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MONEY AND CREDIT IN THE 
FIRST HALF OF 1969

Since the first of the year, monetary policy has 
taken a firm grip on the financial expansion that 
helped sustain the excessive growth in aggregate de
mand which resumed roughly in m id -1967. A l
though the price indexes have not yet confirmed 
diminished inflationary pressures, the firm policy 
stance has no doubt made a m ajor contribution in 
moving the economy back toward a noninflationary 
growth path.

Controversy frequently surrounds the meaning of 
a given description of monetary policy. For example, 
does restrictive policy mean (a ) that interest rates 
are high or rising, (b )  that bank credit or some 
broader credit total is declining or growing much 
more slowly, or ( c )  that the money stock or some 
broader measure of liquidity is declining or growing 
at a distinctly slower pace?

Frequently, not all of these things happen at the 
same time. For example, while interest rates rose 
sharply in the first half of 1966 and the period was 
described as one of “ tight” money, bank credit, 
money, and total liquid assets held by the nonbank 
public continued to rise at approximately the same 
rate as in the 1961-65 period. Total private do
mestic credit rose at an accelerated pacc.

The contrast with the first half of 1969 is striking 
in that not only have interest rates risen, but growth 
rates of bank credit, money, and liquid assets have 
declined sharply. Even the rate of growth of total 
private domestic credit has declined slightly. A s a 
result, probably all observers will agree that money 
has been “ tight.”

Interest R ates Interest rates began rising in the 
fall of 1968 and continued to rise almost uninter
ruptedly throughout the first half of 1969. The dis
count rate was raised from 5.5%  to 6 %  in April, 
and bankers raised the prime rate from 7%  to 7.5%  
in March and further to 8 .5%  in June. A  period 
of stability developed in market rates during the 
summer but was followed by further increases 
this fall.

Bank Credit T he grow th  o f bank credit (total 
loans and investments of commercial banks) has 
fallen sharply from the 11.0% rate of advance last 
year. Bank credit, as measured by last-Wednesday- 
of-month data compiled by the Federal Reserve, 
grew at an annual rate of only 3.0%  in the first half

of 1969 and at a smaller 0 .3%  rate in the months 
of July and August.

The broad outline of factors underlying this be
havior is quite clear. The Federal Reserve has been 
applying increased pressure to the banking system. 
Around the first of the year the monetary authorities 
began to absorb reserves through open market opera
tions, i.e., through net sales of Government securities. 
Nonborrowed reserves declined at a 3.7%  annual 
rate in the first half and at a 4 .2%  rate in the third 
quarter. Banks borrowed increasing amounts from 
the Federal Reserve, keeping total reserves about un
changed in the first half, but in the third quarter 
these declined at a 10.1% rate.

The Federal Reserve exerted further pressure on 
the banking system by not raising the ceiling on 
rates banks are permitted to pay on time and savings 
deposits. W hen rising market rates made yields on 
these deposits relatively unattractive late last year, 
banks began to lose time deposits rapidly. Attrition 
was initially most pronounced in large denomination 
certificates of deposit at money market banks, but has 
long since spread to “ consumer type” time deposits 
and even to savings deposits at banks outside the 
money market centers. In response to high market 
rates of interest, savers switched from time and 
savings deposits to market instruments, but the 
ultimate effect from the standpoint of the banking 
system as a whole was a conversion of time and 
savings deposits into demand deposits, which have 
higher reserve requirements. Hence, what started 
as a loss of reserves at individual banks amounted in 
the final analysis to an increase in average reserve 
requirements for banks collectively. W ith average 
reserve requirements rising and total reserves falling 
because of open market operations, banks were 
forced to make substantial adjustments in their lia
bility and asset structures.

Banks began to exploit the so-called “ nondeposit" 
sources of funds, i.e., they began to borrow more 
heavily in the Eurodollar market, sell commercial 
paper through bank holding companies and af
filiates, and sell loans and other assets under re
purchase agreement. Individual banks could, of 
course, increase their reserves in this fashion. But 
for the banking system as a whole the result was a 
conversion of deposits into nondeposit liabilities and, 
consequently, a reduction in average reserve require-
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MEMBER BANK RESERVES
$ Bil.

