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Summer Tautness

Th e  accelerated expansion in the nation’s 
output of goods and services during the 

third quarter was accompanied by a growing 
tautness in the credit markets, as increased 
borrowings by the public and private sectors 
alike pressed upon a less rapidly growing sup
ply of loanable funds. Nonetheless, total debt 
failed to grow as vigorously as earlier in the 
year, largely because of reduced, but still sub
stantial, borrowings by businesses and state 
and local governments.

Consumers stepped up their borrowings, 
largely to finance the acquisition of autos and 
other durable goods, although the growth of 
consumer debt still fell considerably short of 
the average 1965 pace. For its part, the Fed
eral Government added some $5 billion to its 
outstanding debt, over and above a heavy vol
ume of Federal Agency offerings, and at the 
same time drew heavily upon its cash balances 
to meet the discrepancy between expenditures 
and revenues. But what was most significant, 
in terms of its direct impact upon the credit 
markets as well as its influence upon mone
tary and fiscal policy, was the continuing de
mand for funds from the business sector.

Business, front and center
While a number of factors contributed to 

this business demand, including stepped-up 
tax payments and expectations of a lessened 
availability and higher cost of credit in the 
months ahead, it primarily reflected the fail
ure of internally generated funds to keep pace 
with rising outlays for plant, equipment, and 
inventories. With the shortfall running at an 
annual rate of about $13 billion during the 
second quarter, and promising to continue at 
a high level at least during the remainder of 
the year, businesses continued to put strong 
pressure on the credit markets. Thus, the 
$4.4 billion in new capital raised in the bond 

200 and equity markets in the July-September

period was a record for any third quarter, even 
though it failed to match the exceptionally 
heavy sales of the first half of the year.

A t the same time, outstanding commercial 
paper increased by over $3 billion during this 
period, to a record $14 billion at the quarter’s 
end. But this increase, which carried the rate 
on prime commercial paper to 6 percent early 
in October (the highest level since the 1920’s) 
partly reflected the lessened ability of busi
ness borrowers to obtain accommodation from 
the nation’s commercial banks.

Following an exceptionally strong spurt in 
June and July, businesses increased their bank 
borrowings in the next two months at a mod
erate 5-percent annual rate, far below the 20- 
percent annual rate recorded earlier in the 
year. A reduced rate of inventory accumula
tion, and stepped-up loan repayments with the 
proceeds of bond and equity offerings, con
tributed to the slowdown, but adjustments on 
the supply side were also involved. These ad
justments included a perceptibly greater firm
ness in both price and non-price terms of bank 
lending, including the third increase this year 
in the prime rate and stiffer requirements 
regarding compensating balances. Businesses 
also faced a much closer screening of loan ap
plications, especially those involving the fi
nancing of non-local customers, long-term 
capital expansion, mergers, and “speculative” 
activities.

General—and selective—restraint
In this environment, m onetary policy 

moved still further in the direction of restraint 
and, significantly, did so in a m anner that was 
selective as well as general in its approach. 
The Federal Reserve System admonished the 
nation’s bankers in early September to mod
erate the pace of their business lending, argu
ing that the high and rising levels of credit- 
financed business spending have contributed

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

November 1966



November 1966 MONTHLY REVIEW

substantially to inflationary pressures, and at 
the same time have distorted the overall allo
cation of loanable funds and impaired the 
banks’ own liquidity.

This action went along with a further in
crease, from 5 to 6 percent, in the reserves 
which banks must hold against time deposits 
(other than passbook savings) in excess of 
$5 million— a move designed to restrain

banks’ ability to expand credit by tempering 
their ability to compete for large-denomina- 
tion time certificates. N or was this all; in a re
lated action, the Federal Reserve implemented 
its newly authorized power to set interest rates 
on the basis of the size of deposits, by rolling 
back, from 5Vi to 5 percent, the ceiling rate 
which banks may pay on non-passbook time 
deposits of less than $100,000.

Sum m er q uarter w itnesses further rise in the level of interest rates, 
as yields at both ends of the maturity range reach record highs
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The rollback of rates was specifically de
signed to maintain “a viable competitive bal
ance” between different types of lending insti
tutions— most notably between commercial 
banks and savings-and-loan associations. 
Meanwhile, for the first time, the S&L’s also 
became subject to interest-rate ceilings. Yet 
in contrast to the geographically uniform ceil
ings imposed upon the commercial banks, the 
Home Loan Bank Board made allowance for 
regional variations in setting S&L ceilings. As 
a result, associations in three Western states 
were permitted to pay higher rates—up to 5V4 
percent— than associations elsewhere.

