
I m p a i r m e n t  i n  C r e d i t  F l o w s :
F a c t  o r  F i c t i o n  ?

By virtually all accounts, 1969 was a year of 
monetary restraint. Headlines proclaimed it, and 
the conventional indicators confirmed the procla
mation as interest rates rose dramatically and 
the stock of money and bank reserves ceased 
to grow after midyear. Talk of a “credit crunch” 
was heard.

Judging from the headlines, one might ex
pect that the volume of credit extended during 
1969 had fallen to extremely low levels. A look at 
commercial bank data might, indeed, lead one to 
this conclusion.

However, neither the headlines nor the slower 
tempo of banking activity tells the whole story 
about the volume of credit extended in 1969. 
The total amount of credit did decrease but was 
higher than in any year except 1968. The volume 
of credit fell from a record $97.4 billion in 1968

Monthly Review, Vol. LV, No. 2. Free subscription 
and additional copies available upon request to the 
Research Department, Federal Reserve Bank of 
Atlanta, Atlanta, Georgia 30303.

2 2

to $85.7 billion in 1969, according to the flow- 
of-funds data summarized in Tables I and II. The 
credit that did flow was extended at higher inter
est rates—true. It was supported, at times, by 
lower levels of money and bank reserves—true. It 
diminished as the year progressed—true. But

The volume of funds raised in the credit markets in 
1969 w as higher than in any year except 1968. Bi||ion $
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FLOW OF FUNDS IN 1969, 1968, 1966 
I. DISTRIBUTION OF LENDING IN CREDIT MARKETS

$ billions
( percentage of to ta l lending in parentheses)

Total Lending 
in Credit Markets
1969 : 85.7 (100%) 
1968: 97.4 (100%) 
1966: 68.5 (100%)

Indirect Lending by 
Financial Institutions
1969: 39.3 (45.9%) 
1968: 72.2 (74.1%) 
1966: 42.6 (62.2%)

Direct Lending from 
Nonfinancial Lenders

1969: 46.4 (54.1%) 
1968: 25.2 (25.9%) 
1966: 25.9 (37.8%)

Lending by 
Commercial Banks
1969: 9.2 (10.7%) 
1968: 39.0 (40.0%) 
1966: 16.7 (24.4%)

Lending by Nonbank 
Financial Institutions*

1969
1968
1966

31.3 (35.2%) 
33.2 (34.4%)
25.9 (37.8%)

Direct Lending 
by Households

1969: 21.0 (24.5%) 
1968: 4.1 ( 4.2%) 
1966: 11.7 (17.1%)

Direct Lending 
by Businesses

1969
1968
1966

10.9 (12.7%) 
9.0 ( 9.2%) 
3.6 ( 5.3%)

Direct Lending by Other 
Nonfinancial Lenders**

1969
1968
1966

14.5 (16.9%) 
12.1 (12.4%)
10.6 (15.4%)

* Savings and loan associations, mutual savings banks, credit unions, mutual funds, insurance companies 
**U. S. Government agencies, Federal Reserve System, state and local governments, foreign 
Source: Flow of Funds accounts, Board of Governors of the Federal Reserve System

during 1969, the total credit flow remained at a 
high level.

The data in the accompanying tables sub
stantiate this paradox. The ensuing discussion 
seeks to explain it.

Commercial Banks Feel the Bite

There is little doubt that commercial banks felt 
the bite of Federal Reserve restraint in 1969. 
This is usually the case since the Federal Reserve 
System has traditionally exercised restraint by 
taking actions that curtail the supply of bank 
reserves.

Scarce bank reserves was only one side of the 
vise that tightened around the banks, however; 
the other side of the vise was the System’s 
refusal to lift the Regulation Q ceilings on time- 
deposit interest rates during 1969.

Market interest rates rose in the classic pattern

of restraint. But because of Regulation Q 
ceilings, banks found it impossible to match 
increases in market rates with increases in 
rates paid on their own time deposits. Conse
quently, these deposits came to look less and 
less attractive to investors, who accordingly 
cashed in their certificates of deposit and used 
the proceeds to buy securities bearing higher 
interest rates. Corporate treasurers, for instance, 
did not find it hard to choose between a large 
90-day certificate of deposit, earning 6 percent, 
and a Treasury bill, earning 7^2 percent. They 
sold CD’s and bought bills. The same pattern 
was repeated at bank after bank by investor 
after investor.