Source: Board of Governors of the Federal Reserve 
System.

ments, partially offsetting the effects of time and 
savings deposit attrition. Reflecting borrowing in 
the Eurodollar market, American banks increased 
their liabilities to their branches located abroad from 
about $6 billion in December to slightly more than 
$14 billion in July. The Federal Reserve did not 
begin collecting information on other nondeposit 
sources of funds until May, but from May through 
July bank liabilities in these categories increased 
from about $2.3 billion to $4.4 billion.

Early in the second half (July 2 4 ), the monetary 
authorities moved to limit access to some nondeposit 
sources of funds by amending Regulations D, Q, and 
M. Regulation D governs member bank reserves; 
Regulation Q, the payment of interest on deposits; 
Regulation M, the foreign activities of member 
banks. Effective August 25, 1969, repurchase agree
ments with nonbanks involving assets other than 
Treasury and agency issues were defined as time de
posits, subject to reserve requirements and interest 
ceilings. Recent data indicate that this change has 
been effective in reducing the sale of assets under 
repurchase agreement, and has put further pressure 
on the liquidity position of banks by reducing the 
potential liquidity of broad classes of bank assets. 
Other amendments have had the effect o f reducing 
banks’ incentives to borrow in the Eurodollar 
market. One amendment required banks to include 
in deposits subject to reserve requirements the so- 
called “ London checks” and “ bills payable checks” 
which are used in repaying borrowings from foreign

branches. Another imposed marginal reserve re
quirements on Eurodollar borrowings and on the 
proceeds of sales of outstanding loans to foreign 
branches.

The stringency of reserves, the scrambling of banks 
for funds, and the reduced growth of bank credit in 
the first half must be viewed against the backdrop of 
strong credit demands. In particular, business loan 
demands were strong as internally generated funds 
fell short of amounts necessary to finance business 
capital spending and inventory investment. Business 
loans at commercial banks expanded at an almost 
15% annual rate in the first half, very rapidly by 
historical standards. T o  meet these strong demands 
in the face of reduced reserve availability, banks used 
the reserve base more intensively by adjusting their 
liability structure as previously described. In addi
tion, they liquidated investments at a rapid pace. 
Total investments declined at an 8 .2%  annual rate 
in the first half following a 7 .3%  increase in 1968. 
M ost of the liquidation occurred in U. S. Government 
securities, but holdings of other securities declined

TIME DEPOSITS AT LARGE COMMERCIAL BANKS
(NOT SEASONALLY ADJUSTED)
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Source: Board of Governors of the Federal Reserve 
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slightly in contrast to rapid increases earlier in the 
decade.

The cumulative weight of restrictive monetary 
policy has been more evident since May. Bank credit 
has actually declined, and more importantly, per
haps, the rate of loan growth has diminished. Busi
ness loans during the summer months grew at only 
a 4 .3%  annual rate and other loans declined slightly. 
Some of this slowdown may have been due to reduced 
credit demands, but probably the most important 
factor was the cumulative impact of tight money. 
Liquidity positions have been eroded to the point 
that banks are strenuously rationing credit. A s al
ready mentioned, banks raised the prime rate a full 
percentage point to 8 .5%  in early June, and a recent 
survey of bank lending practices reveals that banks 
have further tightened the screws on their non
price terms.

A s is typically the case in periods of restrictive 
monetary policy, the banking system’s share of total 
credit flows, according to flow of funds data co l
lected by the Federal Reserve, declined from 39.8%  
in 1968 to 16.3% in the first half of 1969, down 
substantially from the previous low of 25%  in 1966. 
W hile banks strove to maintain their lending to the
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private domestic nonfinancial sector by liquidating 
U. S. Government securities, their share o f flows 
to this sector declined from 41.0%  in 1968 to 28.4%  
in the first half of 1969.

