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Ob* oTIVES IN CONFLICT: 
STABILIZATION POLICIES AND NATIONAL PRIORITIES 

By 

Andrew F. Brimmer* 

With the passage of each week, the fundamental c o n f l i c t between 

the campaign to b r ing i n f l a t i o n to a ha l t and the pu rsu i t of other na t i ona l 

goals i s becoming sharper. Unfor tunate ly , the bas i c i n c ompa t i b i l i t y of 

some of our ob jec t i ves i s f requent ly obscured by narrow t e chn i c a l arguments 

over the conduct of monetary and f i s c a l po l i c y , by d i f f e r e n t views on the 

Vietnam War, or by i d e o l o g i c a l d i f f e r ences about the appropr iate r o l e of 

the Federa l Government i n the l i f e of the nat ion . Whi le a primary aim of 

na t i ona l economic p o l i c y i s to check the current i n f l a t i o n i n the Uni ted 

States, another ob jec t i ve -- of almost equal importance — i s to avoid 

massive unemployment and the aggravat ion of the urban c r i s i s . Whi le 

a s i g n i f i c a n t share of our resources i s devoted to the Vietnam War e f f o r t , 

the p r i va te demand for goods and serv ices ( e spec i a l l y that a r i s i n g from 

the business sector) i s a l so expanding more r ap i d l y than our a b i l i t y to meet 

such demands. Although the prospect i s for a re tu rn to a ser ious d e f i c i t 

i n our i n t e r na t i ona l balance of payments, some observers are urg ing that 

r e s t r a i n t s on the out f low of U.S. c a p i t a l De dropped immediately. 

S t i l l other evidence of c o n f l i c t i n g ob jec t i ves could be c i t e d , 

but such a l i s t i n g would simply lead to the same conc lus ion: we face an 

* Member, Board of Governors of the Federa l Reserve System. 
Several members of the Board's s t a f f helped in the preparat ion of 
these remarks. Mr. Helmut F. Wendel prepared the s t a t i s t i c s show-
ing d i f f e r e n t patterns of war f i nanc ing . Miss Mary Ann Graves, my 
ass i s tan t , helped w i th the paper at severa l stages. 
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almost desperate need to sharpen our p r i o r i t i e s and to rearrange our 

instruments of pub l i c p o l i c y to accomplish more e f f i c i e n t l y our most 

press ing goa ls . 

Since each one of us undoubtedly w i l l have h i s own concept ion 

of the proper ob jec t i ves and conduct of pub l i c po l i c y , i t may be w e l l f o r 

me to s p e l l out promptly the perspect ive from which I view the current 

tasks of na t i ona l s t a b i l i z a t i o n p o l i c i e s : 

For near ly four years now, s ince the acce l e ra t i on 
of m i l i t a r y a c t i v i t y i n Vietnam i n mid-1965, we 
have been f i g h t i n g a s i zab l e war without r a i s i n g 
s u f f i c i e n t tax revenues to f inance i t . In f a c t , 
the Federa l budget d e f i c i t as a percentage of the 
increase i n Vietnam War - - r e l a t ed out lays has been 
almost as large as i n the F i r s t and Second World 
Wars - - and i n sharp contrast to the budget surplus 
achieved dur ing the Korean c o n f l i c t . 

Consequently, wh i l e the Federa l Government's c laims 
on the na t i on ' s resources have r i s e n subs t an t i a l l y 
s ince 1964, p r i va te claims have a lso been al lowed 
to increase roughly i n l i n e w i th the growth of r e a l 
output. The r e su l t s have been a d r a s t i c r i s e i n 
excess demands placed on the economy, an i n t e n s i f i -
ca t i on of i n f l a t i o n , and growing expectat ions of 
fur ther i n f l a t i o n . 

- Although monetary and f i s c a l p o l i c i e s have attempted 
to counter the emerging i n f l a t i o n a r y pressures, the 
t iming, scope and coord ina t i on of the measures 
adopted have been far from i d ea l . Thus, t he i r 
impact on the pace of i n f l a t i o n has been only 
modest and temporary, and they have done v i r t u a l l y 
nothing to weaken i n f l a t i o n a r y expectat ions. 

Under these circumstances, I am persona l ly convinced that the 

most important assignment for na t i ona l economic p o l i c y i s to get on w i t h 

the task of b r i ng ing i n f l a t i o n to a h a l t . I th ink th i s ob jec t i ve should 

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



-3a-

take p r i o r i t y over some of our other important goals - - such as min imiz ing 

the ra te of unemployment or optimum funding of programs to a id the c i t i e s . 

