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Since "what is past is prologue" , it is of crucial 
importance that every banker who lends money, and every busi
nessman who borrows it, understands the significance of the 
economic developments in 1966 and the interaction of these 
developments with Federal Reserve monetary policy.

The year was a notable, and perhaps even an historic 
one, for monetary policy. I do not mean to imply that every 
monetary policy decision was exactly correct. I mean, simply 
that out of a combination of necessity and conviction the Fed 
eral Reserve acted with extraordinary firmness, resourceful
ness, and perhaps even daring at times during this past year 
with consequences that can be fully appraised only from the 
vantage point of history.
Economic Developments - 1960-1965

Historical perspective can be a great teacher. Many 
of you probably recall the disappointment that was felt back 
in 1960-61 when it appeared that some of the high hopes that 
had been placed in the "soaring ’sixties" were not going to 
be realized. Now with the benefit of a longer perspective, 
we find that the ’sixties have soared after all. We are now 
in the seventieth month of sustained economic advance. This 
is by far the longest such period in American history, apart 
from the years surrounding World War II.

This record did not just happen accidentally. As the 
present decade got under way, the most pressing economic task 
at hand was to establish a more stimulative economic environ
ment which would bring about fuller use of our productive ca
pacities. The Federal Reserve contributed to this objective 
by pursuing a generally expansionary monetary policy. We pro 
vided commercial banks with ample reserves to encourage them 
to accommodate demands for credit from both the private and 
public sectors of the economy.

This supplemented an expansionary fiscal policy, in
cluding a judiciously timed tax cut. Monetary and fiscal 
policy worked hand-in-hand to stimulate demand, boost our 
rate of growth, and encourage investment, and to reduce both 
unemployment and the underutilization of plant and equipment. 
As a result, since 1960 our industrial output has risen 45
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per cent. We have created jobs for almost an additional 
seven and one-half million men and women, and the number 
unemployed has fallen by nearly one million. Through the 
first half of the decade wholesale prices were virtually 
stable and the cost of living rose little more than 1 per 
cent a year. This was a remarkable record of growth with 
stability!
Advent of Inflation

However, as 1965 drew toward its close, and 1966 got 
under way, there appeared a rising number of portents of a 
build-up in inflationary pressures. Prices were rising, and 
so were credit demands and interest rates. Many observers 
feared that the escalation of the war in Vietnam, the con
sequent acceleration in the pace of defense spending, and a 
speed-up in business spending, would overtax the economy's 
productive capacity and cause even more rapid price increases.

With each passing month these inflationary pressures 
grew in intensity, sparked by further accelerations of de
fense and business spending. The government's takings of 
goods and services rose to levels that were even higher than 
anticipated. We experienced an unsustainably rapid increase 
in business spending on plant, equipment, and inventory, to 
the point where business fixed investment expenditures were 
accounting for nearly 11 per cent of our gross national prod
uct - a level that had never been reached in previous post
war business cycles. Furthermore, this intense demand reached 
beyond our national boundaries, sucking in more and more im
ports, reducing our international trade surplus and hamper
ing our efforts to correct the persistent deficit in our bal
ance of payments.

On the cost side, price increases have been painfully 
apparent. Every housewife knows what has happened to retail 
food prices. Of greater long-run significance, however, are 
the price increases spread pervasively throughout our eco
nomic system. Several of the most broadly based indexes of 
prices of all types of commodities and services have risen 
at average annual rates of 3 or 4 per cent over this past 
year - not as high as in some other industrial nations of
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the world, but much too high for comfort. Furthermore, the 
growing number of wage settlements in excess of the wage- 
price guideposts justify forebodings that rising unit labor 
costs might easily provide an impetus to still higher prices 
from the supply side of the equation. Such an unfortunate 
turn would reverse our enviable record of seven consecutive 
years of stable or declining labor costs per unit of manu
facturing output, and would hamper our ability to compete 
in world markets.

Restrictive Monetary Policy

As the manifestations of inflation increased, it be
came clear that the level of aggregate demand had to be re
strained. This can always be accomplished most effectively 
by monetary and fiscal policies moving in tandem. However, 
apart from some speed-ups of tax payments, no additional 
fiscal restraint was introduced until this fall when cer
tain tax incentives to business investment were temporarily 
suspended. Since the burden of slowing down the economic 
expansion fell heavily upon the shoulders of monetary pol
icy, the monetary blade was forced to cut deeper, and in a 
different manner, than it might otherwise have done.

