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A Tax Increase Is Essential

Statement of ALFRED HAYES, President, Federal Reserve Bank of New York,
before the House Ways and Means Committee, Washington, D, C., September 14, 1967

Mr. Chairman and members of the Committee: I am
pleased to be here at your invitation to discuss the Presi-
dent’s tax recommendations, I propose to address myself
to the major component of this program—the 10 per cent
surcharge on personal and corporate income taxes. I
strongly support this proposal. I believe it is in the national
interest. A tax increase is essential if we are to avoid an
undue risk of severe price inflation and the evils of reces-
sion and unemployment that would follow. It is essential
if we are to avoid an undue risk of finding ourselves facing
the same financial pressures, and the associated slump in
mortgage lending and home construction, that charac-
terized much of 1966. It is essential if we are to maintain
the strength of the dollar in international markets.

I strongly believe that unless a tax increase is promptly
enacted the country may well face one of the worst out-
breaks of inflation in many years. The private sectors of
the economy give every indication of resuming a high rate
of growth at a time when the Federal and state and local
governments are preempting an abnormally large share of
potential increases in the national output of goods and ser-
vices. The war in Vietnam is placing especially heavy de-
mands on the economy, and defense spending is expected
to climb still higher over the coming year. In this context,
the threat of renewed overheating in the economy is very
real. At the same time, wage settlements far in excess of
past and potential productivity gains have added a new
dimension to the problem, There is, I believe, a clear and
present danger that a return to excess demand pressures,
piled on top of wage pressures, will result in an inflationary
spiral, with both demand-pull and cost-push playing a role.

Such an inflationary development would have severe
consequences for the longer run growth and vitality of the
economy. It would discourage thrift and would distort
business incentives to invest. It would lead to speculative
excesses, sowing the seeds of an eventual economic down-

turn. Rapid price inflation would also aggravate some of
our more pressing social problems, especially those of our
cities. Increases in prices work to the greatest disadvantage
of those in the lowest income brackets who have least
ability to adjust their incomes upward as the cost of living
rises. Inflation would thus tend to undercut the effective-
ness of the many existing and proposed programs to im-
prove the economic situation of the poor and aged. Because
of this, inflation is correctly called the cruelest tax of all.
Inflation also has other socially undesirable effects on re-
source allocation. Home building could be expected to suf-
fer once again, and at a time when there is a growing need
to improve national housing conditions, especially for low
income families. The flow of savings would be distorted,
raising new difficulties for those borrowers—especially
lower income families and small businesses—who have
least ability to compete in the markets for loanable funds,
and for those thrift institutions which specialize in home
mortgage lending.

Speculation, instability, and high interest rates are char-
acteristics of financial markets during inflationary periods.
No doubt, the current financial situation, characterized by
speculation in common stocks, record or near-record in-
terest rates in the bond markets, and a general tone of
uneasiness, reflects a growing and increasingly widespread
belief that the outlook is inflationary. Worries about ex-
ceptionally large Federal deficits and Treasury borrowing
needs, and their implications for price inflation and upward
interest rate pressures, dominate the atmosphere in the fi-
nancial markets, There is no doubt in my mind that a tax
increase, which would substantially cut both the Federal
deficit and the Treasury’s borrowing requirements, would
help to steady our sensitive financial markets.

A tax increase would also do much to protect the inter-
national economic position of the United States. By re-
straining inflation, it would help our trade balance, a vital
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element in any solution to our overall balance-of-payments
problem. The competitiveness of our exports in interna-
tional markets would be better preserved, and the threat
of an upsurge of imports would be lessened. At the same
time, a tax increase would help demonstrate that the nation
is prepared to make the domestic sacrifices that are es-
sential for successful handling of its international commit-
ments and obligations.

DOMESTIC ECONOMIC TRENDS

After a short period of economic hesitation early this
year, the evidence now points convincingly to a resurgence
of overall economic expansion that would outrun the na-
tion’s productive capacity. Although there is now some
unutilized labor and plant capacity, this margin is prob-
ably adequate to accommodate for only a short period the
fast pace of economic expansion that now seems probable.
Once these idle resources are absorbed, the inflationary
pressures are likely to be much more severe than those en-
countered last year.

The weakness in the private economy over the past half
year or so, while traceable in part to less vigor in consumer
spending and in plant and equipment outlays, was centered
primarily in a sharply reduced rate of spending on inven-
tories. Indeed, final demand—total purchases of all goods
and services other than inventory spending—remained very
strong and continued to grow, stimulated of course by
heavy outlays by the Federal and state and local govern-
ments, The fact that the inventory correction failed to
produce greater weakness in other areas of private demand
is itself evidence of the basic strength of the economy,

Within the first six months of the year, moreover, the
trend of the economy was definitely upward: the second
quarter of the year was both stronger and better balanced
than the first quarter, The retarding effect of the inventory
correction on overall economic activity was much reduced
as midyear approached. At the same time, the spring and
early summer months saw a distinct revival of consumer
spending and an impressive further recovery of construc-
tion starts on new homes and apartments. Evidence of the
sustained strength of business confidence was visible in the
results of several surveys pointing to continued very high
—and probably rising—spending for new plant and equip-
ment.