Higher market rates and Regulation Q ceilings 
put banks in the grip of what is sometimes called 
“disintermediation.” The bank “borrows” funds 
from its time depositors and relends the funds as 
loans and investments—bank credit. Thus, banks
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II. DISTRIBUTION OF BORROWING 
IN CREDIT MARKETS

$ billions
(percentage of total borrowing in parentheses)

Borrowing by 
U.S. Government

Total Borrowing 
in Credit Markets

1969: 85.7 (100%) *
1968 : 97.4 (100%) X 
1966: 68.5 (100%)

1969: -5.4 ( -6.3%)* 
1968: 13.4 (13.8%) 
1966: 3.5 ( 5.1%)

Borrowing by 
State and Local 
Governments

1969: 9.2 (10.7%) 
1968: 10.2 (10.5%) 
1966: 6.4 ( 9.3%)

Borrowing by 
Households

1969: 30.9 (36.1%) 
1968: 31.8 (32.6%) 
1966: 23.2 (33.9%)

Borrowing by 
Corporate 
Businesses

1969: 37.3 (43.5%) 
1968: 31.0 (31.8%) 
1966 : 25.4 (37.1%)

Borrowing by 
Other Businesses 

(Incl. Farms)
1969: 10.1 (11.2%) 
1968: 8.1 ( 8.3%) 
1966: 8.5 (12.4%)

Borrowing 
by Foreigners

1969 
1968 
1966

3.6 ( 4.2%) 
3.0 ( 3.1%) 
1-5 ( 2.2%)

* Indicates Federal Government (exclusive of non
budget financial agencies) was a net redeemer 
of debt in 1969

“intermediate” between their own time depositors 
and those receiving bank credit.1 When bank de
positors liquidate their deposits and lend directly 
to borrowers in the credit markets (by buying 
Treasury bills, etc.), the banks are short-circuited 
and no longer able to intermediate. This process 
is called “disintermediation” and took place in
1969, when, as Table I shows, commercial banks 
supplied about 10  percent of total credit, com
pared with 40 percent in 1968.

Looking at the other side of the same coin, it 
is not surprising that direct lending activity— 
that from nonfinancial lenders to nonfinancial 
borrowers2—became much more important in 
1969 than in 1968 or in the 1966 restraint period. 
The striking decrease in bank credit in 1969 was 
compensated by a dramatic increase in direct 
credit.

Commercial banks are not the only financial 
institutions that intermediate between nonfi
nancial lenders and nonfinancial borrowers. There 
are other nonbank financial institutions: savings 
and loan associations, insurance companies, and 
pension funds (to name only a few). These fared 
much better in 1969 than did the banks. In terms 
of both dollar volume and proportion of total 
credit, lending by these institutions was nearly 
the same in 1969 as in 1968. One reason was 
the large volume of funds provided by Federal 
agencies to mortgage-oriented thrift institutions. 
This was done in order to sustain the flow of 
credit into residential construction. As a con
sequence of these efforts, mortgage credit escaped 
the sharp declines experienced during the 1966 
credit crunch. Mortgage interest rates rose 
sharply in 1969, to be sure, but the national 
flow of mortgage money, although less plentiful 
toward the end of 1969, did not dry up as it had 
in 1966.

Up to this point, we have noted three changes 
in the pattern of credit flow during the period 
of monetary restraint in 1969. First, bank credit 
shrank dramatically when bankers found it dif
ficult to attract lendable funds by selling time 
deposits. Secondly, there was a marked expan
sion in the volume of direct credit flows since 
investors were induced to liquidate bank time

^an k s can also “create” deposits and bank credit when the 
Federal Reserve supplies reserves to the banking system; 
banks must extinguish deposits and credit when the “Fed” 
withdraws reserves.

^Defined as households, businesses, state and local govern
ments, the Federal Government, and foreigners. For a more 
complete explanation, see the Appendix.

deposits and buy securities directly. Third and 
finally, we noted that the volume of credit pro
vided by nonbank financial institutions held up 
partly because of concerted efforts to keep funds 
flowing into the mortgage market.

Given these sectoral changes in credit flows, 
what happened to the total? The answer, as we 
suggested at the beginning of the discussion, is 
that the total remained high. The total flow of 
credit in 1969 between nonfinancial lenders and 
nonfinancial borrowers was substantially greater 
than that recorded in 1966, reflecting the interim 
growth of the nation’s economy and its financial 
system.

In 1969, then, a very substantial volume of 
credit was extended in the face of expanding
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credit demands from a booming economy. It was 
extended at higher interest rates. And the distri
bution of lending activity was, as we have seen, 
substantially different than in 1968.

Who Got the Credit?

