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Money—and Taxes
MONETARY policy and fiscal policy 

continued to stimulate the nation
al economy in the summer and early fall 
months, even as they did in the earlier part 
of the year. The net free-reserve position of 
the member banking system averaged $280 
million in the third quarter, about the same 
as the second-quarter average.

The Federal budget meanwhile registered 
a deficit (on a national-income basis) of 
roughly $14 billion— almost as large as the 
preceding quarter’s deficit. Thus, public pol
icy fostered a most hospitable climate for 
the $ 14-billion increase in the output of 
final goods and services that took place in 
the third quarter. Monetary policy and 
Treasury debt-management policy also con
tributed to a large increase in bank credit 
during this period.

More credit . . .
Bank loans and investments grew at an 

average annual rate of 17.7 percent in the 
third quarter, well ahead of the 6.1-percent 
growth rate in the second quarter and com
fortably ahead of the 13.7-percent rate in 
the first three months of the year. However, 
there were some distinctive changes in the 
composition of bank credit.

Total loans rose at an annual rate of 12.2 
percent during the quarter despite a sharp 
slowdown in the pace of business lending. 
This slack in business loans was more than 
offset by increases in real estate, consumer, 
and security loans. Commercial banks also 
added substantially to their investment port
folios^—-particularly U.S. Treasury securities 
—  during the quarter. In both July and 
August, banks acquired $3 billion of Treas
ury obligations, and in September, they re
corded small net sales of Governments. And 
the banking system continued to be a net 

212 buyer of state-local government securities,

although the amounts acquired were less 
than in the earlier quarters of the year. The 
money supply meanwhile grew at a 7.0- 
percent annual rate, with the expansion 
largely concentrated in the early part of the 
quarter.

, . . higher interest rates
Interest rates moved up in all maturity 

ranges during the third quarter, with the 
largest increases occurring in the short end 
of the market. Treasury-bill yields in 91-day 
and 182-day maturities rose by 89 and 116 
basis points, respectively. This jump reflected 
the Treasury’s third-quarter financing oper
ations, wherein it tendered nearly $ 11 bil
lion of new bills, either as April or June tax- 
anticipation bills or as additions to the 
regular weekly and monthly bill cycles. 
Commercial paper and bankers’ acceptances, 
which did not undergo such sharp increases 
in the outstanding supply, recorded much 
smaller increases in yields, rising by about 
3/a of 1 percent during the quarter.

Long-term interest rates, which had risen 
by about 30 basis points in the preceding 
quarter, showed further advances in the 
third quarter. Then, as top-quality corporate 
bonds and long-term U.S. Government bonds 
came under increasing pressure in the first 
half of October, yields reached their highest 
levels in a generation. A t 5.76 percent, the 
average yield on corporate bonds was about 
% of 1 percent above the February low 
and Va of 1 percent above the high point 
reached in the 1966 tight-money “crunch.” 
The average yield on long-term Treasury 
bonds reached 5.10 percent in mid-October, 
and this too was about Va of 1 percent above 
the 1966 peak. The yield on outstanding 
state-local government bonds reached a peak 
for the year in mid-July, at 3.87 percent, 
and remained in a range of 5-10 basis points
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below this peak through the middle of Oc
tober. The yield on tax-exempts, unlike that 
on corporate and Treasury bonds, has not 
yet reached the 1966 high.

. . . and capital-market upsurge

The third-quarter upsurge in interest rates 
was directly related to the heavy volume 
of debt offerings during this period. New 
capital offerings by corporations exceeded 
$6.5 billion, bringing the January-Septem- 
ber total to almost $18 billion, or substan
tially more than the total for the entire pre
ceding year. But the tempo of new corporate 
flotations slowed considerably in September 
and October from the average $2.4-2.6 bil
lion pace of June through August, thus of
fering some hope for an easing of the cor
porate demand for long-term funds.

While corporate demands on the capital 
market were building to a peak, the volume 
of tax-exempt offerings was gradually de
clining, so that the nearly $3 billion of new 
offerings represented a one-fifth decline from 
the second-quarter pace. This early summer 
lull, if it could be called that, helped to sta
bilize the yields on municipals at a level 
somewhat below the 1966 peak.