Turning to the outlook, I believe the economy will be
very strong—indeed, without a tax rise, excessively so. In
the area of final demand we can expect continued strong
gains in consumer spending, as spendable incomes increase
and as the recent high rates of personal savings fall back to
more normal levels. We can look for further substantial
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recovery of the housing industry if mortgage conditions
do not tighten greatly. And we can expect a return to
growth in plant and equipment spending as investment
incentives and business profits benefit from higher plant
utilization rates, In the very important area of inventory
spending, the substantial amount of adjustment already
accomplished, plus the prospects of rising business sales,
suggests a return shortly to more normal levels of inventory
accumulation. But even a stabilization of inventories
around present levels would have a profound effect on the
economy by eliminating the most important force restrain-
ing business activity earlier this year. The current automo-
bile strike will have some depressing effect on the economy
while it continues, but subsequently economic growth will
be all the stronger as lost production and lost sales are
made up. It does not, therefore, change my general assess-
ment of the outlook.

In the absence of a tax increase, the large Federal
deficit would be an excessive stimulant for the economy.
When the Federal Government pays out far more to the
private sector than it withdraws in the form of taxes, it
adds greatly to the spendable incomes of businesses and
consumers, thereby tending to produce greater private
demand for goods and services than would otherwise be
the case. These greater demands would add to the ex-
pansionary forces already present in the private sectors of
the economy.

I fear that in this context, and without a tax increase,
price inflation may well develop on a scale unparalleled in
many years. Excessively strong advances in overall demand
would reinforce the pressures on prices that already exist
because of wage increases that are now generally well in
excess of productivity gains. We have already had a dis-
turbing rash of price increase announcements. Higher
prices in turn are likely to generate still greater wage de-
mands, and may lead to a situation in which wage and
price increases interact with one another to produce an
inflationary spiral. I am also afraid that inflationary expec-
tations are already beginning to take hold, and that delay
in enacting a tax increase might weaken the contribution
to price stability that such a tax increase could make.

THE BALANCE OF PAYMENTS

The outlook for our increasingly critical balance of
payments would also be improved very importantly by a
tax increase. The avoidance of excesses in the domestic
economy is vital for the protection of our trade position.
I am particularly concerned with this since I believe an
expanded trade surplus to be the principal hope for a
reduction of our balance-of-payments deficit. First, in
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helping to curb inflation, a tax increase would aid in pre-
serving the competitiveness of domestic producers in
world markets. Second, and especially important for the
short run, fiscal restraint would help prevent the surge
of imports that typically occurs when domestic demands for
goods and services exceed the supplies available from
domestic producers. Finally, I might also note that passage
of a tax increase, underscoring the resolve of the Congress
and the President to foster domestic economic stability,
would do much to protect our gold reserves by providing
needed reassurance to foreign holders of dollars that the
value of those dollars will be maintained. I do not wish to
imply that enactment of a tax increase will provide a
ready-made solution to our balance-of-payments problem.
But without a tax increase the situation may easily become
worse rather than better, with adverse effects on our over-
all international position, both economically and financially
—and politically.

THE FINANCIAL SITUATION

So far I have stressed the need, domestically and
internationally, for a tax increase to assure reasonably
noninflationary economic growth. The uneasy financial
atmosphere also calls for a tax increase. I believe that
the present record or near-record high interest rates in the
credit markets primarily reflect the collective judgment
of borrowers and lenders that inflation and huge Treasury
borrowing demands are likely over the next year or so.
The importance of market forces in the rise of interest
rates this year is all the more striking in view of the ready
availability of bank credit.

The rise in long-term rates, which has brought the gen-
eral structure of capital market yields back to the 1966
record peak, has had many causes. The widespread desire
of business to rebuild liquidity, following the drains that
occurred in 1966, has certainly been an important factor
in the market. The liquidity positions of business still
remain comparatively low, and there are as yet no con-
vincing signs of a significant cutting back of the demand
for long-term funds by private borrowers. At the same
time, the recovery of residential construction and home
purchases portends a very rapid expansion of mortgage
loan demand in coming months, Moreover, borrowing by
state and local governments continues at record levels;
the wide variety and high social priority of purposes for
which this borrowing is being undertaken suggest that the
demands of these borrowers are unlikely to moderate in
the foreseeable future.

Another basic factor in heavy borrowing demands has
been the fear of still higher interest rates later on—
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partly based on doubts as to whether necessary measures
of fiscal restraint would be applied. Basically, borrowers
and lenders are reacting in a predictable manner to fears
of a return to inflation which diminishes the value of
fixed-income securities. Striking further evidence of
such inflationary hedging in the financial markets is to be
found in the recent burst of speculative activity in the
stock market—activity characterized by excessively wide
price movements in lower quality issues and record high
levels of trading volume.

The present uneasy financial climate stems in good part
from the Federal deficit and the prospects for record
peacetime borrowing by the Treasury. Recently, as the
current period of heavy financing approached, Treasury
bill rates increased at a very sharp pace, providing clear
evidence of the market’s great concern over the complex
financing problems that will confront the Treasury in
coming months, especially if no tax increase is forthcoming.

