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MONETARY POLICY, CORPORATE FINANCING, AND THE 
QUEST FOR ECONOMIC STABILITY 

By 
Andrew F. Brimmer* 

As the cu r ren t year has progressed, i t has become i n c r e a s i n g l y 

ev ident tha t i n f l a t i o n a r y pressures i n the American economy are much 

s t ronger than was a n t i c i p a t e d even a few months ago. The imp l i c a t i o n s o f 

t h i s u n f o l d i n g evidence f o r n a t i o n a l s t a b i l i z a t i o n p o l i c i e s are qu i t e c l e a r : 

du r ing 1969, we w i l l need more o v e r a l l monetary and f i s c a l r e s t r a i n t - - and 

i t should l a s t f o r a longer pe ro id o f time - - than was fo reseen at the 

beg inn ing o f the year . In r e c ogn i t i o n o f t h i s changed ou t look f o r the 

economy, the Fede ra l Reserve Board dec ided e a r l i e r t h i s month to take 

f u r t he r measures i n the campaign aga ins t i n f l a t i o n . On A p r i l 3, approva l 

was g iven f o r a 1/2 per cent inc rease i n the d i s count r a te to 6 per cent at 

Federa l Reserve Banks, and reserve requirements aga ins t demand depos i t s at 

a l l member banks were r a i s ed by 1/2 percentage po i n t , e f f e c t i v e today. These 

moves w i l l obv i ous l y he lp to dampen the r a t e o f economic expansion dur ing 

the r e s t o f t h i s year . 

However, we should not hasten to conclude that these a d d i t i o n a l 

monetary measures, which r e i n f o r c e the r e s t r i c t i v e course o f monetary p o l i c y 

f o l l owed s ince l a s t December, w i l l be s u f f i c i e n t unto themselves to b r i n g 

the' cu r ren t i n f l a t i o n to an end. On the cont ra ry , i f we are to make s i g n i f -

i c an t progress toward check ing i n f l a t i o n - - w i thout imposing excess ive s t r a i n s 

* Member, Board of Governors of the Federa l Reserve System. I am 
g r a t e f u l to seve ra l members of the Board 's s t a f f f o r ass i s tance i n 
the p repa ra t i on of these remarks - - p a r t i c u l a r l y to M i ss E leanor J . 
S tockwe l l and M iss Mary Ann Graves. 
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on our f i n a n c i a l system -- i t i s c l ea r that the Federa l Government's f i s c a l 

p o l i c y must a lso carry a greater share of the burden. For tunate ly , i n the 

l i g h t o f the r e cen t l y announced ou t l i n e s of the budget fo r the next f i s c a l 

year, t h i s need i s recognized i n the Execut ive Branch. I f the s i zab l e 

pro jec ted budget surp lus ma te r i a l i z e s , Federa l f i s c a l p o l i c y would become 

a powerful f a c to r support ing the e f f o r t s to res to re p r i c e s t a b i l i t y . On 

the other hand, we should keep i n mind that the impact of budgetary measures 

on the economy w i l l be f e l t on ly a f t e r Congress has completed i t s ac t ions 

and appropr iated funds ( i n c l ud ing o l d as w e l l as new author i za t ions) are 

a c t ua l l y spent. Given the recent experiences i n t h i s regard, i t would 

seem wise to reserve judgment on the u l t imate con t r i bu t i on that f i s c a l 

p o l i c y w i l l make i n the quest fo r economic s t a b i l i t y i n the months ahead. 

In the meantime, the except iona l s t rength which the p r i va te sector 

i s e x h i b i t i n g poses a ser ious cha l lenge to s t a b i l i z a t i o n p o l i c i e s . Spurred 

by a large increase i n p lan t and equipment expenditures, the corporate 

business sector has become a major source of excess demand and add i t i o na l 

pressure on p r i c e s . To help f inance the pro jec ted expansion i n capac i ty , 

corporat ions may t r y to r a i s e a s i z ab l e volume of funds dur ing coming months 

and thus aggravate a lready d i f f i c u l t c a p i t a l market cond i t i ons . Given t h i s 

out look, we should be prepared to adjust our s t a b i l i z a t i o n p o l i c i e s to cope 

more e f f e c t i v e l y w i t h the main sources of i n f l a t i o n a r y pressures i n the year 

ahead. 

However, i n attempting to moderate the c a p i t a l goods boom -- which 

i s c u r r en t l y the mainspr ing of the renewed pace of expansion — we should 
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avoid t ak ing measures which might d i s r up t the development o f the economy 

i n the long- run . In p a r t i c u l a r , i n my persona l op in i on , i t would be un-

wise to suspend the 7 per cent investment tax c r e d i t as some observers are 

suggest ing. On the other hand, i f the excess ive r a t e o f bus iness i nves t -

ment i n f i x e d equipment i s not dampened by the monetary and f i s c a l a c t i ons 

a l ready taken - - p lus the budgetary measures i n prospect - - I b e l i e v e 

c a r e f u l thought should be g iven to extending the 10 per cent income sur tax 

through the next f i s c a l year at a r a t e f o r co rpo ra t i ons h igher than tha t 

a pp l i c a b l e to i n d i v i d u a l s . I w i l l comment f u r t he r on t h i s p o s s i b i l i t y i n 

the c l o s i n g s e c t i o n o f these remarks. 