Other Depository Institutions N orm ally  other 
depository institutions, such as savings and loan as
sociations and mutual savings banks, find themselves 
in much the same boat as commercial banks during 
periods of tight money. Limited as to the rates they 
can pay on deposits by the regulatory authorities and 
by the long-term nature of their assets, they are 
usually quite vulnerable to rising yields on market 
instruments. Savings inflows held up very well in 
the first quarter, however. A nd while they dipped 
sharply in the second quarter, these institutions were 
able to maintain their support o f the mortgage 
market mainly by reducing holdings of liquid assets 
and by continued heavy borrowing. A s a result, 
their share of credit extended to the private domestic 
nonfinancial sector in the first half remained at 
approximately the 17% level which prevailed in 
1968. Savings inflows apparently have fallen sharply 
further in the third quarter, and it is doubtful if 
their share of the market can be maintained.

To ta l Credit F lo w s  A n analysis o f bank credit 
alone or even of bank credit plus credit extended by 
nonbank depository institutions may overstate the 
degree of restrictiveness of monetary policy. After 
all, there are a number of alternatives which bor
rowers may use in adjusting to pressures exerted by 
the Federal Reserve. W hen the cost o f credit sup
plied by depository institutions rises and its availa
bility shrinks, borrowers typically turn to other 
lenders. A s a result, the slower growth o f credit 
extended by depository institutions has been offset 
to some extent by the lending activity of other 
sectors of the credit markets.

Total flows of credit to the private domestic non
financial sector remained very high in the first half 
of 1969, down only slightly from  the second half of 
1968 and up slightly from the average level for 1968

SELECTED YIELDS ON SELECTED DATES

Week Ended

Dec. 27 June 27 Sept. 19

Short-term instruments 

90-day bills
4-6 month commercial paper 
Bankers' acceptances

Longer term instruments 
3-5 year Governments
5-10 year Governments 
Over 10-year Governments 
Moody's A aa  Corporates 
Moody's A aa  Municipals

6.22 6.30 7.13
6.25 8.55 8.50
6.60 8.58 8.38

5.81 6.48 7.41
6.12 6.66 7.39
5.82 6.03 6.34
6.53 7.03 7.16
4.57 5.55 5.85

4Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1969



as a whole. Borrowers turned increasingly to funds 
supplied by nondepository financial institutions and 
by others within the private domestic nonfinancial 
sector. Financial institutions other than banks and 
savings and loan associations (credit unions, in
surance companies, private pension funds, etc.) 
supplied credit in the first half in slightly greater 
volume than in 1968, maintaining the 33%  share of 
the market which they held in 1968. Direct lending 
by others than financial institutions (individuals, 
nonfinancial businesses and state and local govern
ments) became more important in the first half, ac
counting for 21.7%  compared with 7.9%  in 1968.

Liquidity W h ile  an increase in direct lending 
has tended to offset the reduced rate of bank credit 
growth, there has not been an equal dampening of 
the restrictiveness of monetary policy measured from 
the liquidity side. Monetary restraint has been 
readily apparent in the behavior of liquidity in
dicators. The money stock grew at a 3.8%  annual 
rate in the first half of 1969, down from 7.0%  in 
1968. A s the chart shows, other common measures 
of liquidity either declined or grew more slowly.

This behavior of liquidity is a consequence of 
disintermediation and the changed composition of 
total credit flows. Rising interest rates diverted

funds from the banks and savings and loan associa
tions, and instead of acquiring liquid claims on de
pository institutions savers acquired market instru
ments, many of which were long-term, nonliquid 
claims.

W hile liquid assets have grown at substantially 
reduced rates, G N P  has continued to advance 
rapidly. A s a result, the liquidity of the nonbank 
public relative to G N P  has declined sharply this 
year, and the public has become less willing to sacri
fice liquidity and acquire nonliquid claims, doing so 
only at rising rates of return on market instruments.

Summary G row th o f credit at depository  institu
tions has slowed down. Attracted by rising market 
rates of interest, savers have channeled an increasing 
fraction of their savings directly into market se
curities. W hile credit flows outside the depository 
institutions may have compensated to some extent 
for the financing of real economic activity that might 
otherwise have taken place through such institutions, 
an accompanying increase in liquidity has not oc 
curred. Declines in liquidity relative to economic 
activity may act as a brake on further growth of 
unintermediated credit and thus on the financing 
of aggregate demand.

W ynnclle Wilson and Jimmie R. Monhollon
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