ALTERNATIVES TO A TAX INCREASE

The question may be raised whether there are any
practical and acceptable alternatives to a tax increase. It
seems to me that there are only two other means of effec-
tively cutting down excessive overall demand: (1) prompt
and very substantial reduction in total Government spend-
ing, (2) a severely restrictive monetary policy.

The Federal budget deficit and overall demand can, of
course, be reduced by cutting expenditures, by increasing
taxes, or by some combination of both. In his message to
the Congress on August 3, the President emphasized the
importance of restraint on Federal expenditures. They
should be carefully controlled and reduced as much as
possible. But it is not realistic to expect that sufficiently
large cutbacks in spending can be accomplished with suffi-
cient promptness to make a tax increase unnecessary. In-
deed, even if large cutbacks were feasible, the time re-
quired to explore possibilities for cuts and to make them
effective would unduly postpone the fiscal restraint that is
so badly needed immediately.

As for monetary policy, it seems to me that principal
reliance on this alternative would fail to attack the prob-
lem at its basic source. Since so much of the fiscal stimu-
lus and financial pressure is caused by a large Federal
deficit, fiscal measures would go to the heart of the prob-
lem. With interest rates already at record or near-record
levels, a drastic cutting back on the supply of credit might
bring on distortions in financial flows much along the lines
of 1966. The burden of economic restraint would again
fall hardest on the housing industry, on the thrift institu-
tions that specialize in the mortgage market, and more
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generally upon those borrowers who have the least ability
to compete for the available supply of credit. Believing as
I do that this would be the outcome of almost exclusive
reliance upon monetary restraint, I am led inevitably to
the conclusion that a highly expansionary fiscal policy is
clearly inappropriate under present economic circum-
stances.

THE RISKS IN A TAX INCREASE

I think it is clear from what I have already said that I
do not share the fear, frequently expressed in these hear-
ings, that a 10 per cent tax increase would run a high risk
of tipping the country into recession. It is true that an ex-
cessively strong economic expansion is still more a forecast
than a reality, but policy decisions aimed at economic
stabilization—fiscal as well as monetary—must always rest
in large part on forecasts of future developments made on
the basis of the best information and judgments currently
available, The forecasts and judgments may, of course,
prove to be wrong, but this possibility does not excuse a
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failure to act on the basis of clear probabilities.

It is important to remember that any policy action is
reversible or capable of offset, should that prove necessary.
Fiscal restraint applied through a tax surcharge could be
quickly reversed by simply removing that surcharge sooner
than otherwise contemplated. And monetary policy re-
mains available as a flexible tool.

However, in my assessment, the President’s 10 per cent
surcharge proposal runs a greater risk of being less than
what is needed to achieve economic stability rather than
more. If some of the contingencies mentioned in the new
fiscal 1968 budget estimates—notably an extra $4 billion
rise of defense spending—occur and result in an even
larger rise in total spending, I am afraid that a 10 per cent
surcharge might prove too little. But that situation is not
with us today. I trust that the 10 per cent tax surcharge
will be adequate on the assumption that Federal spending
overall can be held to the total now estimated. I support the
tax surcharge at the 10 per cent level and urge its enact-
ment at the earliest possible date.
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The Business Situation

The advance in business activity strengthened on a
broad front during the summer. In August, industrial
production increased again and residential construction
activity continued to improve, while employment and per-
sonal income also rose strongly. Moreover, preliminary
figures indicate that retail sales, which have shown re-
newed vigor in recent months, registered another large
advance in August. The latest Government survey of
capital spending plans confirms that business is stepping
up outlays on plant and equipment in the second half, and
two recent private surveys indicate further gains in these
outlays in 1968, Thus, virtually all indicators are now
pointing to a resumption of rapid growth in the private
economy at a time when the Federal and state and local
governments are claiming a large share of the increases in
the nation’s output of goods and services. The automobile
strike of course dampened the pace of economic activity in
September. Barring a prolonged strike, however, the effect
on the overall economy is not expected to be large, and a
surge in production will undoubtedly follow the eventual
settlement. Meanwhile, price pressures are mounting. In
the past five months the consumer price index has risen at
an annual rate of 4 per cent, and industrial wholesale
prices, which had remained stable throughout the first half
of 1967, have increased substantially in the last two months.

PRODUCTION, INVENTORIES, AND NEW ORDERS

The nation’s industrial production moved up strongly
in August, marking the second consecutive month of in-
crease, though special factors were again responsible for
much of the rise. With output of materials, equipment, and
consumer goods all registering gains, the Federal Reserve
Board’s seasonally adjusted production index rose by 1.3
percentage points to 158.0 per cent of the 1957-59 aver-
age (see Chart I). The August improvement came after an
almost equally strong gain in July, following six months
during which the production index had generally declined.
The July-August advance, totaling 2.5 percentage points,
brought the index to a level only 1.0 percentage point be-
low the record high reached last December. In September,
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however, the automobile strike had a dampening effect on
industrial activity, and it is likely that any further sizable
advances in the overall production index will be delayed
until after a settlement in the auto industry.

The August rise in industrial production was broadly
based, though a substantial part of the strength was due to
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special factors. These included the further recovery of
production in the rubber industry from the strike that was
settled in mid-July and another boost in crude oil output
in response to the curtailment of supplies from the Middle
East. The special factors affecting oil and rubber output
contributed to the strong rise in the index of materials
production, although an increase in iron and steel output
also figured in the advance. In September, on the other
hand, a truckers’ strike apparently dampened iron and
steel output, while at the same time the Texas authorities
cut back allowable oil production because of a resumption
of shipments from the Middle East.