V igor o f Economic Expansion 

In the l a s t month or so, expec ta t ions about the ou t l ook f o r the 

economy du r i ng 1969 have s h i f t e d s u b s t a n t i a l l y - - toward expec ta t i on o f 

a f a s t e r r a t e o f growth and l e s s progress i n check ing i n f l a t i o n . In l a t e 

January, gross n a t i o n a l product (GNP) i n cu r ren t p r i c e s f o r 1969 as a whole 

was p ro jec ted i n the range o f $918 b i l l i o n to $920 b i l l i o n . Th i s p r o j e c t i o n 

imp l i ed a yea r - to -yea r r i s e o f about $60 b i l l i o n (or 6.8 per cen t ) , compared 

w i t h an i n c rease of $71 b i l l i o n (or 9.0 per cent) du r i ng 1968. The ra te of 

i nc rease of the genera l p r i c e l e v e l (as measured by the GNP i m p l i c i t p r i c e 

d e f l a t o r ) was p ro j e c t ed to d e c l i n e s t e a d i l y through the year , and ( a f t e r 

adjustment f o r the t h i r d quarter Fede ra l pay r a i s e ) the annual ra te of 

i nc rease was expected t o be around 3 per cent i n the c l o s i n g months of 

1969 - - i n con t ras t to roughly 4 per cent i n the correspond ing months of 

l a s t yea r . 
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By the end of March, i t was evident that the growth of the 

economy was not moderating as expected. I n f a c t , as more in format ion 

about spending plans i n the p r i va te sector became ava i l a b l e , i t was 

necessary to rev i se upward the p ro j e c t i ons of o v e r a l l economic performance 

dur ing the current year . The key development under ly ing the more op t i -

m i s t i c out look i s the sharp increase (about 14 per cent) i n p lant and 

equipment out lays planned by the business sector f o r 1969. 

Although no de t a i l e d r ev i s i ons can be made i n the p ro j e c t i ons 

of GNP and i t s components u n t i l the new Federa l budget est imates fo r 

f i s c a l year 1970 are ava i l a b l e and have been d igested, i t i s a l ready 

c l ea r that the ra te of growth of the economy dur ing calendar 1969 

w i l l be h igher than was an t i c i pa t ed i n January. As of today, desp i te 

the a d d i t i o n a l measures of monetary r e s t r a i n t adopted two weeks ago, 

the p r o j e c t i o n of even a s l i g h t l y l a rger increase i n GNP may w e l l be 

warranted. In January, the quar ter - to-quar ter increases i n GNP were 

expected to be i n the range of $11 b i l l i o n to $13 b i l l i o n , suggest ing 

seasona l l y adjusted annual growth rates of 5 to 6 per cent . Now i t 

appears that the qua r t e r l y r i s e s i n GNP may be even h ighe r . Under 

these cond i t i ons , the trend of p r i c e s dur ing 1969 would s t i l l be down-

ward, but the extent of the dec l i ne would be less than expected as the 

year began. By the f ou r th quarter , the GNP de f l a t o r may s t i l l be 

r i s i n g a t an annual rate of 3-1/2 per cent — aga inst j us t under 
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3 per cent pro jected i n January, and 1969 as a whole may r eg i s t e r a 

p r i c e ga in as large as that recorded i n 1968. 

Impact of Monetary Res t ra in t 

I t was against t h i s background of a quickening pace of economic 

a c t i v i t y that the Federa l Reserve Board adopted add i t i o na l measures of 

monetary r e s t r a i n t e a r l i e r t h i s month. P r i o r to these moves, monetary 

and c r ed i t cond i t i ons had changed sub s t an t i a l l y i n response to the s h i f t 

i n p o l i c y which occurred l a s t December. During the f i r s t quarter of t h i s 

year , nonborrowed reserves of member banks dec l ined at an annual rate of 

0.5 per cent, compared w i th an annual rate of increase of 3 per cent i n 

the f i n a l three months of 1968, Because member bank borrowing at Federa l 

Reserve Banks rose f u r the r , t o t a l reserves expanded at an annual ra te 

of 0.9 per cent dur ing the f i r s t quarter — i n sharp contrast to an 

8.8 per cent annual rate of growth i n the four th quar ter . 

Th i s pressure on bank reserves was accompanied by very l i t t l e 

growth i n p r i va te demand depos i ts and a s i zab l e dec l i ne i n time depos i ts 

at commercial banks. 

R i s i ng money market rates focused cons iderab le pressure on large 

banks, as the maximum i n t e r e s t rates payable on large denomination c e r t i -

f i c a t e s of depos i t (CD's) became i nc reas ing l y noncompetit ive as y i e l d s on 

market instruments rose f u r t he r . From mid-December — when heavy CD 

a t t r i t i o n began - - to l a t e March, weekly repor t ing banks l o s t near ly 
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$5.5 b i l l i o n i n CD fs. About 55 per cent of t h i s dec l i ne occurred at banks 

i n New York C i t y . P a r t l y i n response to t h i s CD a t t r i t i o n , banks w i t h 

f o r e i gn branches borrowed heav i l y i n the Eu ro -do l l a r market. By the end 

of March, head o f f i c e l i a b i l i t i e s to f o r e i gn branches had r i s e n to j u s t 

under $10 b i l l i o n , an increase of near ly $3.0 b i l l i o n over the average 

December l e v e l . 

Inf lows of consumer-type time and savings depos i ts at weekly 

r epo r t i ng banks dec l i ned i n January - - f o l l ow i ng the year-end i n t e r e s t 

c r e d i t i n g per iod . However, these i n f l ows expanded moderately i n February 

and picked-up markedly i n March. Flows of regu lar savings depos i ts 

accounted f o r t h i s pa t te rn - - d e c l i n i n g sharp ly i n January, remaining 

unchanged i n February, and expanding s ub s t an t i a l l y i n March - - s ince 

i n f l ows of time c e r t i f i c a t e s and open accounts remained at a f a i r l y steady 

pace over the f i r s t quarter of 1969. For a l l commercial banks, t o t a l time 

and savings depos i ts dec l i ned at a 6.7 per cent annual ra te dur ing the 

f i r s t quarter of 1969. (See Table 1.) Inf lows of funds to nonbank savings 

i n s t i t u t i o n s slowed on ly s l i g h t l y i n the ea r l y months of the year, probably 

i n par t because a subs t an t i a l number of i n t e r e s t - s e n s i t i v e depos i tors had 

a l ready s h i f t e d t h e i r funds out o f these i n s t i t u t i o n s i n response to e a r l i e r 

i n t e r e s t ra te inc reases . 