Given these conditions, the Federal Reserve employed 
its traditional monetary instruments - and developed one or 
two new ones - in an effort to control the boom-stimulated 
demands for goods and the boom-stimulating supply of credit. 
Gradually and progressively, use of these instruments did 
restrain some of the elements of excessive buoyancy in the 
private economy. For example, from May through October the 
annual rate of increase in bank credit was less than half 
that of the first four months of the year. Over this six 
month period, the money stock and nonborrowed reserves of 
member banks actually declined, whereas earlier in the year 
each had been rising at a fairly substantial rate. The 
limited availability of credit in the face of very strong 
demands pushed interest rates to high levels. In a free 
market economy, rising interest rates are, of course, an 
unavoidable consequence of a policy of monetary restraint, 
but this year the pressures of demand on supply were so in
tense as to push most interest rates to the highest levels 
in forty years.
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The influence of this restrictive credit environ

ment spread progressively through our economy. Even areas 
as remote from money-market centers as my home town, Broken 
Bow, Nebraska, felt this influence to some degree. But the 
impact of such credit restraint was far from even-handed.
It is to be expected that "tight money" will have a greater 
restraining effect on sectors that are heavy net users of 
credit, and especially of long-term credit, just as these 
same sectors are benefited most by periods of sustained 
monetary ease. Usually, however, the application of mone
tary restraint can be kept sufficiently moderate and suffi
ciently brief to achieve its counter-inflationary objective 
without serious dislocations. But in 1966 the conjunction 
of events produced differential effects of credit restraint 
so extremely adverse to housing, and so relatively favorable 
to big business, as to call for some remedial supplements to 
our general monetary actions.

One of the usual consequences of rising interest rates 
is that depositary institutions - commercial banks, savings 
and loan associations, and mutual savings banks - find their 
share of savings flows tending to decline, while larger pro
portions are channeled by savers directly into acquisitions 
of public and private marketable securities. These altera
tions in flows occur because yields on competing market in
struments tend to rise faster and higher than those that can 
be offered by depositary institutions, and consequently de
posits and savings shares become a relatively less attrac
tive form of investment. In 1966 this kind of shift in sav
ings flows was particularly marked.

Furthermore, as you know, in the early part of this 
year a larger share of the curtailed total of new funds 
available to depositary institutions was attracted to the 
banking system, as banks bid more aggressively than did their 
competitors for all kinds of time deposits. Not only did the 
larger commercial banks continue to push out large-denomina
tion negotiable certificates of deposit, but they, as well 
as many medium-size banks, also vigorously promoted smaller 
denomination CD's, designed to attract the funds of indi
viduals and small businesses. These small CD's diverted 
large amounts from passbook savings accounts at commercial 
banks, which remained subject to a 4 per cent interest-rate
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ceiling, but clearly they also drew sizable amounts that 
otherwise would have gone to thrift-type depositary insti
tutions.

A drastic effect of this shift in financial flows 
was felt in the mortgage market, as both home builders and 
home buyers encountered great difficulty in obtaining new 
financing. With net savings flows to both savings and loan 
associations and mutual savings banks down sharply, the sup
ply of new funds that these institutions could move into the 
mortgage market was severely curtailed. Furthermore, insur
ance companies which also have traditionally been major sup
pliers of mortgage money, channeled relatively more of their 
new lending commitments to the corporate sector. If to this 
one adds the limited availability of funds at commercial banks 
as a result of restrictive reserve policy, it becomes fairly 
obvious why the mortgage market was being sorely pinched 
this year - a pinch which carried private housing starts 
down to levels more than one-third below 1965*s pace.

At the same time that this intense squeeze was being 
felt in the mortgage market, larger business concerns in 
most other lines of industry were being amply supplied with 
credit, especially by bank loans, despite so-called "tight 
money" conditions. In part because of the relative success 
commercial banks were having in attracting CD money, they 
could satisfy most of the loan requests they received from 
their best business customers - and because the spending 
plans of business rose sharply higher than their internally 
generated funds, their loan requests were very large. When
ever deposit growth proved insufficient to meet such loan re
quests, banks liquidated securities, borrowed funds wherever 
available, and cut down their accommodation of other appli
cants, in order to respond to the credit demands of big cor
porate customers. These were old and well regarded customers, 
to whom it was not easy for bankers to say "No".

As a consequence, though total bank credit was grow
ing at a pace well below that of last year, bank loans to 
business continued to expand at an extraordinary pace. The 
policy pursued by the Federal Reserve earlier in the year 
was not adequately restraining the strong expansion of bank 
loans to business, while bank efforts to raise funds to make
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such loans were threatening grave effects on the money and 
securities markets as well as housing. In the light of 
these developments, the Federal Reserve decided that some 
remedial actions on its part were imperative.

