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ECONOMIC GRC&JTH AMD ^GRKINO CAPITAL

A sta b le  r a te  o f economic growth, fr e e  from th e d isru p tiv e  

e f fe c t s  o f booms and re c e ss io n s , i s  the g o a l o f a l l  n a tio n a l economic 

e f fo r t *  In creased  p ro d u c tiv ity , defined  a s  output per man hour, i s  th e 

e n e rg isin g *fo rc e  th a t determ ines the ra te  o f  our economic grow th. As 

to  some id e a  o f what economic growth means in  m easurable term s, th e 

August i 960 Monthly L e tte r  o f th e F ir s t  N ation al C ity  Bank o f  New York 

rep orted  th a t  t o t a l  output in  th e U nited S ta te s  ro se  from  02J>8 b i l l io n  

in  19U9 to  01*82 b i l l io n  in  1959» o r by 87 per c e n t. The in crease  in  

p h y sica l output a f t e r  allow in g fo r  r is in g  p r ic e s  i s  e stim ated  a t  U6 p er 

cen t. A la rg e  p a rt o f t h is  reco rd  economic perform ance to s  due to  in 

creased  p ro d u ctiv ity  which, in  tu rn , was made p o ssib le  by an in creased  

c a p ita l investm ent p er w orker.

The f a c t  th a t the r a te  o f  our economic growth may have lo s t  head- 

Tray p ro p erly  r a is e s  q u estio n s a s  to  what co n d ition s are  most conducive to  

continuous and s ta b le  economic growth. In  search in g  fo r  p o ssib le  answ ers, 

the in flu en ce  o f c r e d it  -  p a r t ic u la r ly  com m ercial bank c r e d it  -  on economic 

growth must be exam ined.

I f  c r e d it  can be d efin ed  a s  a  gran t o f th e immediate cash  means 

fo r  acq u irin g  some d e sire d  goods o r se rv ic e  whose a c q u is it io n  would o th er

w ise have to  be d eferred  to  th e slow er p ro ce ss o f  accum ulating th e n ecessary  

amount from sa v in g s , i t  i s  c le a r  th a t c r e d it  i s  v i t a l  to  th ose  p ro c e sse s o f  

c a p it a l  form ation  th a t are  in te g r a l to  economic grow th. Inasmuch, however, 

a s  the use o f c r e d it  im poses on i t s  b e n e fic ia r ie s  th e burden o f  an in te r e s t  

c o st  and increm ents o f repaym ent, i t  must be employed ju d ic io u s ly . O therw ise,
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situations ra.ll occur within a long-term economic growth cycle when an 

overexpansion of credit is followed by a period of debt consolidation, 

during Tjhich some part of a previously credit-financed expansion of plant 

investment may become temporarily excessive during the length of time 

necessary to reduce the burden of debt service to a level that mil see 

the release of financial factors back into proactive employment. When 

that point is reached, a ready market for the output of all available 

plant capacity mil reappear and a new investment cycle will set in.

In considering the relationship of credit to changes In rate of 

economic growth, it is apparent, first of all, that even loans financed 

from accumulated savings - such as long-term bond issues - can harbor 

elements interruptive to steady economic growth whenever the burden of 

their service may draw more from the resources of the obligors than is 

presently being returned from the employment of the funds originally bor

rowed, in terms of added capital formation utility. However, tinder most 

circumstances, savings-financed long-term loans are a desirable adjunct to 

the processes of capital formation that must depend largely on accumulated 

savings for their constructive economic effectiveness. It is only when 

their use is in combination with a massive use of commercial bank created 

credit that problems for economic growth and stability arise. That is so 

because the creation of commercial bank credit endows its users with a 

dynamic economic force that was previously nonexistent. Moreover, the ex

istence and volume of outstanding bank credit and the uses to which it is 

put have a pronounced influence on the directions taken by the total flow
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of funds through the economy and its impact on the rate of economic growth. 

Although central bank monetary and credit policy is broadly capable of 

regulating and channeling the total volume of commercial bank credit* and 
of influencing the extent and use of long-term savings-financed borrowing, 

it is up to the commercial banks specifically to decide riio will be allowed 

to command the credit resources at their disposal, and in -what way. Con

sidering the far-reaching effects inherent in so volatile and dynamic an 

economic propellant as commercial bank credit, private bankers clearly 

share a heavy responsibility, along with the central bank authorities, in 

shaping the form of the total volume of credit and the uses to TThich it is 
put.