Again, r e f l e c t i n g the pressure on bank reserve pos i t i on s , combined 

w i t h h igh and r i s i n g market ra tes o f i n t e r e s t , p r i va te demand depos i ts 

increased at on ly a 1.1 per cent annual ra te over the f i r s t quar ter . The 

money stock (which inc ludes currency i n the hands of the pub l i c as w e l l as 
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Table 1. Changes i n Commercial Bank Cred i t , 
Money Supply and Time Deposits 
(Seasonal ly adjusted annual ra tes , 

per cent) 

Category 1968 1969 
Year Fourth 

Quarter 
F i r s t 

Quarter 
March 

To t a l loans and 
investments 11.0 10.4 1.5 - 2.5 

U.S. Government 
s e cu r i t i e s 

3.4 -14.4 -29.8 -14.5 

Other s e c u r i t i e s 14.8 20.9 5.7 8.5 

To ta l loans 11.9 13.9 7.9 - 2.8 

Business loans 9.7 12.2 14.4 4.9 

Money supply 6.5 7.6 2.3 2.5 

Time and savings 
depos i ts at a l l 
commercial banks 11.3 15.7 - 6.7 - 0.6 
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pr i va te demand depos i ts) rose at a 2.3 per cent annual ra te i n the f i r s t 

quar ter , or about one- th i rd the ra te of growth over 1968 as a whole. U.S. 

Government depos i ts at banks a lso rose i n t h i s per iod. Nevertheless, the 

de c l i n e i n time and savings depos i t s more than o f f s e t the r i s e i n demand 

depos i t s , and t o t a l member bank depos i ts dec l i ned at an annual ra te of 

about 5 per cent dur ing the f i r s t quar ter . 

In v iew of these depos i t out f lows, banks made s i g n i f i c a n t 

adjustments i n t h e i r s e cu r i t y p o r t f o l i o s i n order to accommodate cont inued 

strong loan demands. In the f i r s t three months of 1969, banks l i q u i d a t ed 

$4.6 b i l l i o n i n ho ld ings of U.S. Government s e c u r i t i e s , mainly Treasury 

b i l l s . Moreover, they cut back sharp ly on the a c q u i s i t i o n of other secu r i -

t i e s , w i t h la rge banks (which f e l t the brunt o f the CD a t t r i t i o n ) a c t ua l l y 

reduc ing ho ld ings of these s e c u r i t i e s , p a r t i c u l a r l y short-term munic ipa ls 

and Federa l Agency i ssues . 

The cont inued s t rength i n loan demand r e f l e c t e d mainly borrowing 

by bus inesses, although demand for r e a l es tate c r e d i t a l so maintained the 

advanced pace of l a t e 1968. Business loans expanded at an annual ra te of 

over 14 per cent i n the f i r s t quarter , compared w i th an annual ra te o f about 

12 per cent i n the four th quarter of l a s t year. The increases i n business 

loans i n the January-March months probably r e f l e c t e d i n part borrowing to 

f inance working c a p i t a l needs assoc ia ted w i th expanded p lant and equipment 

expendi tures. Secur i ty loans dec l i ned sharply fu r ther as dea lers cont inued 

to reduce t he i r pos i t i ons from the h igh l e ve l s reached i n the summer and 

ea r l y f a l l of 1968. 
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The impact of monetary r e s t r a i n t , i n the face of cont inu ing 

strong demands fo r c r ed i t , can a lso be seen i n the behavior of i n t e r e s t 

r a tes . During the f i r s t quarter , most i n t e r e s t rates rose to new highs. 

For example, the Federa l funds ra te rose to about 6.85 per cent near the 

end of March, or about 60 bas i s po ints above the December high. Moreover, 

w i th loan demands at banks s t i l l strong, banks ra i sed t he i r prime lend ing 

rates fu r the r , to 7 per cent i n ea r l y January and to 7.50 per cent i n mid-

March. In add i t i on , banks w i th f o re ign branches r e l i e d heav i l y on the 

Eu ro -do l l a r market f o r funds, pushing rates on 3-month ma tu r i t i e s , fo r 

example, to over 8.50 per cent by the end of March, or about 120 bas is 

po in ts above the December h igh. However, Treasury b i l l ra tes f e l l dur ing 

the f i r s t three months of 1969 - - i n sp i t e of la rge sa les o f b i l l s by both 

banks and dea lers - - i n response to heavy demands fo r these instruments, 

probably i n la rge par t r e f l e c t i n g s h i f t s of funds from CD's to b i l l s , 

although uncer ta in ty as to i n t e r e s t rate and stock market developments may 

a lso have generated some demand for b i l l s . Market ra tes on 3-month Treasury 

b i l l s , f o r example, f e l l to around 6 per cent near the end of March, or 

about 20 bas i s po in ts below t he i r December peaks. 