In reaching t h i s conc lus ion, I am not unmindful of the press ing need to 

cope w i th the c r i s e s i n our urban areas and to f o s te r the improvement of 

our human resources. Rather, I be l i eve that even these c r i t i c a l ob jec t ives 

cannot be reached without the attainment and maintenance of a h igh and 

s tab le ra te of growth i n r e a l output i n the long-run. In turn, a pre-

cond i t i on for the emergence of such a pat tern of growth i s an ea r l y end 

to the current i n f l a t i o n . 

However, I a lso r e a l i z e that, because i n f l a t i o n has been al lowed 

to become so f i rm l y embedded i n the s t ruc ture of the economy, perserverance 

w i l l be required for perhaps a year or more to ha l t i n f l a t i o n completely 

without b r i ng ing about a d r a s t i c dec l i ne i n output and a dramatic 

r i s e i n unemployment, ne i ther of which i s acceptable to the vast 

major i ty of the American pub l i c . On the other hand, there i s no reason 

whatsoever to be l i eve that even a modest lessen ing of i n f l a t i o n a r y pres-

sures can be achieved without a s i g n i f i c a n t s lowing i n the ra te o f 

economic expansion and some increase i n unemployment. The c r i t i c a l ques-

t i o n i s where to s t r i k e a balance between these competing ob jec t i ves . In 

my view, the p r i n c i p a l weight should be placed on the s ide of checking 

i n f l a t i o n , and we should be prepared to accept the unfavorable e f f e c t s 

on output and employment as par t of the cost of a t t a i n i ng th i s goal . 

At the same time, however, I be l i eve we should be equa l l y 

concerned about where the r e a l burden of f i g h t i n g i n f l a t i o n a c tua l l y 
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f a l l s . I t shou ld no t f a l l e x c l u s i v e l y on the poor and the d i s advan taged 

nor p r i m a r i l y on p a r t i c u l a r l y v u l n e r a b l e s e c t o r s o f the economy. Y e t , 

w i t h o u t c a r e f u l o r c h e s t r a t i o n o f s t a b i l i z a t i o n p o l i c y i n s t r umen t s , t h a t 

i s e x a c t l y what we shou ld expec t to happen. Fo r example, p r imary r e l i a n c e 

c r monetary p o l i c y wou ld undoub ted l y mean e x c e p t i o n a l l y h i g h i n t e r e s t 

r a t e s , s e r i o u s d i s r u p t i o n s m the f u n c t i o n i n g o f money and c a p i t a l markets , 

and d r a s t i c d e c l i n e s m the a v a i l a b i l i t y o f c r e d i t t o s p e c i f i c s e c t o r s o f 

the econoir^ - - w h i l e o the r s e c t o r s c on t i nue w i t h l i t t l e , i f any - - changes 

i n t h e i r c r e d i t - f i n a n c e d spend ing . On the o t he r hand, p r imary dependence 

on f i s c a l r e s t r a i n t a ch i eved th rough a d r a s t i c c u r t a i l m e n t o f nondefense 

F e d e r a l e xpend i t u r e s wou ld s h i f t an e x c e s s i v e share o f the burden to u rban 

areas and to the poor and the d i s advan taged who must r e l y s u b s t a n t i a l l y on 

such a s s i s t a n c e i f they are to make headway toward l e a d i n g mean i ng f u l and 

p r o d u c t i v e l i v e s . 

These c o n s i d e r a t i o n s l e a d me to the c o n c l u s i o n t h a t the b e s t 

way to p ress f~e campaign a g a i n s t the c u r r e n t i n f l a t i o n i n the U n i t e d 

S t a t e s a.5 to r e - c a s t our n a t i o n a l p r i o r i t i e s and to r e - o r d e r the c l a ims 

on oar n a t i o n a l r e s o u r c e s . To be s p e c i f i c , I b e l i e v e t h a t we shou ld 

pursue the f o l l o w i n g cou r se . 

We shou ld seek a s i z a b l e s u r p l u s i n the F e d e r a l 
budget d u r i n g the nex t f i s c a l yea r , bu t we shou ld 
a l s o expand o u t l a y s f o r u rban and human r e s ou r c e 
development To a ch i eve these ends, we shou ld 
reduce o ther types c . F e d e r a l e xpend i t u r e s - -
i n c l u d i n g m i l i t a r v o u t l a y s wherever p o s s i b l e . 
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Despite these economies - - and to guarantee a 
s i z ab l e budget surplus - - i t i s c l ea r that the 
10 per cent income surtax should be extended. 
In f a c t , i n view of the sharp r i s e i n business 
f i xed investment pro jected fo r t h i s year, i t 
seems unwise to consider reducing the ra te . 