Production of equipment moved up again in August on
the strength of a 1% per cent rise in the defense com-
ponent. At the same time, the slackening in business equip-
ment output appears to be leveling off. Following six
months of uninterrupted declines, production of business
equipment edged up in July and then held steady in Au-
gust, at a level about even with that of a year ago.

Consumer goods production was boosted in August by
an extremely sharp jump in the output of television sets,
which reflected both an improved sales outlook and the
settlement of a strike at a major producer. That strike had
followed six months of industry-wide cutbacks which were
made because of a substantial gap between actual and
projected consumer buying. In anticipation of a continuing
improvement in overall consumer demand, production of
television sets and other consumer goods is now apparently
on the upswing. Another sizable gain was registered in
August by the automotive industries, as the pace of auto
assembly operations increased once more, reaching a sea~
sonally adjusted annual rate of 8.3 million units—the high-
est this year. The industry’s original production schedules
for September had pointed to another sharp rise in the as-
sembly rate, but the strike at the Ford Motor Company of
course meant that the original schedules were not met. Pre-
liminary figures indicate that September output fell about
20 per cent to an annual rate of less than 7 million units.

The upturn of industrial activity in recent months has
been helped by the much improved inventory situation.
During the first half of 1967, the overall rate of business
inventory accumulation was cut back sharply. For several
months, stocks were actually reduced in the trade sector,
and June saw a decumulation in manufacturing as well.
In both July and August, manufacturers’ inventories rose,
with the increase occurring entirely in durables manufac-
turing. Total accumulation was centered in stocks of goods
in process, although in August materials inventories also
rose. Shipments made by manufacturers increased during
the summer. In July the rise was larger than the increase
in inventories, thus reducing the inventory-shipments ratio
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for the third consecutive month. In August, however, in-
ventory accumulation exceeded the gain in shipments, and
the ratio rose.

Recent information on manufacturers’ expectations re-
garding inventories and shipments indicates that producers
anticipate an accelerating rate of inventory accumulation.
According to the Commerce Department’s latest quarterly
survey, taken in August, manufacturers were expecting to
continue a slow rate of inventory building in the third
quarter, but anticipated a step-up in the pace of accumula-
tion toward the year-end. The prospective acceleration of
mventory investment is centered in durables manufactur-
ing. Producers of both durable and nondurable goods
formulated their inventory anticipations on the basis of an
expectation that shipments would be increasing rapidly
throughout the second half of 1967. Taken together,
the reported inventory and shipments expectations point
to a modest second-half decline in the stock-shipments
ratio in durables manufacturing and a sharper drop in the
nondurables ratio.

Following an upturn during the spring, the volume of
new orders for durable goods dropped sharply in July and
edged off in August. In both July and August, however,
the decline resulted from substantial reductions in the
volatile defense component. The total August volume of
durables new orders exclusive of those received by defense-
oriented industries was the highest this year, and fully
7Y% per cent above the slower pace of last spring. The
machinery and equipment industries reported another
rise in their orders volume, bringing it close to the record
high set a year ago. Shipments of durable goods, which
have been growing steadily since April, advanced again
in August and the backlog of unfilled orders edged off.

BUSINESS INVESTMENT PLANS
AND CONSTRUCTION

The latest Government survey of business spending
plans provides confirmation of the expectation that capi-
tal investment is rising in the second half of 1967, follow-
ing a dip in the first two quarters. According to the
August survey by the Commerce Department and the
Securities and Exchange Commission, outlays on new
plant and equipment in both the third and fourth quarters
were planned at a seasonally adjusted annual rate of about
$621% billion, compared with a first-half spending rate of
about $61%% billion (see Chart II). This increase would
bring total 1967 outlays to $62.0 billion for a 2.3 per cent
rise over 1966. Although most major industries plan to
spend more this year than last, the increases in individual
industries and in the total are modest when compared with

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



FEDERAL RESERVE BANK OF NEW YORK
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the rate of expansion in the past three years. However,
according to two surveys taken recently by private firms,
the rise in the second half is expected to continue, gaining
strength in 1968.

It was clear that the exceptionally rapid growth of capi-
tal spending last year was contributing significantly to
the buildup of serious inflationary pressures. It was for
this reason that President Johnson asked the Congress to
suspend the investment tax credit and certain accelerated
depreciation methods; their suspension, between October
and March, was one factor dampening investment spend-
ing in 1967. Possibly in response to the restoration of the
investment incentives, some upward revisions have been
made by nonmanufacturing industries since the Commerce-
SEC’s spring survey of spending plans for the second
half of 1967. These upward revisions were notable in
the plans of nonrail transportation industries and public
utilities. At the same time, however, business capital
investment programs generally have continued to be
moderated by a number of factors, including the an-
ticipation of a tax increase, the relatively high cost of
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credit, the easing of corporate profits from the very high
levels reached last year, and the slackening of capacity
utilization rates in manufacturing.