Even though commercial bankers are fully mindful of the economic 

consequences implicit in their credit-granting functions, they face obvious 

difficulties in planning their individual loan and investment operations so 

as to fit whatever scheme of commercial bank lending and investment activities 

might be considered the most conducive to a national objective of economic 

growth and stability. It is understandable that profit motives, the 

aggressive demands of credit-worthy loan claimants, and interbank compe

tition should all enter into banking decisions and produce trends in the 

use of commercial bank credit, whose total effects may be arguable as to 

economic constructiveness albeit the individual credit choices of the banks 

are above question*

In that connection, the high proportion of long maturity paper 

carried by the commercial banking system in the form of real estate mortgage
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loans, consumer instalment loans, and term loans has been cited from time 

to time as a factor that has contributed to high commercial bank loan-to- 

deposit ratios and a reduced rate of loan emansion. Doubtless I960* s 

less vigorous expansion of bank credit can be traced in part to this con

dition, It is in the area of specific bank loans, and in the financial 

positions of specific bank borrowers, that the obstacles to bank loan ex

pansion occurred and where the elemental causes may possibly be found to 

account for the fact that the present pace of economic activity lack3 the 

hitherto propelling force of a constantly expanding volume of commercial 

bank loans.

An investigation of the subject of working capital may give the 

clue to some existing economic imbalances in the financial positions of 

important sectors of business life that have originated out of commercial 

bank credit policies. Until these imbalances are redressed, the rate of 

economic growth may tend to be held back» The structural importance of 

adequate working capital to the vitality and dynamism of economic growth, 

and the growth-restrictive effects of its lack, can be traced back into 

the individual financial structures of every kind of business concern. The 

basic fact that invested capital, rather than borrowed capital, should be a 

business firm’s first reliance in the financial conduct of its affairs has 

long been recognized in banking circles as a sine qua non of sound financial 

management. This does not mean that working capital should not be augmented 

by long-term borrowings where there is evidence that the future financial 

performance of the borrower can be relied upon to liquidate such obligations
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and in the process replace the amount of borrowed capital from the re

tention of earnings. However, where such long-term capital loans are not 

financed directly out of savings, but are financed through the loan port

folios of corii'-ercial banks, the effect is to transfer the primary burden 

of a capital-financed transaction from the borrower to the bank at the 

expense of the bank’s liquidity position, and to aggravate the possi

bilities for credit instability that reside in long-term capital loans 

whose repayment under circumstances less favorable than when they tiere 

contracted can exert a dampening effect on the rate of economic growth.

As transactions of this kind reduce the liquidity of the lending bank 

primarily and its borrower secondarily, the full freedom of both of their 

operations is limited, as contrasted to having adequate amounts of working 

capital independently at the disposal of both as cushions against unfore

seen circumstances and as financial reservoirs on which to draw for growth 

needs. Because of their parallel relationship, working capital in this 

context has been applied to a bank in the sense of the status of its loan- 

to-deposit ratio and to a business borrower in the sense of the ratio be
tween quick assets and current liabilities.

Working capital, as regards a bank, may properly be measured by 

its loan-to-deposit ratio. By custom and practice, a commercial bank main

tains a proportion of its deposits in highly liquid assets to be turned to 

for meeting desired changes in its asset structure or in paying off deposit 

withdrawals. This reserved portion of a bank's deposits constitutes its 

working capital, being tae margin between its loans and deposits, and
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indicates its ability to meet unforeseen contingencies or expanding demands 

for credit. Where, in recent years, the volume of long-term credits carried 

in the commercial banks has risen faster and in greater proportion than the 

availability of their capital funds for application to such uses, their work

ing capital positions - namely, their liquidity - have been depressed« At 

what level a bank’s loan-to-deposit ratio becomes an impediment to the normal 

exercise of its loan and investment functions is difficult to determine pre

cisely. It follows, however, that the greater the volume of a bank’s capital 

loans that under adverse business conditions will depend inherently for pay

ment on the forced sale of collateral or the forced conversion of capital, 

rather than on qualities of automatic self-liquidation, the less its working 

capital and the less its ability to meet unforeseen contingencies out of 

readily realizable assets.