Pressure on bank reserve pos i t i ons a lso s p i l l e d over i n to long-

term c a p i t a l markets. Y i e l d s on long-term Government bonds rose by about 

20 bas i s po ints to a l e v e l of around 6.25 per cent dur ing th i s per iod. By 

the end o f March, y i e l d s on munic ipa l bonds, Aaa corporate new issues (with 

5 year c a l l p ro tec t i on ) , and FHA mortgages a l l had r i s e n about 45 bas is 

po in ts above t he i r December h ighs, reaching l e ve l s of 5.30 per cent, 7.31 

per cent and 8.11 per cent, r e spec t i ve l y . 
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I n t e n s i f i c a t i o n of Monetary Res t ra i n t 

As I mentioned above, desp i te the subs tan t i a l r e s t r a i n t on 

money and c r e d i t brought about s ince the end of 1968, the Federa l Reserve 

Board concluded on A p r i l 3 that the campaign against i n f l a t i o n c a l l e d fo r 

a dd i t i o na l s teps. These were taken -- i nvo l v i ng an increase i n the d iscount 

ra te at Federa l Reserve Banks from 5-1/2 to 6 per cent and an increase of 

1/2 percentage po in t i n reserve requirements against demand depos i ts . At 

the new l e v e l , the d iscount ra te i s the h ighest i n 40 years -- although 

i n 1920-21 the ra te was as h igh as 7 per cent. 

The increase i n reserve requirements against demand depos i ts 

became e f f e c t i v e A p r i l 17 and i s app l i c ab l e to average depos i ts i n the 

per iod A p r i l 3-9 i n c l u s i v e . The increase was d i s t r i b u t e d among c lasses 

o f member banks as f o l l ows (m i l l i on s of d o l l a r s ) : 

A l l Member banks $660 
New York reserve c i t y banks 124 
Other reserve c i t y banks 262 
Country banks 274 

The new reserve requirements at reserve c i t y banks are 17 per 

cent on net demand depos i t s under $5 m i l l i o n and 17-1/2 per cent on depos i ts 

over $5 m i l l i o n . For a l l other member banks, the new requirements are 12-1/2 

per cent on depos i ts under $5 m i l l i o n and 13 per cent on those over $5 m i l -

l i o n . No changes were made i n reserve requirements against time depos i t s . 

As member banks adjust to these higher requirements against demand 

depos i t s , t he i r a b i l i t y to expand c r e d i t w i l l be lessened cons iderab ly . 

Whi le i t may be necessary to use open market operat ions to cushion the 

adjustment of the banks to the higher reserve requirements, one should not 
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conclude that the increase of $660 m i l l i o n i n requ i red reserves w i l l be 

f u l l y o f f s e t by Federa l Reserve purchases of Government s e cu r i t i e s . 

Requirements were ra i sed fo r the purpose of absorbing reserves, and I --

persona l l y -- would expect to see the e f f e c t c l e a r l y reg i s te red i n non-

borrowed reserves of member banks. I t might be observed that, i n r a i s i n g 

reserve requirements, the Board app l ied the higher requirements to a l l 

member banks; i t d i d not exempt small banks w i t h net demand depos i ts under 

$5 m i l l i o n . During recent years, i t had taken such a step when reserve 

requirements were changed on e i t he r demand or time depos i t s . These e a r l i e r 

exemptions were aimed at lessen ing the compet i t ive disadvantage reserve 

requirements impose on small member banks compared w i th nonmember banks of 

s im i l a r s i z e . In the present circumstances, where the aim i s to reduce the v 

growth of bank c r ed i t i n the e f f o r t to check i n f l a t i o n , an exemption of V 

\ 

any member banks from the higher reserve requirements seemed inappropr i a te . / 

The need to insure that monetary r e s t r a i n t reaches a l l banks - -

and not simply the large money market banks - - i s i l l u s t r a t e d i n the data 

i n Table 2, showing changes i n loans and investments by c l ass of bank s ince 

l a s t December, compared w i th changes i n corresponding periods over the l a s t 

three years. I t w i l l be noted that , between mid-December, 1968, and mid-

March, 1969, t o t a l loans and investments of a l l member banks dec l i ned by 

$2.4 b i l l i o n . In roughly the same per iod a year e a r l i e r , t he i r loans and 

investments had r i s en by about the same amount. Even more s t r i k i n g i s the 

experience o f New York reserve c i t y banks: i n the three months ending i n 

mid-March, t he i r t o t a l loans and investments dec l ined by $3.4 b i l l i o n , 

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



-10a-

TABLE 2 

LOANS AND INVESTMENTS BY CLASS OF BANK 
( A l l data are for Wednesday dates, w i thout seasonal adjustment, i n b i l l i o n s of d o l l a r s ) 

* - Inc ludes loans to banks. 

Leve ls Change 
3 mos. 

Changes i n corresponding 
per iods ending 

12/11/68 3/12/69 
Change 
3 mos. 3/27/68 3/29/67 3/30/66 

Loans and Investments 

A l l member 321.1 318.7 -2.4 +2.3 +6.9 +0.7 
NY Reserve C i t y 57.3 53.9 -3.4 -0 .9 +1.2 -0 .4 
Other Reserve C i t y 130.7 130.3 -0.4 +1.1 +3.6 -0.6 
Country 133.1 134.5 +1.4 +2.1 +2.1 +1.7 

U.S. Gov ' t . Se cu r i t i e s 

A l l member 48.7 42.7 -6 .0 -1.2 +2.5 -2 .9 

NY Reserve C i t y 6.7 4.6 -2 .1 -0.7 +0.8 -0.7 
Other Reserve C i t y 17.0 14.4 -2.6 -0 .3 +1.5 -1.6 
Country 25.1 23.8 -1.3 -0.2. +0.2 -0.6 

Other Se cu r i t i e s 

A l l member 56.2 56.4 +0.2 +2.1 +3.2 +0.5 

NY Reserve C i t y 8.0 7.5 -0.5 +0.4 +0.4 -0.6 
Other Reserve C i t y 22.5 22 .0 -0,5 +0.5 +1.9 +0.3 
Country 25.6 26.9 +1.3 +1.2 +0.9 +0.8 