Better balance
Through a series of moves which were thus 

selective in their application—-sector-wise, 
institutionally, and geographically— policy 
makers sought to achieve a better balance in 
the flow of credit, while at the same time 
avoiding a further escalation in the interest- 
rate structure. In  fact, this latter consideration 
led them to reject such possible alternatives 
as a further hike in the discount rate and an 
increase in interest-rate ceilings. However, 
they also recognized that, in an environment 
of rising m arket rates of interest, the retention 
of the ceiling on large-denomination CD’s 
could simultaneously reduce the banks’ ability 
to compete for funds and lead to an attrition 
of these interest-sensitive deposits. The up
shot could be further pressure on banks to 
liquidate securities, resulting in added pres
sure on yields and a further reduction in the 
banks’ own liquidity. Consequently, the Fed
eral Reserve emphasized in its September let
ter that the discount window would stand 
ready to help banks adjust to any loss of re
serves which they might suffer while striving 
to moderate the pace of their business lending 
and achieve a more “reasonable balance” in 
their overall allocation of funds.

Borrowings from the Federal Reserve Banks 
202 increased from a daily average of $674 million

Banks e xp a n d  loans at slower pace 
as liquidity squeeze tightens

B illio n s of Dollar*

in June to a $764-million average in Septem
ber. Evidence of restraint from the supply side 
was not limited, however, to the rise in bank 
borrowings. It was also evident in a net quar
terly decline in both the money supply and 
total member-bank reserves. I t was evident, 
too, in a further rise in the level of interest 
rates, as representative yields at both ends 
of the maturity range reached record highs. 
A t the short-end of the yield spectrum, the 
90-day Treasury bill rate registered a net in
crease of 92 basis points, to 5.39 percent at 
the end of September. A t the long end, top- 
rated corporates rose by 36 basis points to 
5.47 percent, top-rated tax-exempts by 24 
basis points to 3.88 percent, and long-term 
U. S. Governments by 3 basis points to 4,72 
percent. Nonetheless, the peak in yields, aside 
from yields on mortgages and Treasury bills, 
was reached early in September, and rates 
subsequently tended to decline.

Enter fiscal policy
This development was generally credited 

to the President’s announcement of a multi
faceted program designed to make fiscal pol
icy a more active partner of monetary policy 
in contributing to the orderly development of 
the economy. Included in the program  were
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measures calling for a holding down of “non- 
essential” appropriations, along with the tem
porary suspension of the investment tax credit 
and accelerated-depreciation allowances. In 
addition, the Administration’s stated intention 
to seek a general tax increase should future 
conditions warrant, and the announced sus
pension of some $2 billion in prospective Fed
eral Agency offerings during the remainder of 
the year, exerted at least a temporary stabi
lizing influence upon the bond markets.

Questions remained, however, about the 
probable impact of these various fiscal mea
sures— including the timing of those measures 
aimed at business spending. In addition, the 
prospect of increased Treasury borrowing to 
meet Federal Agency financing requirements 
lessened considerably the significance of the 
Agencies’direct withdrawal from the markets.

Less available, at higher cost
A considerably reduced pace of expansion 

characterized commercial bank activity in the 
credit markets during the third quarter, as 
the banks attempted to adjust to a much slow
er growth in their supply of loanable funds.

Total deposits, which had risen by $7 billion 
during the M arch-June quarter, showed virtu
ally no net change through September. Total 
time and savings deposits rose by more than 
$3 billion, but the increase was almost offset 
by a $1-billion decline in private demand de
posits and a $2-billion decline in U. S. Gov
ernment deposits (seasonally adjusted data).

Furtherm ore, the time-deposit increase 
fell about $2 billion short of the second-quar
ter gain, due in large part to a runoff in large- 
denomination CD ’s. Weekly reporting banks, 
which had a record $18.6 billion in such de
posits in mid-August, registered a decline to 
about $17.0 billion at the end of September—  
and to about $16.1 billion in late October. 
This decline, coming as it did after a strong 
and protracted upsurge in CD’s, was attribut
ed to such factors as the decreasingly attrac
tive 5 Vi-percent maximum yield on large-de- 
nomination certificates and the growing liquid
ity squeeze affecting corporation and public 
treasurers.