To r e i n f o r ce these f i s c a l moves, monetary p o l i c y 
should mainta in a posture of subs tan t i a l r e s t r a i n t . 
Moreover, such a p o l i c y should be s u f f i c i e n t l y 
r e s t r i c t i v e -- and held long enough -- to ensure 
that the ra te of expansion of bank c r ed i t w i l l be 
kept qu i t e modest u n t i l r e a l progress has been made 
i n checking i n f l a t i o n . 

In my op in ion, the s t rategy of s t a b i l i z a t i o n p o l i c i e s sketched 

above i s fa r p re fe rab le to severa l a l t e rna t i ve s which are being urged --

some openly, others more qu i e t l y . For example: 

Inc reas ing ly , i t i s being suggested that the Federa l 
Reserve System encourage the adopt ion of a vo luntary 
program under which banks and other lenders can agree 
on c r ed i t r a t i on i ng among d i f f e r e n t types of borrowers. 

Suggestions are a l so being heard that d i r e c t con t ro l s 
over wages and pr i ces should be adopted. 

F i n a l l y , more and more, arguments are being advanced 
which hold that we r e a l l y cannot a f f o rd to pursue 
v igorous a n t i - i n f l a t i o n a r y p o l i c i e s because such 
e f f o r t s — i f success fu l - - would generate ser ious 
d isorders i n our c i t i e s . Thus, the only a l t e r na t i v e 
i s to accept the i n f l a t i o n . 

In my personal view, these a l t e rna t i ves should be re jec ted wi th-

out h e s i t a t i o n . In the c l o s i ng sect ions of these remarks, I exp la i n why. 
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War Finance and I n f l a t i o n 

As mentioned above, the ch i e f cause of the current i n f l a t i o n 

can be i d e n t i f i e d e a s i l y : i t has a r i sen p r ima r i l y from the d e f i c i t 

f i nanc ing assoc ia ted w i th the Vietnam War. Almost four years have passed 

s ince m i l i t a r y a c t i v i t y i n Vietnam was acce lerated i n the summer of 1965. 

But for three of those years, there was no increase i n tax ra tes . 

Th is was i n s t r i k i n g contrast to the s i t u a t i o n i n the l a s t 

three preceding per iods of m i l i t a r y c o n f l i c t . When the United States 

entered World War I , income taxes were increased sharply i n 1917. Tax 

ra tes were a lso ra i sed promptly i n 1941 and 1942 i n connect ion w i th World 

War I I . At an ea r l y stage of the Korean c o n f l i c t , tax rates were increased 

i n 1950 and 1951. Again, however, i n the case of the Vietnam War, i t took 

a per iod of three years -- from mid-1965 to mid-1968 -- to increase tax 

rates .—^During t h i s per iod of i nac t i on , the Federa l budget d e f i c i t grew 

from $1.6 b i l l i o n to $25.2 b i l l i o n . 

Compared w i th the increase i n war- re la ted Federa l out lays , the 

d e f i c i t i n the three years ending l a s t June was c lose to the proport ions 

r eg i s t e red dur ing the two wor ld wars - - and i n dramatic contrast to the 

surplus achieved dur ing the Korean episode. For instance, i n the three 

f i s c a l years 1917-19, major na t i ona l secu r i t y out lays ( i nc lud ing non-

m i l i t a r y but war- re la ted i n t e rna t i ona l expenditures) increased by $29.5 

b i l l i o n above the pre-war spending l e v e l of $300 m i l l i o n per year. In 

the same per iod, the Federa l budget d e f i c i t t o t a l ed $23.3 b i l l i o n - - or 

79 per cent of the r i s e i n war- re la ted expenditures. In the f i v e f i s c a l 

years 1941-45, m i l i t a r y spending and r e l a t ed i n t e r na t i ona l out lays rose by 

1/ Except fo r increases i n Soc i a l Secur i ty tax rates which mainly 
served to f inance increased bene f i t s . 
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$255.6 b i l l i o n over the pre-war annual ra te of $1.5 b i l l i o n . During the 

same years, the accumulated budget d e f i c i t amounted to $190.2 b i l l i o n --

a r a t i o of 74 per cent. But dur ing the Korean War (spanning the three 

f i s c a l years 1951-53), a budget surplus of $2.3 b i l l i o n was achieved, 

wh i l e m i l i t a r y out lays rose by a t o t a l of $77.8 b i l l i o n above the pre-war 

annual ra te o f $13 b i l l i o n . In the case of the Vietnam War, however, the 

s i t u a t i o n has been r a d i c a l l y d i f f e r e n t . Before the quickening of m i l i t a r y 

a c t i v i t y , defense spending was at an annual ra te of $49.6 b i l l i o n . In the 

three f i s c a l years 1966-68, war- re la ted expenditures rose by a t o t a l of 

$58.6 b i l l i o n above the previous l e v e l . During the same three years end-

ing l a s t June, the Federa l budget d e f i c i t t o ta l ed $37.8 b i l l i o n , or 64.5 

per cent of the cl imb i n war- re la ted expenditures. 