The 1967 slowdown in capital spending has been re-
flected in activity in the construction industry. Following a
brief bulge at the beginning of the year, commercial and
industrial building outlays have declined steadily from the
high 1966 rate. Activity in the housing industry has con-
tinued to improve, however. In August, nonfarm housing
starts rose again, following a large gain in July, and the
number of housing units authorized by new building permits
also increased. Thus far, the recovery in residential build-
ing has progressed almost as rapidly as the precipitous
decline experienced in 1966. From a seasonally adjusted
annual rate of 1.40 million units in March of last year,
housing starts plunged for seven months to a rate of 0.82
million units in October. Seven months of recovery lifted
the starts rate to 1.25 million in May 1967, and continu-
ing advances brought the pace up to the 1.36 million units
indicated by the preliminary August figures.

INCOME, CONSUMER DEMAND, AND PRICES

Reflecting the more rapid tempo of industrial activity,
employment showed strong gains during the summer
months, These advances were, in turn, the chief factor be-
hind the recent acceleration in the expansion of personal
income. Following two months of substantial increases,
personal income in August registered the largest advance
since last January. At an annual rate, the August gain
amounted to $4.5 billion, of which $3.5 billion stemmed
from increased wage and salary payments. In contrast,
several earlier months this year saw wage and salary gains
of only about $0.5 billion.

Consumers appear to be increasingly willing to translate
income gains into greater spending. Retail sales have
shown a steady upward trend since the spring, and the
advance seems to be strengthening. Further, recent surveys
of consumer sentiment suggest that this uptrend will con-
tinue through the rest of the year and into 1968. According
to preliminary figures, the volume of retail sales rose
appreciably in August. In contrast to the several preceding
months when sales of durable goods moved up rapidly, the
August increase stemmed entirely from a large advance in
sales at nondurables outlets. Total sales of durables edged
off slightly in August, with the decline primarily reflecting
a drop in new car sales that was not quite offset by gains
in other durables lines. One factor behind the slippage in
automobile sales was the exceptionally low level of stocks
in popular model lines. In September, supply shortages
continued to affect sales until the introduction of the new
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models late in the month, While the strike against Ford
may create new shortages, apparently it did not have
much direct effect on sales in September.

Price increases were widespread in August. The con-
sumer price index rose by 0.3 per cent, making August
the fifth straight month of substantial advance. Gains were
recorded in virtually all major components—most notably
in the services, housing, and food categories. Consumer
food prices, which had declined last winter, rose strongly in
the May-August period. However, a recent easing in the
wholesale food index suggests that the rise in retail food
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prices may moderate. The overall wholesale price index
declined in August, as lower food prices offset a rather siz-
able increase in the index of industrial commodities. Pre-
liminary figures for September, on the other hand, indi-
cate that further rises in industrial prices outweighed the
reduced food prices, resulting in a small rise in the over-
all wholesale index. In addition, there has recently been a
wave of price increases which are not yet incorporated in
the indexes; these included higher prices for automobiles,
color television sets, a variety of steel products, nickel
alloys, sulfur, and other chemical products.

The Money and Bond Markets in September

The money market was generally comfortable during
September, with no significant pressures evident around
the midmonth tax and dividend payment dates. Free re-
serves fluctuated in a range slightly higher than in August,
and Federal funds traded at about 4 per cent throughout
the month. The basic reserve positions of banks in leading
money centers deteriorated sharply during the first half
of the month. These banks, however, had little difficulty
covering their reserve needs through the Federal funds
market, and borrowings from the Federal Reserve System
were relatively light. A large volume of negotiable cer-
tificates of deposit (C/D’s) matured during September. In
order to limit attrition of these funds, a number of banks
increased offering rates for C/D’s.

Continuing the pattern of recent months, the comfort-
able tone of the money market during September coincided
with further increases in yields on capital market instru-
ments. The month opened with prices of Treasury coupon
issues buoyed by prospects of possible new peace feelers
following the election in South Vietnam. However, the
price situation quickly deteriorated after the Labor Day
holiday (September 4), as apprehension grew that Treasury
financing needs in the months ahead would be considerably
larger than previously anticipated even with passage of the
Administration’s proposed surtax. Also, hopes faded for a
near-term solution in Vietnam, and it appeared likely that a

long automobile strike might create additional difficulty
for the Administration’s tax proposals. Treasury bill rates
declined briefly early in the month, but then rose almost
steadily until September 25, after which rates again de-
clined. During the month, rates on some bills climbed to
new 1967 peaks, while yields on long-term Treasury bonds
exceeded last year’s highs.

The market for corporate securities also began the
month with an improved tone. The calendar of new offer-
ings scheduled for September was lighter than in August,
and there was good investment demand. Early in the month
prices increased from their lows for the year, although re-
ceptions were mixed when dealers attempted to price new
offerings more than slightly above previously accepted lev-
els. During the last half of the month, corporate bond
prices declined moderately as dealer inventories and the
calendar of prospective new offerings mounted. Tax-exempt
securities were under pressure throughout September, and
underwriters generally had difficulty reducing inventories
without deep price concessions. The prevailing caution was
enhanced by a growing calendar of future issues.