On the lending side, total bank credit in
creased at a 3-percent annual rate during the

Business dem and fo r b a n k  loans continues to rise, but at reduced pace
. . . investment-goods manufacturers remain banks' best customers
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quarter— less than half the previous quarter’s 
gain. Real estate and consumer loans increased 
more rapidly ($1.2 billion and $0.9 billion, 
respectively, on a seasonally adjusted basis) 
but security loans fell by $1.3 billion because 
of liquidation of inventories by Government 
security dealers. More significantly, the $2.4 
billion rise in business loans —  although 
amounting to a 13-percent annual gain— was 
only two-thirds of the previous quarter’s in
crease.

Borrowings by producers of machinery and 
transportation equipment, and borrowings by 
the transportation, communications, utilities, 
and natural gas industries continued at a high 
level, while the construction, retail trade, and 
service industries made net repayments. But 
business borrowers found bank credit more 
costly as well as less available; the average rate 
on short-term business loans increased from 
5.82 percent in June to 6.38 percent in Sep

tember. (A  year ago, it was 5.00 percent.) 
Furtherm ore, only 4 percent of these loans 
were made at less than 6 percent in Septem
ber, whereas 73 percent of the total carried 
such lower pricetags in June.

Banks again reduced their U. S. Govern
ment security holdings during the quarter, by 
about $500 million, to help meet the continu
ing strong loan demand. Moreover, with a 
slight ($100 million) decline in “other securi
ties,” they shifted from a net buying to a net 
selling position in the tax-exempt market. 
(The figures are seasonally adjusted, and are 
also adjusted for a reclassification, from loans 
to other securities, of about $1 billion in 
Agency participation certificates.) As a re
sult, banks found themselves in a very tight 
liquidity squeeze —  the loan - deposit ratio 
reached a record level, 67 percent, and the 
ratio of short-term Governments to deposits 
fell to a new low of about 5 percent.

— Verle Johnston

TWELFTH DISTRICT BUSINESS

Year
and

Month

Condition items of all member banks 
(millions of dollars, seasonally adjusted) Bank 

debits 
31 cities 
(1957-59 
=  100)

Bank
rates:

short-term
business

loans

Total 
nonfarm 

employment 
(1957-59 
=  100)

Industrial production 
(1957-59 =  100)

Loans
and

discounts

U.S.
Gov’t.

securities

Demand
de»osits
adjusted

Total
time

deposits
Lumber

Refined
Petroleum Steel

1959 15,908 6,514 12,799 12,502 109 5.36 104 109 101 92
1960 16,612 6,755 12,498 13,113 117 5.62 106 98 104 102
1961 17,839 7,997 13,527 15,207 125 5.46 10S 95 108 111
1962 20,344 7,299 13,783 17,248 141 5.50 113 98 111 100
1963 22,915 6,622 14,125 19,057 157 5.48 117 103 112 115
1964 25,561 6,492 14,450 21,300 169 5.48 120 109 115 130
1965 28.115 5,842 14,663 24,012 182 5.52 125 111 120 138

1965: Sept. 27,409 5,894 14,730 23,084 187 5.53 125 111 121 134
Oct. 27,595 6,203 14,705 23,261 188 126 114 122 126
Nov. 27,796 6,103 14,653 23,596 184 127 111 123 125
Dec. 28,115 5,842 14,663 24,012 187 5.62 128 118 115 121

1966: Jan. 28,497 5,840 14,761 23,869 195 129 120 122 128
Feb. 28,748 5,737 14,790 23,904 206 129 111 119 135
Mar. 28,897 5,589 15,006 24,169 212 5.89 130 108 117 143
Apr. 29,267 5,309 14,924 24,579 227 131 113 122 147
May 29,157 5,128 14,812 24,735 221 131 107 125 145
June 29,688 4,919 14,780 25,001 220 8.18 131 105 128 144
July 29,791 5,071 14,753 25,265 227 131 104 130 143
August 29,764 5,473 15,120 25,271 215 131 95 119 136
Sept. 29,532 5,190 15,659 25,159 229 6.58 132 140
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