Federal Reserve Actions since Summer
Consequently, since midsummer, the Federal Reserve 

has taken a carefully coordinated series of steps aimed at 
countering the most extreme distortions in credit avail
ability while maintaining a general climate of credit re
straint conducive to a more moderate, orderly, and sustain
able rate of overall economic expansion.

First in July and again in September the Board of 
Governors increased, by one percentage point on each occa
sion, reserve requirements on time deposits in excess of 
$5 million at each member bank. In July the Board also ex
tended its reserve requirements and interest rate ceilings 
to funds obtained by banks through the sale of short-term 
promissory notes. These moves were designed to temper both 
solicitation of time deposits and loan expansion at the 
larger banks.

In addition, the Board acted to roll back somewhat 
Regulation Q interest rate ceilings on certain types of 
time deposits, first on multiple maturity time deposits, 
and later (under new legislative authority) on all time de
posits in denominations under $100,000. Both actions were 
specifically intended to moderate the rate war among de
positary institutions - a war which if continued threatened 
disastrous consequences for many individual institutions and 
serious damage to the whole financial community.

Though the Board of Governors was concerned about the 
effects of the rate war - an upward spiral of interest rates, 
instability in savings flows, and severe pressures on hous
ing - it was unable to do much about it until the passage of 
the new law. Prior thereto it had been confronted with what 
amounted to a choice between quite unsatisfactory alterna
tives. If it chose to roll back Regulation Q ceilings on 
all time deposits at commercial banks, a large outflow would 
likely have occurred, draining the liquidity of banks but

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



- 7 -

with little assurance that the funds would be redeposited 
in savings institutions, since the higher yields on open 
market securities would continue to attract investors. On 
the other hand, if it elected to cause a lowering of all 
interest rates, it would have had to reverse monetary pol
icy, and go from restraint to ease. Such a course would 
have only fed the flames of the inflation we were trying 
to curb. The September legislation, by widening the Board's 
latitude in establishing Regulation Q ceilings, permitted 
it to make the selective - though far from ideal - response 
that it did. (Parenthetically, let me say that I dislike 
most selective controls as much as any of you, but at times 
when general controls prove ineffective one must turn to 
the least disruptive form of selective controls - and then 
work to eliminate them as rapidly as circumstances permit.)

In addition to rolling back the interest-rate ceil
ing for some time deposits, the Board of Governors deliber
ately refrained from raising the ceiling for larger denomi
nation CD's, despite the pressure arising from higher rates 
that were being offered on competing market instruments.
This was one of the most important decisions the Board made 
all summer. By deciding not to raise this ceiling, the 
Board was initiating a new variant in its implementation 
of monetary policy. Rather than attempt to restrain bank 
lending by further tightening overall policy, which would 
propel interest rates to even higher levels, the Board de
termined to bring pressure on banks by allowing some attri
tion of their large denomination CD's to develop and hence 
curtail the banking system's ability to expand its business 
loans - particularly at large banks that make the bulk of 
loans to big business.

As part of this new initiative, on September 1, the 
Federal Reserve also announced, in a letter to all member 
banks, some modifications in the administration of the dis
count window, modifications specifically designed to smooth 
the adjustment problems for banks that were going to lose 
large amounts of CD funds.

We were aware that by our nonaction, banks would lose 
deposits. (Actually, since mid-August big banks have had 
CD run-offs of approximately $2.8 billion.) However, we
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wanted to make it clear that the System stood ready to pro
vide ample assistance to those banks through the discount 
window, making it unnecessary for them to dump state and lo
cal government securities in a market that was already con
gested. At the same time, we wanted to strengthen the will 
of bankers to slow down the growing volume of loans to busi
ness customers. We hoped thereby to dampen excessively 
ebullient business spending that was adding to near-term 
inflationary pressures.

In a sense, this was a selective approach, for the 
purpose was to encourage a greater focus of bank credit re
straint upon a particular class of loans that was being in
adequately restrained by general measures. But the preroga
tives of bank managements to make their own choice as to 
which particular loan requests, within that category, to 
approve, curtail, or deny were preserved. Our discount of
ficers have scrupulously refrained from telling any banker 
whether or not to make any specific loan.
Appraisal of Policy

Looking back, it is clear that Federal Reserve ef
forts of recent months have contributed to a moderation of 
the pace of economic expansion. Since midyear, gross na
tional product has been growing at a slower pace than in the 
first half of the year. This has been accompanied by a mod
eration in the rate of price increases (except for services), 
and some slackening in pressures on manufacturing capacity.
In the financial area, over the three-month period August 
through October, bank credit actually declined slightly, and 
the rate of growth in business loans slowed to approximately 
one-third of its pace during the first seven months of the 
year. As time goes on, it will become increasingly apparent 
that an effective and constructive moderation of demand re
sulted from the monetary actions taken in 1966.