BANK RESERVES AND THE MONEY MARKET

The money market remained generally comfortable in
September: average nationwide free reserves were $274
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Table I

FACTORS TENDING TO INCREASE OR DECREASE

MEMBER BANK RESERVES, SEPTEMBER 1967

In millions of dollars; (4) denotes increase,
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Table II

RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS

SEPTEMBER 1967
[n millions of dollars

(—) decrease in excess reserves ‘
Daily averages—week ended on Af\veraues:f
i i Factors affecting our weeks
Channe‘s”el:k d:,:,',ida‘::,:a"s_ basic reserve positions ended on
Net Sept. . Sept. | Sept. | Sept. | Sept. 27%
Factors thanges 6 13 20 27%
Sept. | Sept. | Sept. | Sept.
6 B | 20 | 2z Eight banks in New York City
“Market’' factors R defici ¢ 23 16 18 2
Member bank required reserves® ......... —868| — 62| —263 | — 68| — 736 Loss borrow s from clency(—t..... 15
....... -1 583 400 | — 543 433 Reserve Banks ... 21| — 21 — 11
Operating transactions (subtotal) + + + Less net interbank Federal funds
Federal Reserve SOAL v....veoesevoosss| ~ 120 [ 4134 | 4210 | — 258 + 206 pu(r;chases or hsales(_) 1 %33 7 g‘gg P g}} P ozg | 475
I
Treasury Operationst ............. veer| 4399 | 4-520 { — 161 | - 560 | 4 208 G: g;: spa‘;; ;‘ ases . Y 85 Tagu 998 1, Z‘Z
............. — 48 [ —_ —~ 4 — 48 Equals net basic reserve surplus
Gold and forelen necount + OF AEBCHC=) cevrormrererrrrrsrrmseoe —280| —860| —674 | — 68| — 471
Currency outside banks* ........ P — 824 | — 64 245 4272} 71 Net loans to Government 1.168 I
Other Federal Reserve accounts (net)¥..| 4 45| — 13| 1. 97| 4+ 6| 4185 securities dealers ..o 1,069 s 1,020 776 | 1,008
Total “‘market’” factors ............. — 370 | 4521 | 4 147 | — 601 — 303
Thirty-eigh k
Direct Federa! Reserve credit ¥-elght banks outside New York City
transactions : | ]
Reserve excess or deficiency(—)i..... 36 27 7] —21) 12
Open n.m.rket instruments Less borrowings from |
Outright holdings: E:serve ?ankbsank 12 7 35 13‘; 17
) _ ss net inter!
Government securities .............. 4- 851 459 | — 88 | 4-397 | 4203 purchases or sales(—) 397 908| 1,095| 1,019 855
Bankers’ ACCEPLANCES ...vveevrnenors —_ 2] — 8| - 3| — 5| — 18 g‘ross pl;r h 5,78-25’ i i,214 2,241\ 2,257 2,126
Speclal COTtflcatos ..........eeeest — |+ 66| 66| — - Equals net bas 395 1,306 1,146 1,238 1,271
R or deficit(—) ... -— 375 | — 888 | —1,123 —1,053| — 860
Repurchase agreements: Net loans to Go ’
Government securities — 87 — —_ - securities dealers ... 571 794 893: 803! 765
Bankers’ acceptances ............... _ — —_ + 8 4+ 88 1 |
.......... . — — —_ — Note: Because of rounding, figures do not necessarily add to totals.
Federal agency obligations k6 8 ' * Estimated reserve figures have not been adjusted for so—called “as of” debits
Member bank borrowings ................ + 88| — 9|4 36 — 32| 4 28 iR and cre}?x% Tfhese 1ltlem(sl are taken mt(; acgount in final data.
eserves held after all adjustments applicable to the reportin riod less
Other loans, discounts, and advances....| — — — — — required reserves and carry-over reserve deficiencies. porting pe
TOtal ..ovvvevenvoccenonrasrarancess + 476 | — 501 | — 115 | 4 448 -+ 302
EXCESS reserves™ ..........coesesuenas cosl 4-108 | 4 20 l - 28 —155 - 1
Table I
Dally average fevels AVERAGE ISSUING RATES*
AT REGULAR TREASURY BILL AUCTIONS
Member bank: In per cent
Total reserves, including vault cash® ..... 23,944 | 24,026 | 24,307 | 24,210 | 24122§
Required TeServes® ......oicevsesersasses 23,578 | 23,640 | 23,893 | 23,951 | 33,768% Weekly auction dates—Septemher 1967
Excess Teserves® .......veveene [ 366 388 414 259 366§ Maturities
BOITOWIDES «.ovvvveiesiensennssnrssasanas 79 70 108 74 828 Sept. Sept. Sept. Sept.
Free reserves* 287 318 308 185 2748 1 1 18 25
Nonborrowed reserves® ......... Ceverevan 23,865 | 23,956 | 24,201 | 24,136 | 24,0405
Three-month 4.324 4.360 4.490 4.629
Six-month.... 4.765 4951 4.998 5.143
Changes in Wednesday levels
Monthly auction dates—July-September 1967
System Account holdings of Gevernment
securities maturing in: July Auu;st Sept;énber
Less than one year ......... [RTTTTOPPIN 4840 | —1,176 | - 170 | - 591 | 425 % 2
More than one year .......coco.es vereaaes 52 — — 56 108
+ ’ + + Nine-month..........ccccooncciivniinns 5.164 5.098 5.145
TOtAl toeiviieiieinennes cvrenneeenn] o892 _1,178‘ 170 ‘ 647 | 4533
+ + ONE-YEar.......cccriieremmrcrirerasssonne 5.150 5.100 5.124

Note: Because of rounding, figures do not necessarily add to totals.