T o t a l Loans* 

A l l member 216.2 219.6 +3.4 +1.5 +1.2 +3.0 

NY Reserve C i t y 42.7 41.9 -0 .8 -0.6 - - +0.9 

Other Reserve 91.2 93.8 +2.6 +1.0 +0.1 +0.7 

Country 82.4 83.9 +1.5 +1.1 +1,1 +1.4 

Business Loans (12/11/68) (4/2/69 ) (4/3/68) (4/5/67) (3/30/66) 

A l l weekly repor te rs 71.7 75.2 +3.5 +2.9 +1.5 +3.5 
NY weekly repoters 23.7 24.5 +0,8 +1.2 +0.7 +1.5 
Other weekly repor ters 48.0 50.7 +2.7 +1.7 +0.8 +2 .0 
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against a decrease of on ly $900 m i l l i o n i n the comparable per iod of 1968. 

In other words, wh i l e reserve c i t y banks i n New York he ld l ess than one-

f i f t h of the t o t a l loans and investments he ld by a l l member banks i n mid-

December, 1968, the drop i n the d o l l a r amount o f t h e i r ho ld ings dur ing 

the f o l l ow i ng three months was almost 1-1/2 times as large as that for 

member banks taken as a group. In cont ras t , other reserve c i t y banks 

experienced only a modest decrease i n t he i r loans and investments, and 

country banks r eg i s t e red an ac tua l expansion. A s im i l a r s tory i s t o l d 

by other data i n the tab le : the heaviest burden of monetary r e s t r a i n t 

through mid-March -- i n both absolute and r e l a t i v e terms - - had f a l l e n 

on the l a rges t banks. 

Other evidence (not shown i n Table 2) suggests that the same 

pat te rn extended through March as a whole. For example, at la rge banks, 

c r e d i t rose l ess than usua l i n March and dec l ined much more than usual 

over the January-March per iod. On the other hand, at smal l banks, the 

increases i n earning assets were more than usual i n March and were about 

i n l i n e w i th f i r s t - q u a r t e r changes f o r other recent years. Loan expansion 

i n March, as w e l l as fo r the en t i r e f i r s t quarter, was much l ess than 

usua l at large banks - - but somewhat more than usual at smal l banks. In 

the case of investments, bank ho ld ings of munic ipa l and Federa l Agency 

issues increased moderately i n March -- b r i ng ing the annual ra te of growth 

fo r the f i r s t quarter to about 6 per cent, compared w i th over 20 per cent 

i n the four th quarter of 1968. However, the slowdown occurred at large 

banks who reduced t he i r ho ld ings cont ra-seasona l ly over the January-March 
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per iod . Dec l ines i n ho ld ings of both shor t- and long-term munic ipa ls 

were sharp, and reduct ions a l so occurred i n ho ld ings of p a r t i c i p a t i o n 

c e r t i f i c a t e s and Federa l Agency i ssues . In cont ras t , smal l banks 

cont inued to acquire s e c u r i t i e s at a pace w e l l above that i n the comparable 

per iods of other recent years. 

Thus, i n my op in ion , the need to r e d i s t r i b u t e some of the burden 

of monetary r e s t r a i n t w i t h i n the banking system was c l e a r l y ev ident . At 

the same time, there was no need to r e l i e v e the o v e r a l l pressure of r e s t r a i n t 

on any segment of the system by p rov id ing greater leeway to compete f o r 

funds through the a b i l i t y to o f f e r h igher ra tes on var ious types of time 

depos i t s . Rather, as s t ressed above, the fundamental need at the end o f 

March was f o r more - - not l e s s - - o v e r a l l r e s t r a i n t . The steps taken i n 

ea r l y A p r i l were d i r e c t ed to that end. 

The Boom i n Business Investment 

As I mentioned above, the pro jec ted r i s e i n business f i x ed inves t -

ment dur ing 1969 i s the p r i n c i p a l reason why the current i n f l a t i o n w i l l be 

prolonged. 

The l a t e s t survey of an t i c i pa t ed 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 lant 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 

March. I f these plans were f u l f i l l e d , business spending fo r 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 o f $73 b i l l i o n . Such a rap id 
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expansion would be i n sharp contrast 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 r e to subs t i t u t e 

c a p i t a l f o r labor wherever poss i b l e . 

The OBE-SEC survey ind i ca tes that the p ro jec ted r i s e i n c a p i t a l 

out lays i s broadly based, w i t h manufacturing i n du s 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 lan t and equip-

ment out lays may not be r ea l i z ed (and some o f the p ro jec ted 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 c la ims 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 p ro jec ted desp i t e 

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 manufactur ing averaged 84 

per cent dur ing the second ha l f of 1968 -- w e l l below the p re fe r red ra te 

o f 90-92 per cent. 

Whi le one might expect some s h o r t - f a l l between p ro jec ted and 

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

may be r e a l i z e d s ub 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 x ed investment boom. In 

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

lays dur ing the second quarter of the f o l l ow ing year were p ro jec ted to 

show an increase of 14 per cent over the annual average fo r 1965. By the 
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time of the March, 1966, survey, such out lays were pro jec ted to show an 

inc rease o f 16 per cent dur ing the f u l l year over the 1965 l e v e l . The 

a c tua l i nc rease i n 1966 was 16.7 per cent . Thus, dur ing a per iod of 

s t rong bus iness an t i c i p a t i on s , the pro jec ted increases i n p lant and equip-

ment expendi tures i nd i ca ted i n the OBE-SEC survey may understate ac tua l 

ou t l ays . 