With the passage of the 10 per cent surtax i n mid-1968, a sharp 

improvement was set i n t r a i n . R e f l e c t i n g t h i s , for the f i s c a l year ending 

next June, a surp lus of $2.4 b i l l i o n was expected (although the evo lv ing 

evidence suggests that the f u l l amount may not ma te r i a l i z e ) . In the mean-

time, however, the e a r l i e r f a i l u r e to cope adequately w i th the task of 

war f i nanc ing produced the adverse e f f e c t s many observers had foreseen. 

Most economists would agree that dur ing a war, the f i r s t step 

of Government f i n a n c i a l po l i c y should be an increase i n income tax ra tes . 

The prime aim i s not simply to r a i s e revenue to f inance the war. Rather 

i t i s to reduce purchasing power i n the hands of the p r i va te sector --

which i n turn lessens the l a t t e r f s claims on r e a l resources needed fo r 

the war e f f o r t . The f a i l u r e to r a i s e income tax rates i n a t imely fash ion 
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a f t e r the quickening of the Vietnam War l e f t the business and household 

sectors i n a p o s i t i o n to b i d s t rong ly f o r goods and serv ices at a time 

when the Federa l Government was a lso t r y i ng to increase i t s share. More-

over, because d e f i c i t f i nanc ing expanded the purchasing power of businesses 

and consumers, they were able to b i d even more aggress ive ly fo r goods and 

se rv i ces . 

Thus, i n the second quarter of 1965, the p r i va te sector accounted 

fo r 81.5 per cent of r e a l gross na t i ona l product (GNP, measured i n 1958 

d o l l a r s ) , and the Federa l Government accounted for 9.4 per cent. In the 

four th quarter of 1968, the p r i va te se c t o r ' s share had dec l ined s l i g h t l y 

to 79 per cent, and the Federa l Government's share had r i s en to 11 per 

cent. During the same per iod, r e a l GNP rose by 18 per cent, but the 

amount of output absorbed by the p r i va te sector increased by 14 per 

cent. So, a f t e r more than three years of an expanding war, the p r i va te 

sector was s t i l l c la iming almost as large a propor t ion of r e a l output as 

at the time the m i l i t a r y e f f o r t was acce lerated. On the other hand, the 

Federa l Government d id succeed i n expanding i t s share of r e a l output. I t 

absorbed about 20 per cent of the growth i n r e a l GNP dur ing these 3-1/2 

years, or over twice i t s share at the beginning of the per iod under 

review. A smal l part of the Federa l Government's enlarged share of r e a l 

output was provided by a modest shaving of p r i va te sector c la ims, and the 

r e s t was provided by a dec l i ne i n the share going to State and l o c a l 

governments. 

In terms of current p r i ces , GNP rose by 31 per cent dur ing the 

3-1/2 years ending i n December, 1968. However, s ince r e a l output rose by 
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only 18 per cent, over two - f i f t h s of the r i s e i n money GNP represented 

higher p r i c e s . Taking the per iod as a whole, between mid-1965 and the 

end of 1968, the GNP i m p l i c i t p r i c e de f l a t o r (the most broadly based of 

the p r i ce indexes) advanced at an annual ra te of 3-1/2 per cent; i n the 

previous 3-1/2 years the annual ra te of increase was l ess than 2 per cent. 

In the case of consumer p r i ces , the increase from mid-1965 to the end of 

1968 was a lso at an annual ra te of 3-1/2 per cent, against only 1-1/2 per 

cent at an annual ra te i n the preceding 3-1/2 years. Moreover, p r i ce 

advances were acce l e ra t i ng throughout the per iod, and the increases 

became more broadly based. These trends, i n turn, generated growing 

expectat ions of s t i l l fu r ther i n f l a t i o n . 