* These figures are estimated.
1 Includes changes in Treasury currency and cash,

1 Includes assets denominated in foreign currencies.

§ Average of four weeks ended on September 27,

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

* Interest rates on bills are quoted in terms of a 360-day year, with the dis-
counts from par as the return on the face amount of the bills payable at
maturity. Bond yield equivalents, related to the amount actually invested,

would be slightly higher.



196

million, and average member bank borrowings from the
Federal Reserve Banks were $82 million (see Table I).
Federal funds continued to trade predominantly at 4 per
cent, the level of the Federal Reserve discount rate. No
significant pressures developed around the September 15
payment date for the quarterly instalment of corporate
income taxes. Although loans extended by commercial
banks rose substantially in the week ended on September
20, the advance was apparently no greater than expected,
and investments also increased moderately during the week.

The basic reserve positions of the major money market
banks deteriorated sharply during the first half of the month.
The shift of reserves away from banks in the leading money
centers reflected attrition of C/D’s and Euro-dollar hold-
ings, as well as sizable calls on Treasury Tax and Loan Ac-
counts, at a time when loans to securities dealers were in-
creasing. The reserve positions of the major banks in New
York City improved after the September 15 corporate tax
date, due largely to an inflow of Euro-dollars, an increase
in Government deposits as corporate tax payments were
credited to Treasury Tax and Loan Accounts, and a decline
in lending to Government securities dealers. On the other
hand, the basic reserve deficit of the major banks outside
New York City continued to deepen through September 20
and, although there was some improvement toward the
close of the month, the average deficit remained substantial
(see Table IT).

Approximately $5.1 billion, or one fourth, of the C/D’s
ountstanding at weekly reporting banks matured in Sep-
tember. Of that total, more than $1.1 billion fell due on
September 15 alone. In view of the heavy volume of matur-
ing C/D’s, several banks raised their offering rates and gen-
erally succeeded in replacing a substantial portion of their
maturities, At the end of the month, the most often posted
rates ranged from 44 per cent for the shortest maturities to
53 per cent for certificates maturing in one year or longer.
The corresponding rates a month earlier were 414 per cent
and S¥4 per cent, respectively. Rates on bankers’ accept-
ances rose by Y8 percentage point to 5 per cent during
September.

THE GOVERNMENT SECURITIES MARKET

A cautious atmosphere continued to pervade the Gov-
ernment securities market during September, and prices
generally declined. Prior to the Labor Day holiday, how-
ever, prices of fixed income securities increased slightly as
professional traders covered short positions and rebuilt in-
ventories. Moreover, underlying investment sentiment was
buoyed by an improved tone in the corporate bond mar-
ket, the possibility of new peace efforts following the elec-
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tion in South Vietnam, and the prospect that a strike in
the automobile industry might temporarily dampen eco-
nomic activity. Reports of lagging loan demand also ap-
peared to have a favorable impact on the market.

Market sentiment deteriorated after the holiday, how-
ever, and price declines during the second week wiped
out almost all the increases of the preceding two weeks.
The underlying tone became cautious and indecisive, as
opinions differed concerning the probable length and eco-
nomic impact of the automobile strike and its possible
effect on passage of the Administration’s tax proposals by
the Congress. In addition, hopes faded for near-term peace
in Vietnam and there was some discussion of the likeli-
hood of a shift from ease in monetary policy, although
most participants felt that no such change was imminent.
In this environment, professional traders began to lighten
inventories accumulated over the preceding two weeks,
thereby further depressing prices. Prices of Treasury notes
and bonds continued to drift lower as market participants
considered the possibility that, even with the passage of
the Administration’s tax proposals, Treasury financing
needs stemming from the expected large deficit would
probably be appreciably greater than previously antic-
ipated. By the end of the month, prices of many long-term
Government bonds were below their lowest levels of last
year, although prices of intermediate-term issues remained
well above their 1966 lows.