I t i s too ea r l y to t e l l j u s t how suc ces s f u l l y the business 

community i s ca r ry i ng out i t s investment plans i n 1969. However, as the 

year got underway, i t was expected that the increase i n f i x ed investment 

would be p a r t i c u l a r l y sharp dur ing the f i r s t quarter (perhaps as much as 

13 per cent at an annual r a te ) , w i t h the pace d e c l i n i n g s t e ad i l y there-

a f t e r (to perhaps 4 per cent at an annual ra te i n the f i n a l quar te r ) . 

For the year as a whole, the increase was pro jec ted at 10 per cent. By 

the end o f March, the p ro j e c t i on of the annual increase had been r a i s ed 

cons ide rab ly - - to at l eas t 12 per cent. The sharpest advance (at an 

annual r a t e o f around 18 per cent) was s t i l l expected to occur i n the f i r s t 

quar te r , w i t h a downtrend the rea f te r . However, by the four th quarter , the 

pace of expansion was pro jected at almost 8 per cent - - near ly double the 

r a te p ro jec ted i n January. 

Some i n d i r e c t evidence suggests the pace of business f i xed 

investment, i n f a c t , was qu i te rap id dur ing the f i r s t quarter of t h i s 

year. The output o f business equipment dur ing the January-March months 

rose at a seasona l l y adjusted annual ra te o f 8 per cent. Since p r i ces 

probably rose at an annual ra te o f 3- to-4 per cent dur ing the same per iod, 
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the expansion i n current d o l l a r s was c lose to 12 per cent at an annual 

r a te . Looked at i n a somewhat longer perspect ive, the expansion i n the 

output of business equipment i n the f i r s t quarter of t h i s year suggests 

that the investment boom i s c e r t a i n l y strong. For example, i n the f i r s t 

quarter of 1968, the seasona l ly adjusted annual ra te o f increase was 4 

per cent; i n the second quarter , a 1 per cent dec l i ne occurred, and th i s 

was fo l lowed by a ga in of 2 per cent i n the t h i r d quarter - - both at 

annual ra tes . In the f i n a l quarter , there was a sharp r i s e at an annual 

ra te o f 12 per cent, and t h i s was fo l lowed by 8 per cent dur ing the f i r s t 

quarter of 1969. A l so , i n the January-March months of t h i s year, new 

orders fo r producers1 durable equipment remained at the sharply advanced 

l e v e l of the f i n a l three months of l a s t year; such orders were 16 per cent 

above the l e v e l recorded i n the f i r s t quarter of 1968. 

Again, these i nd i c a t o r s suggest that investment i n business 

f i x ed equipment i s expanding at a rap id pace. On the other hand, the 

plans reported i n the OBE-SEC survey were made before monetary po 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 spending 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 fac t are 

making subs tan t i a l progress - - business investment out lays undoubtedly 

w i l l be reduced somewhat. 

Corporate Demand for Funds 

Th is rap id pace of business investment may generate a s i zab le 

increase i n the volume of corporate borrowing i n the s e cu r i t i e s markets. 
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Th is conc lus ion emerges w i t h cons iderab le c l a r i t y from an ana lys i s of 

qua r t e r l y sources and uses of funds data r e l a t i n g to non f i nanc i a l corpora-

t i ons f o r 1967 and 1968 and the f i r s t h a l f of 1969. F igures fo r the 

four th quarter of 1968 are s t i l l p re l im inary and those fo r 1969 must nec-

e s s a r i l y be rough est imates. 

In genera l terms, the "gap11 between i n t e r n a l funds o f non f i nanc i a l 

co rpora t ions and t o t a l out lays fo r f i x ed assets and invento r i es i s pro jec ted 

to be even somewhat wider dur ing the f i r s t two quarters of 1969 than the 

record gap of the f ou r th quarter of 1968. In the f i n a l three months of 

l a s t year, p re l im inary est imates suggested that f i x ed investment exceeded 

i n t e r n a l l y generated funds by j u s t over $21 b i l l i o n at an annual ra te; i n 

each of the f i r s t two quarters of t h i s year, the gap may be as much as 

$2 b i l l i o n w ider . I n t e rna l funds seem l i k e l y to change l i t t l e , and the 

an t i c i pa t ed sharp ly h igher l e v e l of p lan t and equipment out lays more than 

o f f s e t s the pro jec ted lower ra te of inventory accumulation. 

The non f i n an c i a l corporate sector seems to have entered 1969 i n 

a very favorab le f i n a n c i a l p o s i t i o n . A f t e r severa l years of moderate 

growth, l i q u i d asset accumulat ion i s est imated to have spurted very 

sharp ly i n 1968, r e f l e c t i n g h igh p r o f i t s and cash f lows and some borrow-

ing i n excess of current needs. A wide excess of tax accrua ls over payments 

added to i n t e r n a l fund a v a i l a b i l i t y i n the f i r s t quarter of t h i s year, 

and helped to ho ld ex te rna l f i nanc i ng needs down. Through borrowing from 

banks and heavy r e l i a n c e on the commercial paper market, many corporat ions 

r e f r a i n ed from h igh cost c a p i t a l market borrowing. But, wh i l e the average 
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pace of pub l i c bond o f f e r i ng s so f a r i n 1969 has not been h igh , two 

f a c t o r s about i t are s i g n i f i c a n t . P r a c t i c a l l y none of the recent o f f e r -

ings have been made by large i n d u s t r i a l or f i n a n c i a l f i rms . Instead, 

most have been by pub l i c u t i l i t i e s or by smal ler corporat ions us ing 

conve r t i b l e s . 