Aga inst t h i s evidence of r i s i n g i n f l a t i o n a r y pressures, the 

record of s t a b i l i z a t i o n p o l i c i e s has not been very good. Beginning w i th 

the summer of 1965, the need fo r a l ess expansive f i s c a l p o l i c y became 

i n c reas i ng l y ev ident; and by ea r l y 1966 the need fo r a f i s c a l po l i c y of 

cons iderab le r e s t r a i n t was obvious to most observers. Although steps 

were taken to acce le ra te income tax c o l l e c t i o n s and a few exc ise taxes 

(which were scheduled to expire) were kept on the books, higher income 

tax ra tes were not adopted u n t i l the summer of 1968.JL/ln the absence of 

appropr iate f i s c a l r e s t r a i n t , monetary p o l i c y was l e f t to carry the main 

burden o f counter ing i n f l a t i o n . Th is was e spe c i a l l y true dur ing the 

second h a l f of 1966 and the f i r s t h a l f of 1968. The lessons of that 

experience ( p a r t i c u l a r l y the 1966 episode) are by no means comfort ing. 

Ma in ly because of the r i g i d i t i e s surrounding home f i nanc ing i n s t i t u t i o n s , 

1/ Soc i a l Secur i ty pay r o l l taxes were increased to o f f s e t 
enlarged bene f i t s . 
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the l a t t e r were able to compete for funds i n only a l im i t ed way against 

the expansion i n sa les of market s e cu r i t i e s - - i n c l ud i ng a s i z ab l e r i s e 

i n Government i ssues . Consequently, the housing sector , which depends 

heav i l y on the a v a i l a b i l i t y of funds at savings i n s t i t u t i o n s , bore much 

of the impact of the reduced a v a i l a b i l i t y of c r ed i t i n 1966. 

Unfor tunate ly , although the adoption of the surtax l a s t June 

(and i t s probable cont inuat ion fo r at l eas t another year) g rea t l y improved 

the Government's f i s c a l s i t u a t i on , the out look for the p r i va te economy 

suggests uncomfortable p a r a l l e l s w i th developments dur ing 1966. Again, 

the d i s t r ub i ng element i s a prospect ive boom i n p lant and equipment 

expenditures coming at a time of e s s en t i a l l y f u l l employment. 

Moderat ing the Investment Boom 

In my op in ion, the projected r i s e i n business f i x ed investment 

dur ing the current year i s i n bas i c c o n f l i c t w i th the p r i o r i t y assigned 

to ach iev ing an ear l y end to i n f l a t i o n . Thus, i t poses a ser ious 

chal lenge to na t i ona l s t a b i l i z a t i o n p o l i c i e s . 

The l a t e s t survey of an t i c i pa ted business c a p i t a l spending 

(conducted p e r i o d i c a l l y by the Commerce Department's O f f i c e of Business 

Economics and the Secu r i t i e s and Exchange Commission) suggests a r i s e of 

14 per cent i n p lan t and equipment out lays i n 1969. The survey was con-

ducted i n l a t e January and ea r l y February and announced i n the middle of 

t h i s month. I f these plans were f u l f i l l e d , business spending for new 

f a c i l i t i e s would r i s e t h i s year by $9 b i l l i o n to a t o t a l of $73 b i l l i o n . 

An increase of 14 per cent i n the current year would be i n sharp contrast 
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to the 4 per cent advance recorded i n 1968 and the r i s e of 2 per cent i n 

1967. Apparent ly, the pro jec ted increase res t s on a number of mot ivat ions -

i n c l ud i ng an expectat ion of la rge sa les gains i n 1969, the improved earnings 

p o s i t i o n i n 1968, e f f o r t s to expand capac i ty to meet long-run demand, and 

the des i re to subs t i t u te c a p i t a l f o r labor wherever poss ib l e . 

The OBE-SEC survey i nd i ca tes that the projected r i s e i n c a p i t a l 

out lays i s broadly based, w i th manufacturing i ndus t r i e s expect ing a ga in 

of 16 per cent, and the nonmanufacturing sector expect ing an increase of 

12 per cent . Although some of the an t i c i pa ted advance i n p lant and equip-

ment out lays may not be r e a l i z ed (and some of the projected increase 

r e f l e c t s h igher p r i ces rather than r e a l investment), the planned increase 

s t i l l represents a subs tan t i a l r i s e i n p r i va te claims on resources at a 

time of ser ious i n f l a t i o n . Furthermore, the s i z ab l e expansion i s pro jected 

desp i te the f a c t that the capac i ty u t i l i z a t i o n ra te i n manufacturing 

averaged 84 per cent dur ing the second h a l f of 1968 -- we l l below the 

pre fe r red ra te of 90-92 per cent. 

Whi le one might expect some s h o r t - f a l l between projected and 

ac tua l out lays on f i xed equipment, there i s a l so a good chance that plans 

may be r e a l i z e d sub s t an t i a l l y -- unless pub l i c p o l i c y i s brought to bear. 

