the rate of growth of the meney supply
neceasary to maintain financial stabilibty nay very well be grester relabtive
to income in 1965 than in 196L. Thus even though the monetary anthorities
set a8 their cbjestive the maintenance of stebility im the finsnciel markels,
3% dees not seem as if money markot estability in 1965 ean be achiaved by
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sinply replionting what was done in 196hs and in addition, 1968 nmuy ba the
vege in which the highly glmmicked inlernstionsl monetary system impoges
undgsized and wweleans congiraints, or even shocks, upon the domestic
financizl system,
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