The Treasury, which had actually repaid 
debt in the second quarter, dominated the 
credit markets in the following months. 
Much of what it needed was raised through 
the tender of $8.5 billion of tax-anticipation 
bills maturing in March, April, and June 
1968, and another $2.5-billion was raised 
through the sale of a 3 V2 -year note which 
matures in February 1971. The two tenders 
of TAB’s and the note all bore the TT&L 
privilege under which payment may be cred
ited wholly or in part to the Treasury’s Tax 
and Loan Accounts ( deposits held with com
mercial banks); the banking system thus 
acted as underwriter for these Treasury debt 
issues. Also, in late October, the Treasury 
offered $12.2 billion of new 15-month and

Interest rates move up everywhere, 
in some cases exceeding '66 levels

Pcrctnt Ptr Annum

seven-year notes for the purpose of paying 
off $10.2 billion of maturing securities and 
borrowing new cash. The offer consists of 
$10.7 billion of 5 % -percent notes to mature 
in February 1969, and $1.5 billion of 5% - 
percent notes to mature in November 1974.

The impact of Treasury borrowing opera
tions has been felt mostly in the shorter 
end of the market— from about six months 
out to about three years, since this is where 
most of the new debt was placed. But the 
entire structure of yields on Treasury securi
ties has risen, with longer-term bonds re
acting to rising yields in the corporate-bond 
market rather than to the increased supply 
of outstanding Treasury issues.

Rates— and taxes
The uncertainty surrounding the future 

of the proposed tax increase clouds the 
money and capital markets as well. If the 
Treasury is unable to reduce the deficit
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through increased tax revenues, it will, of 
course, have to borrow more money. The 
result may be higher interest costs not only 
for the Treasury itself but for other bor
rowers too.

In his statement supporting the Admin
istration’s tax proposal, Federal Reserve 
Chairman Martin said: “Financial markets 
cannot be insulated from the laws of supply 
and demand; market participants realize that

a Federal deficit of record proportions on 
top of the loan demands generated by a 
booming private economy would add up to 
overall demands for credit far beyond the 
savings capacity of the economy. The re
sultant pressures in financial markets would 
necessarily be reflected in rising costs of 
credit, even with continued generous pro
vision of reserves to the banking system.”

Herbert Runyon

214

Another Budget
“The Budget,” a new all-purpose model, was unveiled by a Presidential 

budget-reform commission last month as a suggested replacement for the several 
alternative measures now used by political and financial analysts. The Commis
sion’s basic recommendation was that “a unified summary budget statement be 
used to replace the present three or more competing concepts that are both 
confusing to the public and the Congress and deficient in certain essential char
acteristics.”

“The Budget,” by its comprehensiveness and consistency, thus is designed 
to remedy the “deficiencies” of the several alternative measures. It would include 
the activities of the Federal trust funds, which the administrative budget excludes. 
It would utilize the accrual method of accounting favored by major corporations, 
rather than the cash basis used by government accountants for the consolidated 
cash budget. And it would utilize this accrual method for all transactions, and 
in addition would include Federal lending operations, differing in both respects 
from the national-income-accounts budget.

The Commission, in an attempt to gain greater clarity, also proposes iu 
change the format of the budget summary. In the new document, the Government 
would show on one page the appropriations requested from Congress, its planned 
spending and tax collections, and then a sub-total surplus or deficit. This should 
serve the same purpose as the NIA surplus or deficit in showing the Federal 
Government’s impact on the economy.

The same sheet would then show Federal lending, loan repayments, and the 
resultant net lending. Next would be “total budget” receipts along with combined 
spending and net lending. This would produce the total deficit (or surplus), fol
lowed by a brief breakdown of how it is to be financed. The summary would 
show all necessary borrowing from the public, whether by the Treasury or other 
agencies, along with any reduction of the Treasury’s cash balance.

As a result of all these changes, the new measure would have shown larger 
deficits in each of the last several years than any of the alternative measures. In 
fiscal 1968, it would show a $10,3-billion deficit, as against deficits of $4.3, $8.1, 
and $2.1 billion, respectively, on the cash, administrative, and NIA bases.
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