Th is was c e r t a i n l y the case dur ing the 1966 f i xed investment boom. In 

November, 1965, the OBE-SEC survey ind i ca ted that p lant and equipment out-

lays dur ing the second quarter of the f o l l ow ing year were projected to 

show an increase of 14 per cent over the annual average for 1965. By the 

time of the March, 1966, survey, such out lays were projected to show an 

increase of 16 per cent dur ing the f u l l year over the 1965 l e v e l . The 
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ac tua l increase i n 1966 was 16.7 per cent . Thus, dur ing a per iod of strong 

business a n t i c i p a t i o n s , the pro jec ted increases i n p lant and equipment expen-

d i t u r e s i nd i ca ted i n the OBE-SEC survey may understate a c tua l out lays . 

On the other hand, the l a t e s t plans apparent ly were made before 

monetary p o l i c y became as r e s t r i c t i v e as i t i s cu r r en t l y . Thus, ac tua l spend-

ing should run lower - - and as corporat ions conclude that the monetary and 

f i s c a l a u t ho r i t i e s are f u l l y committed to f i g h t i n g i n f l a t i o n - - and i n f ac t 

are making subs t an t i a l progress — business investment out lays undoubtedly 

w i l l be reduced cons iderab ly . 

Consequently, i n my personal op in ion, we ought not to hasten to con-

clude that the 7 per cent investment tax c r ed i t should be suspended as a move 

to dampen business c a p i t a l out lays - - as some observers are suggest ing. Cer-

t a i n l y the o f f - on experience along t h i s l i n e i n 1966-1967 provides l i t t l e to 

encourage one to be hopefu l about the b e n e f i c i a l r e su l t s of such a move. 

Rather, i t seems pre fe rab le to r e l y on the steady and vigorous a pp l i c a t i o n 

of the general instruments of monetary and f i s c a l p o l i c y . 

In making t h i s observat ion, l e t me say that I r e a l i z e that some of 

the projected increases i n p lant and equipment are based on long-run cons idera-

t i ons , and many p ro jec t s w i l l not be ready to produce u n t i l 1970 and 1971. 

Neverthe less , I th ink the impact of f i s c a l and monetary r e s t r a i n t — i f pur-

sued long enough - - w i l l have a dampening e f f e c t on t h i s par t of the spending 

stream. 

The Role of Monetary P o l i c y 

Despite the poss ib l e delays i n the impact of monetary p o l i c y i n mod-

e ra t i ng p lant and equipment expenditures, I must emphasize that we have a l ready 

achieved a subs tan t i a l degree of monetary r e s t r a i n t s ince the end of 1968. 
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For example, dur ing the f i r s t three months of t h i s year, t o t a l 

bank c r e d i t (as measured by the c r ed i t proxy) may dec l i ne by almost 5 per 

cent at an annual ra te : dur ing the l a s t quarter of 1968, such c r ed i t 

expanded at a 12 per cent annual ra te . Even a f t e r ad just ing fo r increased 

Eu ro -do l l a r borrowings abroad by head o f f i c e s of U. S. banks, the dec l i ne 

i n bank c r ed i t dur ing the f i r s t quarter may be c lose to 2 per cent at an 

annual ra te . In the f i r s t three months of t h i s year, the annual growth 

ra te of the money stock may be reduced to 2 per cent compared w i th 7-1/2 

per cent i n the four th quarter of l a s t year. Time and savings depos i ts 

at commercial banks are pro jected to dec l i ne at an annual rate c lose to 

7 per cent dur ing the January-March months, i n contrast to an annual ra te 

of expansion of 16 per cent i n the f i n a l three months of 1968. The 

p r i n c i p a l exp lanat ion of t h i s sharp turnaround i s the subs tan t i a l a t t r i -

t i o n i n CD's at la rge banks -- which have shrunk by $3-1/2 to $4 b i l l i o n 

s ince the beginning of the year. 