Credit developments undoubtedly will not continue to 
unfold precisely as they have over the past few months. In 
a dynamic economy everything is subject to change, and our 
policies must be formulated accordingly. However, the con
duct of financial affairs this year offers some valuable les
sons for the future. As I have already indicated, I believe
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it would have been better if during the past year somewhat 
more of the burden of restraining the economy had been borne 
in the fiscal area. This would have made it possible to 
push less hard on the monetary brake, with correspondingly 
less upward thrust of interest rates. However, given the 
actual policy mix employed, the adjustments thereto would 
have worked far better if commercial banks, and the other 
main components of the financial system, had spread the 
pressure of tight money more evenly among the various sec
tors of the economy. This would have made it unnecessary 
for the Federal Reserve to become involved in the alloca
tion of credit through the selective devices I have men
tioned.

With this in mind, I think it would serve the best 
long-run interests of the banking system, the business com
munity, and the general public, if out of this recent ex
perience there could evolve some changes in the performance 
of our financial markets. Both lenders and borrowers, I 
suspect, have been surprised by the constrictiveness of the 
financial squeeze resulting from Federal Reserve policies 
this year; and some have undoubtedly already begun formu
lating plans to cope with any future congestion in their 
particular corner of the credit market. However, I sug
gest that private financial planners need to be very care
ful at this point, for their plans can either make stabili
zation efforts easier hereafter or they can compound the ob
stacles that any future program will face - with correspond
ingly substantial benefits or serious detriments for all of 
us.

Let me illustrate this point by speaking specifically 
about the area of credit that is of greatest importance to 
most of you - bank loans to business customers. Superfi
cially, it might seem wise for business to protect its fu
ture access to credit by nailing down large numbers of fixed 
commitments from the banking system on prearranged terms. 
Banks, in turn, to be able to deliver on such promises to 
"lend, come what may", might be tempted to build up large 
holdings of liquid assets that they could dump as needed, 
even in generally unreceptive market situations. Such fi
nancial planning might seem advantageous from the point of
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view of the individual bank or business, but in the aggre
gate it would facilitate even less restrained business bor
rowing and spending in the next boom, with perhaps even more 
disorganized financial markets as an accompaniment, and set 
the stage for even greater use of selective controls of the 
kind all of us would like to avoid.

That is an unhappy prospect; but what are the alter
natives? This is a question that should be receiving the 
attention of the best minds in business and banking today.
The answers are not easy, and I do not pretend that I know 
them. It does seem to me, though, that one promising ap
proach would be for banks to consider altering the cost and 
other terms of their new loans to business more promptly, 
in step with the changing cost and availability of their 
lendable funds. If a bank, instead of insulating its cus
tomers, were to share more fully with them the fluctuating 
costs of tight and easy money, it would in effect reward 
businessmen who borrow to spend during periods of slower 
economic growth and easy money, and penalize those who 
insist on borrowing to spend when the economy is overheated 
and money is tight. Impractical? Perhaps, but I point out 
to you that many bankers have already come to deal with their 
larger CD customers in an analogous fashion.

Some thorough thinking on this issue is needed, I 
submit, with a minimum of handicaps in the way of preconcep
tions. Whether the conventional bank-customer relationships 
embodied in the prime rate, the compensating balance, and 
the informal line-of-credit commitment can bear up under 
such scrutiny is an open question. Frankly, I doubt that 
such relics of an easy-money era can serve the best inter
ests of the banker, the borrower, and the nation for very 
much longer without major adaptations. Whether and how 
bankers and businessmen manage to resolve this question 
will be one of the most significant consequences of our 
1966 experience.
Conclusion

I have spoken today about the past and the present - 
notwithstanding that such an approach would seem at first 
blush to be inconsistent with my assignment to discuss
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"Banking and Credit Prospects for 1967" - for the reason 
that neither you nor I know what 1967 holds in store for 
us - what economic situations will emerge as results of a 
multitude of decisions and actions by consumers, businesses, 
labor organizations, and governments. There are many im
ponderables: What will consumer psychology be like? Will 
people save more or go on a spending spree? Will the war 
in Vietnam escalate or de-escalate? Will federal fiscal 
policies provide more or less restraint?

Forecasts are uncertain at best, and imprudent be
sides for a central banker' However, there is one thing 
about 1967 of which you can be absolutely certain. Mone
tary policy will be formulated by the Federal Reserve, day- 
by-day, in the light of economic conditions as they emerge, 
and with only one purpose in mind - to help achieve the most 
rapid rate of economic growth that is compatible with op
timum use of our human and material resources and with rea
sonable price stability.
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