The f i n a n c i a l p o s i t i o n of corporat ions now suggest, however, 

that large f i rms once again may have to tap the c a p i t a l markets. I t i s 

l i k e l y that corporate l i q u i d asset ho ld ings have been, or soon w i l l be, 

eroded. Re f l e c t i n g the large A p r i l and June ins ta lments , tax payments — 

i n contract to the f i r s t quarter — are expected sharp ly to exceed tax 

acc rua l s i n the second quarter of 1969. Th is sharp tu rn around from the 

f i r s t quarter represents a subs tan t i a l use of corporate funds. I n add i -

t i on , wh i l e p r o f i t s are a l so expected to remain r e l a t i v e l y h i gh , i n c reas -

ing c a p i t a l out lays are pro jected to widen the gap between i n t e r n a l l y 

generated funds and expenditures. A l l of these developments should lead 

to a greater volume of ex terna l f i nanc ing . 

Some market pa r t i c i p an t s now th ink a few s i z ab l e i n d u s t r i a l and 

f inance companies are wa i t i ng fo r an opportune time to f l o a t bonds. Whi le 

no one i n the market apparent ly sees a near-term p o t e n t i a l surge i n the 

volume of i ssues coming to market, i n contrast to market rumor e a r l i e r 

t h i s year, some p i c k up i n large o f f e r i ngs would not now be a s u r p r i s e . 
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As s t ressed above, the market swing i n income tax payments 

between the f i r s t and second quarter of 1969 (even a f t e r a l l ow ing for 

seasonal f a c t o r s ) impl ies that the fu r ther accumulation of l i q u i d assets 

which probably occurred i n the f i r s t three months would most l i k e l y be 

f o l l owed by much l a rge r reduct ions i n these balances i n the second quarter . 

Th is f u r t he r imp l i es a cons iderable expansion i n the demand for funds by 

co rpora t i ons - - from banks as we l l as from the sa le of market s e c u r i t i e s . 

Moderat ing the Corporate Investment Boom 

In my op in ion, permi t t ing such enlarged demands fo r funds to be 

v a l i d a t e d - - and thus a l low the p lant and equipment boom to proceed at the 

p ro jec ted pace - - would be i ncons i s ten t w i t h our na t i ona l ob jec t i ve of 

b r i n g i ng i n f l a t i o n to an end. As I observed above, the monetary p o l i c y 

measures adopted e a r l i e r t h i s month should make an add i t i o na l c on t r i bu t i on 

toward the achievement of t h i s goal . Moreover, the t i gh t e r budgetary 

measures which seem i n prospect for the coming f i s c a l year, as they a c t ua l l y 

m a t e r i a l i z e , should a lso be h e l p f u l . 

However, i f the strength o f the c a p i t a l goods boom turns out to 

be even greater than i s an t i c i pa ted even today, s t i l l other s t a b i l i z a t i o n 

e f f o r t s might be requ i red . Given t h i s p o s s i b i l i t y , one must recognize 

that those observers who are c r i t i c i z i n g the 7 per cent investment tax 

c r e d i t as an unnecessary st imulant to the a c q u i s i t i o n of c a p i t a l goods 

(and i n d i r e c t l y to the current i n f l a t i o n ) and who are a lready c a l l i n g fo r 
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i t s suspension again, i n f a c t , have a very strong argument on t he i r s ide. 

Nevertheless, 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. I t w i l l be r e c a l l e d that the i n i t i a l p lan to suspend the tax 

c r e d i t fo r 15 months, and to inc lude a f a i r l y wide range of c a p i t a l goods 

w i t h i n the scope of the suspension, turned out i n p rac t i c e to invo lve an 

ac tua l suspension of on ly roughly f i v e months - - and the types of invest-

ments to which i t app l i ed was narrowed cons iderab ly . In re t rospec t , i t 

appears that by the time the suspension was f i n a l l y approved, the c res t of 

the wave of c a p i t a l expansion had passed. As the emerging evidence suggested 

that the excess ive ra te of growth of output - - e s p e c i a l l y of investment 

goods - - and i n f l a t i o n a r y pressures were moderating i n ea r l y 1967, a move 

to res to re the 7 per cent tax c r ed i t was launched qu i c k l y , and Congress 

approved i t f a i r l y promptly. 

Yet , desp i te t h i s exper ience, there appears to be a growing 

movement i n support of repeat ing the episode. Quan t i t a t i v e l y , the i r case 

seems to be a strong one. In 1966 (the l a t e s t year f o r which corporate 

income tax data are ava i l a b l e ) , the investment c r e d i t amounted to $2.0 

b i l l i o n d o l l a r s , or 5.8 per cent of the $34.8 b i l l i o n of corporate income 

taxes fo r that year. In 1965, the investment tax c r e d i t amounted to $1.7 

b i l l i o n , or 5.4 per cent of the $31.7 b i l l i o n of corporate income taxes. 

At the end of 1965, the amount of unused c r e d i t ava i l ab l e to corporat ions 

t o t a l ed $1.2 b i l l i o n . Although i t i s d i f f i c u l t to obta in a f i rm est imate, 

fo r the current year, the 7 per cent investment tax c r ed i t may be prov id ing 
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corpora t ions w i th as much as $2.8 b i l l i o n . Since t h i s can be deducted 

from corporate taxes - - and not s imply from investment out lays - - the 

i n cen t i ve the tax c r e d i t provides to add to p lant and equipment i s 

obv ious ly very st rong. 

Neverthe less, I s t i l l th ink i t would be unwise to suspend the 

c r e d i t . In the long-run, we w i l l probably need to encourage businesses 

to modernize t h e i r product ive capac i ty to help mainta in f u l l u t i l i z a t i o n 

o f our manpower resources. But i n the shor t - run (and the next year may 

prov ide such an example), i t may a l so be necessary to o f f - s e t the st imula-

t i o n to output which the tax prov ides. I f t h i s need does ma te r i a l i z e , i t 

would seem p re fe rab le to pursue a course other than suspending the 7 per 

cent tax c r e d i t . 