Under these pressures, banks are f i nd i ng i t i n c reas ing l y 

necessary to t i gh ten lend ing terms. The banks1 prime lending i n t e r e s t 

ra te has been ra i sed from 6-1/4 to 7-1/2 per cent s ince ea r l y December; 

and counting the e f f e c t s of compensating balances, the minimum cost of 

borrowing even for the best customers now exceeds 9 per cent. More and 

more banks are turn ing down new loan requests, and demands which o r d i n a r i l y 

would have been met at the large money market banks are being sh i f t ed 

i n c reas ing l y to smal ler reg iona l i n s t i t u t i o n s . Loan depos i t r a t i o s i n 

many instances are as h igh as they were dur ing the per iod of severest 
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c r ed i t r e s t r a i n t i n 1966. Other measures of bank l i q u i d i t y t e l l the same 

s tory . With the passage of each week, banks are i n c reas i ng l y reducing 

t he i r p a r t i c i p a t i o n i n the market fo r State and l o c a l government s e c u r i t i e s , 

and net sa les of Federa l Government issues remain la rge . Borrowing from 

Federa l Reserve Banks has r i s e n sharp ly, and the l i a b i l i t i e s of head 

o f f i c e s of U. S. banks to t he i r f o re i gn branches have cl imbed to over 

$9.8 b i l l i o n , compared w i th an average of $7 b i l l i o n l a s t December. 

Again, these i nd i c a to r s suggest that a subs tan t i a l degree of monetary 

r e s t r a i n t has been accomplished. 

On the other hand, we must accept the f a c t that the e f f e c t s o f 

monetary po l i c y on spending f o r goods and serv i ces and on p r i ces are 

r eg i s t e red a f t e r a s i g n i f i c a n t time lag. Th is i s pa r t l y because s t r a te -

g i c a l l y p laced sectors may have b u i l t up a l i q u i d i t y cushion that must 

be worked o f f - - wh i l e others may occupy favored pos i t i ons w i th lenders. 

Th is i s e s pe c i a l l y true of the r e l a t i o n sh i p between many corporat ions and 

commercial banks. To a cons iderab le extent, t h i s accounts for the f a c t 

that business loans i n January and February th i s year rose at an annual 

ra te of 19 per cent, compared w i th 13 per cent dur ing l a s t November and 

December and w i th 11 per cent i n the second ha l f of 1968. Whi le the 

ra te of growth eased somewhat i n the month of February (data for March 

are s t i l l fragmentary), the pace of expansion cont inues to be much greater 

than i s compatible w i th the e f f o r t to check i n f l a t i o n . Thus, the proper 

stance for monetary p o l i c y i s c l ea r : r e s t r a i n t must be maintained i n 

s u f f i c i e n t degree to induce banks to decrease even fu r ther the pace at 

which they are tak ing on new commitments and the ra te at which they are 
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expanding loans and investments. Th is posture of r e s t r a i n t should be 

he ld f o r a long enough per iod of time to convince everyone that borrow-

ing and spending dec i s i ons must be rev ised downward to l eve l s cons i s tent 

w i th the maintenance of non i n f l a t i ona ry growth i n the long-run. 

Unpromising A l t e r na t i v e s 

As I mentioned above, severa l d i f f e r e n t courses are being urged 

(some openly, others qu i e t l y ) as a l t e rna t i v e s to a p o l i c y of monetary and 

f i s c a l r e s t r a i n t as a means of coping w i th i n f l a t i o n . These inc lude sug-

gest ions that the Federa l Reserve sponsor a scheme of vo luntary c r ed i t a l l o -

ca t i on to domestic borrowers and that Congress adopt d i r e c t cont ro l s over wages 

and p r i c e s . S t i l l another suggest ion i s that no ser ious e f f o r t be made to check 

i n f l a t i o n because such an attempt may r e su l t i n higher unemployment and 

increased tensions i n urban areas. In my op in ion, these are not meaningful 

a l t e rna t i v e s . 

I can apprec iate the re luctance of banks to say "no" to customers 

w i th whom they have had a long-standing r e l a t i o n sh i p . I can a l so under-

stand t he i r fear that i f they turn down a customer he may ea s i l y be accom-

modated by a competitor - - who may a l so get the balances prev ious ly he ld 

w i t h the f i r s t bank. I t i s these kinds of concerns which have led some 

bankers to suggest that i t might be a good idea fo r the Federa l Reserve 

System to encourage the adopt ion of a vo luntary con t ro l program under which 

banks and other lenders can agree on c r ed i t r a t i on i ng among d i f f e r e n t types 

of borrowers. 
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Of course, I cannot speak fo r others i n the Federa l Reserve 

System, but I would f i n d i t d i f f i c u l t to support such a proposa l . On 

the bas i s of my own experience w i th another vo luntary c r ed i t r e s t r a i n t 

program ( to l i m i t f o r e i gn lending by American banks and nonbank f i nan-

c i a l i n s t i t u t i o n s ) , I am convinced that the i nequ i t i e s which such a 

scheme must necessa r i l y invo lve would be extremely se r ious . Lenders 

and borrowers w i th favored pos i t i ons at the beginning of the program 

would be able to exp l o i t t h e i r advantage and strengthen t he i r own com-

p e t i t i v e po s i t i o n s . Those not so favored would have t h e i r pos i t i ons 

worsened. Moreover, lenders who had to make unpopular turndowns of 

loan requests n a t u r a l l y would f i n d the program a convenient c rutch. 