Marked changes in “who did the lending” partly 
explain marked changes in “who got the credit.”

In 1968, the Federal Government was a heavy 
borrower. But in 1969, the Government reduced 
its borrowing, partly because of the 10 -percent 
surtax.

An increase in borrowing by corporate busi
nesses (from $31.0 billion in 1968 to $37.3 billion 
in 1969) was more than offset by the decline in 
Federal Government borrowing (from $13.4 bil
lion in 1968 to a minus $5.4 billion in 1969), 
as shown in Table II. Businesses— although

getting less credit in the form of bank loans in 
1969—turned, instead, to the bond and com
mercial paper markets. A shift in composition of 
business borrowing from bank loans to market 
securities mirrors the distributional shift in total 
credit flows from lending by banks to direct lend
ing by nonfinancial lenders.

State and local governments, despite the head
lines, borrowed about the same amount in 1969 
as they did in 1968. Interest rates on municipal 
bonds were higher, so that many prospective bor
rowers who were subject to statutory rate ceilings 
could not find buyers for their bonds. But total 
borrowing by these units, together with their 
proportion of total credit, held steady. Borrowing 
by households and noncorporate businesses also 
held at high levels.

William N. Cox, III

Appendix

This diagram is a simplified representation of the 
flow of credit in our economy. Its purpose is to aid 
in understanding the basic concepts behind the 
numbers in the chart and tables and the discussion 
in the text.

Credit, as we describe it, flows between non
financial lenders (on the left) and nonfinancial

borrowers (on the right). It originates when a 
nonfinancial member of our economy, such as a 
business or a household, decides to lend part of its 
income rather than spend it for goods and services. 
The funds that are loaned flow through the financial 
system to another nonfinancial unit—another busi
ness or household perhaps—that wants to borrow the
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funds. The job of the financial markets is to transfer 
funds, and thus purchasing power, from nonfinancial 
lenders to nonfinancial borrowers.

Financial institutions, bank and nonbank alike, 
facilitate the flow of credit by receiving the funds 
of lenders and distributing these funds to borrowers 
seeking funds in the credit markets.1 These institu
tions occupy an intermediate position between lend
ers and borrowers and are often called “financial 
intermediaries.”

Nonfinancial lenders do not have to lend their 
funds indirectly through financial intermediaries. 
They may lend directly to borrowers in the credit 
markets. When a household buys a Treasury security, 
it lends directly to the U.S. Government. When a 
household deposits its funds in a commercial bank, 
it lends indirectly to a recipient of the bank’s credit. 
In terms of the diagram, the household’s funds would 
take the lower path of direct credit flow in the 
first case, but in the second case, the funds would 
take the upper path of indirect credit flow.

The term “disintermediation,” as used in the 
article, means that a direct credit flow has been 
substituted for an indirect credit flow. This did 
occur in 1969. A sharp increase in market interest 
rates encouraged nonfinancial lenders to lend their 
funds directly. Financial intermediaries had difficulty 
matching these rate increases because of regulatory

'The term—credit markets—is a concept, rather than a building 
or an office and is represented by the box at the right of the 
diagram. Credit markets are defined as all markets in which all 
nonfinancial borrowers obtain funds.

rate ceilings. Consequently, direct credit increased 
and indirect credit decreased.

The Federal Reserve System’s place in the flow 
of credit may be heuristically represented by the box 
at the upper left of the diagram. Depending upon 
the posture of monetary policy, the “Fed” either 
supplies funds (reserves) to commercial banks, or 
absorbs funds (reserves) from them. Our representa
tion is oversimplified, however, in at least two 
respects: (1 ) One dollar of additional bank reserves, 
for technical reasons, may support several dollars 
of bank lending in the credit markets. (2) The 
Federal Reserve supplies (or absorbs) reserves by 
buying (or selling) U.S. Government securities in the 
credit markets. To avoid confusion, these complica
tions are not shown in the credit-flow diagram.

Tables I and II describe different breakdowns 
of the total volume of credit into the credit markets 
(represented by the flow through Point A in the 
diagram). Table I tells where the funds come from— 
indirectly from commercial banks and nonbank 
financial institutions or directly from nonfinancial 
lenders.

Table II looks in the opposite direction but from 
the same vantage point. It describes how the total 
flow of credit has been allocated among nonfinancial 
borrowers.

The Flow of Funds accounts, published quarterly 
by the Board of Governors of the Federal Reserve 
System, appears in the Federal Reserve Bulletin’s 
Table A-70. It describes the nation’s credit flows in 
considerably more detail than has been done here.
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