One such a l t e r n a t i v e would be to increase the 10 per cent income 

sur tax app l i c ab l e to co rpora t i ons . I f t h i s tax were extended, and ra i sed 

to 15 per cent, i t might l i f t Federa l revenue from corporate taxes by some 

$2 b i l l i o n at an annual r a te . During the fou r th quarter of 1968, corporate 

p r o f i t s before taxes were at an annual ra te of $95,8 b i l l i o n . Federa l 

revenue from corporate p r o f i t s taxes ( i n c l ud i ng the e f f e c t s of the 10 per 

cent surtax) dur ing the same quarter was at an annual ra te of $39.9 b i l l i o n . 

And w i t h corporate p r o f i t s expected to remain h igh f o r 1969 as a whole, an 

increase i n the corporate surtax by 5 percentage po in t s would probably 
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increase Federa l revenue from corporate taxes by j u s t over $2 b i l l i o n at 

an annual r a t e . 

I f i t were necessary to take fu r ther f i s c a l measures to moderate 

the investment boom, the above approach would y i e l d a quan t i t a t i v e r e s u l t 

of roughly the same magnitude as that which might be der ived from the 

suspension of the investment tax c r ed i t fo r a f u l l year. But - - u n l i k e 

the tax c r e d i t route - - i t would not invo lve a long de lay i n the t rans-

miss ion of the impact to corporate spending fo r c a p i t a l goods. Because 

the higher surtax would mean a d i r e c t and known reduc t i on i n a f t e r - t a x 

corporate p r o f i t s , i t could be expected to b r i ng about a prompt r eapp ra i s a l 

o f business prospects. Since there i s a l ready a growing d ivergence between 

the ra te at which businesses are expanding capac i ty and the r a t e o f growth 

of demand ( e spec i a l l y i n the household sec to r ) , a modest d e c l i n e i n the 

expected p r o f i t ra te , might be s u f f i c i e n t to induce numerous corporate 

o f f i c i a l s to rev i se downward the i r own plans f o r expansion. Such downward 

r ev i s i ons would c l e a r l y be more cons is tent w i t h the n a t i o na l ob j e c t i v e of 

b r i ng ing i n f l a t i o n to a h a l t . 

Concluding Remarks 

In the meantime, I am persona l ly con f i den t that monetary p o l i c y 

w i l l cont inue to make i t s own (hopefu l ly unequivocal) c on t r i b u t i o n i n the 

quest for the r e s t o r a t i o n of economic s t a b i l i t y . Th is must n e ce s s a r i l y 
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mean that a s ub s t an t i a l degree of c r e d i t r e s t r a i n t w i l l have to be maintained 

w e l l i n t o the fu tu re . Consequently, I persona l l y would not encourage 

bankers and t h e i r customers to look forward to an ea r l y r e l a xa t i on of Federa l 

Reserve r e s t r a i n t on the ra te of growth of bank reserves. On the contrary, 

the con t i nua t i on of excess ive i n f l a t i o n a r y pressures i n the economy requ i res 

that bankers keep a c lose check on the ra te at which they are extending loans 

or a cqu i r i ng s e c u r i t i e s . To achieve t h i s end, i t i s h i gh l y des i rab le that 

t h e i r new commitments to lend i n the fu ture be kept i n check as w e l l . 

F rank ly , I th ink v i r t u a l l y every one i n the banking community 

r e a l i z e s by now that the out look i s fo r a con t inua t i on of monetary r e s t r a i n t 

f o r qu i t e sometime in to the fu ture . On the other hand, there s t i l l appears 

to be unce r t a i n t y about the degree of c r e d i t r e s t r a i n t which the monetary 

a u t h o r i t i e s are prepared to b r ing about. Whi le I obv ious ly cannot speak 

f o r my co l l eagues i n the Federa l Reserve System, I am persona l l y prepared 

to pursue t h i s p o l i c y as fa r as i s necessary - - and for as long as i s 

necessary - - to b r i ng about a meaningful r educ t i on i n the pace of i n f l a t i o n . 

Thus, I am pe rsona l l y unprepared to g ive any assurances to bankers that they 

w i l l not have to make some of the more p a i n f u l adjustments i n t he i r e x i s t i n g 

asset s t r u c tu re s (such as s e l l i n g U.S. Government and other long-term 

s e c u r i t i e s at s i z ab l e c a p i t a l losses) i f t he i r loan commitments g rea t l y 

exceed t h e i r a b i l i t y to meet them through the growth of depos i t s . I am 

c e r t a i n that many bankers would de f ine such a s i t u a t i o n as a so - ca l l ed 

" c r e d i t crunch11. For the monetary au t ho r i t i e s to g ive an assurance that 
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any bank can l i q u i d a t e large amounts of s e c u r i t i e s w i t h only modest c a p i t a l 

losses and to cont inue a rap id ra te of loan expansion would be tantamount 

to a v i r t u a l abandonment o f the po l i c y of monetary r e s t r a i n t . Needless to 

say, I am not suggest ing that I favor a l l ow ing d i s o rde r l y cond i t ions to 

develop i n the Government s e c u r i t i e s market. Obviously open market opera-

t i ons would have to be used to f o r e s t a l l the emergence of such a s i t u a t i o n . 

But there i s a great dea l of d i f f e r ence between such j ud i c i ous purchases 

of Government s e c u r i t i e s (which can be o f f s e t by an increase i n reserve 

requirements i f necessary) and the guarantee of an opportun i ty fo r banks 

to s e l l such s e c u r i t i e s w i t h l i t t l e r i s k of c a p i t a l l osses . 
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