Since such a scheme would probably have to inc lude some means of ge t t i ng 

"except ions , f f the admin i s t ra t i ve burden (which necessa r i l y would be 

cons iderab le) would become even greater . Thus, the launching of a 

vo luntary program fo r the a l l o c a t i o n of c r ed i t to domestic borrowers 

would pose a ser ious in te r fe rence w i th the conduct of monetary p o l i c y , 

and i t would probably do l i t t l e to reach the bas ic source of the i n f l a -

t i onary pressures. 

Th is i s even more true of mandatory cont ro l s over wages and 

p r i c e s . Such cont ro l s i n t h i s country have been assoc iated w i th an 

a l l - o u t war e f f o r t , and they have been accompanied by other measures 

(such as h igher taxes and mater ia l s a l l o c a t i o n ) which re - i n fo r ced them. 

Even so, the extent of t he i r success i s not at a l l c l e a r . In Woi ld Wars I 

and I I , the main e f f e c t of the cont ro l s seems to have been to suppress 
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excess demand dur ing the war years - - which was subsequently reg i s te red 

i n subs tan t i a l post-war i n f l a t i o n s . During the Korean War, the imposi-

t i o n of d i r e c t con t ro l s along w i th higher taxes seems to have eased 

expectat ions of fu r the r i n f l a t i o n ; so a f t e r the f i r s t year of the war 

e f f o r t , p r i c e increases were r e l a t i v e l y moderate. 

However, i n my judgment, the key po int about such cont ro l s i s 

that they cannot be expected to work except as part of a comprehensive 

system of war-time regu la t i ons . Since such a system does not appear to 

be c a l l e d f o r , I th ink i t best that no ser ious e f f o r t be made to impose 

wage and p r i c e con t ro l s . Instead, a vigorous p o l i c y of monetary and 

f i s c a l r e s t r a i n t seems s u f f i c i e n t to cope w i th the current i n f l a t i o n . 

F i n a l l y , as I have stressed throughout these remarks, I th ink 

the task to checking i n f l a t i o n i s urgent. Therefore, I cannot share the 

view which holds that such an e f f o r t i s too c o s t l y when measured i n 

terms of i t s impact on unemployment and the need to improve the cond i t ions 

of l i f e i n urban areas. 

I am f u l l y aware of the fac t that the rap id expansion of the 

economy i n recent years has been e spec i a l l y h e l p f u l to marginal groups 

i n the labor fo r ce . For example, the unemployment rate fo r nonwhites 

averaged 8.1 per cent i n 1965, compared w i th 4.5 per cent f o r a l l c i v i l i a n 

workers. By 1968, the nonwhite rate had dec l ined to an average of 6.7 

per cent, against 3.6 per cent f o r the t o t a l c i v i l i a n labor fo rce . In the 

l a s t year, the improvement i n the employment s i t u a t i o n has been pa r t i c u -

l a r l y s t r i k i n g f o r those l i v i n g i n urban poverty areas. Between the four th 
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quarters of 1967 and 1968, the unemployment rates i n poverty neighborhoods 

of the na t i on ' s 100 la rgest metropo l i tan areas dec l ined from 6.9 per cent 

to 5.2 per cent . Th is rate of improvement was f as te r than that i n other 

neighborhoods of the 100 areas — or i n the na t i on as a whole. 

Thus, I am obvious ly re luc tan t to see circumstances develop 

which would l i m i t or erase t h i s progress. Neverthe less , I do not agree 

that such re luctance should lead to a slowdown i n the campaign against 

i n f l a t i o n . A f t e r a l l , whatever improvement i n employment and income the 

poor and disadvantaged can achieve w i l l be of even greater bene f i t i f i t 

i s not eroded by r i s i n g p r i c e s . 

Instead, as I s t ressed above, I th ink one must look to the 

fu r ther expansion of t r a i n i n g , hea l th , housing and other pub l i c programs 

as means of ensuring that the poor and disadvantaged do not carry the 

main burden of checking i n f l a t i o n . In the meantime, the task fo r na t i ona l 

s t a b i l i z a t i o n p o l i c i e s i s c l ea r : i t i s to push the f i g h t against i n f l a t i o n . 

As one who shares i n the development and execut ion of these p o l i c i e s , I 

have no doubts about my own r e s p o n s i b i l i t i e s . 
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