Similarly, the propensitjr of business firms to borrow at long

term, or through other credit devices, in order to expand their operations 

on borrowed rather than permanent capital, puts pressure on their working 

capital positions. Where business firms have sold large blocks of instal

ment receivables to banks subject to a contingent liability, the result has 

been to reduce the working capital positions both of the borrower and the 

bank. T7here a business firm sells its fixed property on a lease-back 

arrangement which, in turn, may be directly or indirectly financed on bank 

funds, or sells receivables to a finance company which carries them on bank 

borrowings, working capital pressures are Placed on both the bank and its 

debtors. Even where semi-capital transactions of these kinds are financed
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frora long-term funds obtained on the capital markets, indirect working 

capital pressures occur to the extent that the long-term funds thus drawn 

competitively from the capital markets may be at the expense of potential 

borrowings that could contribute more constructively to capital formation, 

productivity, and general economic growth0

Taking the positions'of banks and borrowers in combination* 

"capital loans" can assume national economic significance if their total 

reaches an amount that hampers the ability of the banks to meet the normal 

loan demands of their customers at a time of high business activity, and 

consequently compels an unanticipated curtailment of lending to "capital" 

borrowers who had been allowed to become unduly dependent on bank funds 

with which to carry on the capital requirements of their businesses« Cor

rection of this kind of situation customarily takes the form of necessitous 

credit curtailment on the part of the banks and the forced retrenchment of 

expansion programs on the part of potential claimants for "capital" type 

bank loans until appropriate bank liquidity positions and an appropriate 

balance in borrower working capital positions can be restored. Inasmuch 

as commercial and industrial loans are the backbone and mainspring of a 

commercial bank’s credit-creating activities, and in many ways a measure 

of its community usefulness, any problem arising out of "capital loans" 

that detracts from its general credit serviceability assumes special 

importance. All told, long-term credit transactions of a kind that absorb 

the "working capital" of banks excessively can exert a contractive long- 

run effect on both banking and business financial structures that can impose
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a depressing force on economic growth. As has been mentioned, this hind of 

situation can continue until previously contracted credit commitments have 

been liquidated, and in that process financial factors released that in.ll 

stimulate a new cycle of constructive credit expansion«

The same strictures on working capital also can be applied to 

personal borrowings at long-term Tihich, if they become excessive in amount 

and impinge too heavily on a borrower's debt-paying capacity, may be said 

to have been undertaken at the expense of his working crpital. Where such 

borrowings are carried in volume at a bank and contribute to a higher loan- 

to-deposit ratio, the bank’s working capital position is adversely affected..

Speaking in economic terms, it is probable that any protracted 

trend in financial affairs that has the effect of simultaneously reducing 

the financial liquidity of many sectors of the economy through the absorp

tion of working capital into relatively frozen purposes, will slow dcsm the 

speed of the economic machine by shrinking the credit-dependent market for 

its output for the length of time necessary for working capital positions of 

brnks and businesses to be restored to levels that will become a foundation 

for a new period of economic growth. The present status of the economy 

suggests that this process of credit consolidation is now progressing and 

mil be completed without interfering to any serious degree with the kinds 

of capital investment and expansion programs that must be aimed at better 

supplying this nati.on’s tremendous present and. potential markets through 

increased, productivity and which, in their consummation, will assure future 

economic growth. If national goals for growth are to be continuously met,
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heed must be taken against the recurrence of situations where the massive 

use of credit in all types of long-term capital transactions ultimately 

reaches a point that, in demanding the digestion and consolidation of out

standing debt, tends in that process so to retard an expansion in the money 

supply that its accustomed role of monetary lubricant to the entire range 

of economic growth factors is hindered*

The operations of our banks are linked directly to the forces 

that make for economic growth and stability. The wise and thrifty marshal

ing of banking resources with an eye that looks beyond the center of indi

vidual bank operations and takes into account national credit considerations 

will constitute the kind of constructive policy-making to be expected from 

institutions honored with a heavy public responsibility. The successful dis 

charge of banking responsibilities demands that bank credit shall be geared 

to the fostering and maintenance of sound customer -working capital positions 

both for businesses and individuals. The banks that providently meet these 

conditions will be those that Trill always control working capital in 
sufficient volume to insure full flexibility in their own operations at the 
same time their lending and investment policies guide their borrowers into 

conformance with economically fruitful working capital practices.
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