The Treasury bill market began the month on a com-
paratively steady note, with dealers making fairly good
sales at slightly lower rates. The Federal Reserve System
entered the market to meet the reserve needs associated
with the long holiday weekend, and there was good demand
from the public and commercial banks. The market bid
rate for three-month bills fell to 4.29 per cent at the end of
the first week, about 10 basis points below the level in the
final week of August (sce chart). In subsequent days, how-
ever, the demand for bills abated, especially for shorter
maturities, as dealers focused their attention on the possi-
bility of an increased supply of bills to the market during
the dividend and tax payment period. Treasury bill rates
then continued to rise under investor selling and dealers’
desire to prepare for the possibility that the Treasury might
soon be entering the market to sell up to $5 billion of new
tax anticipation bills. At the last regular weekly auction of
the month on September 25, the average issuing rate for the
new three-month bills was 4.629 per cent (see Table III),
about 14 basis points higher than the average rate of the
last regular auction in August and the highest auction rate
since January 23, 1967. The average rate on the six-month
issue was 5.143 per cent, about 15 basis points higher than
that of the last auction in August and the highest since De-
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SELECTED INTEREST RATES
Por cont MONEY MARKET RATES July-September 1967 BOND MARKET YIELDS Per cent
7.50 7.50
Yields on new public utility bonds
7.00— | |_ Reofferingyield —= Market yield 700
Aaa e .
Aa o °
6.50— - = N ~16.50
R PR o0
6.00— - L o ae|, vt . + ' —é00
° et d ]
Pt )
90-day finance company paper — a— e
5.50~ 1 [~ Ada.rated seasoned corporate bonds l BN TS S % 5.50
6-month Treasury bills o . ‘_____—--"f".----..—’
Semn, Lo Vs X i ! .
v L wnme Ve 3-5year Government securities
5.00— N, P e e I | . 5.00
e, Pig -~ L g
Vd ‘n - -s’ S oo’ Va
— v —~3 Sams e Long-term Government secutities
;s - o’ 3-month Treasury bilis
4501 ) — —14.50
4,00+ — .WJ 4.00
20-year tax-exempt bonds
3.50— = —3.50
3.00— — —3.00
2](])0
R A T A T e N I R R T R S N A N nmnee
5 12 19 26 2 14 %6 23 30 6 13 20 27 5 12 19 26 2 9 %6 23 30 ¢ 13 20 27
July Avugust September July Avugust September
Note: Data are shown for business days only.
* MONEY MARKET RATES QUOTED: Daily range of rates posted by major New York City banks point from underwriting syndicate reoffering yield on a given issue to market yield on the
on new call loons lin Federal funds) secured by United States Government securities {a point same issue immediotely after it has been released from syndicate restrictions}; daily
indicates the absence of any range); offering rates for directly placed finonce company paper; averages of yields on long-term Government securities (bonds due or callable in ten years
the effective rote on Federal funds {the rate most representative of the transactions executed); or more} and of Government securities due in three to five years, puted on the basis of
closing bid rates {quoted in terms of rate of di i} on newest ding three- and six-month closing bid prices; Thursday averages of yields on twenty d twenty-year tox-exempt
Treasury bills. bonds [carrying Moody's rotings of Aaa, Ao, A, and Baa.
BOND MARKET Y!ELDS QUOTED: Yields on new Aaa- ond Aa-rated public utility bonds are pla"aa Sources: Federa! Reserve Bank of New York, Board of Governors of the Federal Reserve System,
around a line showing doily average yields on seasoned Aao-rated corporate bonds (arrows Moady's Investors Service, and The Weekly Bond Buyer.

cember 5, 1966. Strong demand developed for Treasury
bills at the higher rates, partly as commercial banks bought
before the September 30 statement publishing date. As a
consequence, bill rates fell sharply and the rates on three-
and six-month bills closed the month at 4.39 per cent and
5.02 per cent, respectively.

On September 22, the Treasury announced plans to raise
$4.5 billion of cash through the sale of tax anticipation bills
maturing in April and June 1968. The bills were auctioned
on Tuesday, October 3, for payment on Monday, October
9. Of the $4.5 billion total, $1.5 billion represented an
additional offering of tax anticipation bills maturing on
April 22, 1968, of which $2.0 billion was already out-
standing. The remaining $3.0 billion comprised a new is-
sue of tax anticipation bills maturing on June 24, 1968.

The shorter maturities were sold at an average yield of 4.93
per cent, and the longer maturities yielded 5.11 per cent.
Commercial banks were allowed to pay for 75 per cent of
the bills allotted to themselves and their customers through
credits to Treasury Tax and Loan Accounts. The Trea-
sury also announced that it would continue adding $100
million each week to the weekly offerings of three-month
bills through another full thirteen-week cycle. The pre-
vious cycle of $100 million weekly additions was com-
pleted with the bills paid for on October 5. Subsequent
weekly offerings will consist of $1.5 billion of three-month
bills and $1.0 billion of six-month bills.

Several new Government agency obligations were mar-
keted during September. Among the larger issues, the Fed-
eral Home Loan Banks offered two $300 million issues on
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Tuesday, September 12, to replace a $650 million ma-
turity on September 27. The two issues were offered at
yields of 5.45 per cent and 5.50 per cent for ten- and
sixteen-month maturities, and both were trading at small
premiums by the end of the week. Shortly after midmonth,
the announcement by the Federal National Mortgage Asso-
ciation of a $400 million three-year debenture issue to be
offered September 22 tended to depress the market, as it was
a larger amount than the outstanding issue being refunded.
However, at a yield of 5.82 per cent it was generally well
received, although there were slight price declines in subse-
quent trading.

OTHER SECURITIES MARKETS

Many of the factors influencing the Government securi-
ties market early in the month also affected the corporate
market, but perhaps of most immediate influence was the
decline in the calendar of new issues scheduled for Sep-
tember to $860 million, still large but well below the aver-
age monthly volume floated publicly during the summer
months. In this environment, Aa-rated utility issues with
five years of special call protection, which had reached
yields of 6.20 per cent or more during the last week of
August, posted price advances during early September
large enough to bring yields down to around 6.10 per
cent. However, underwriters who bid aggressively for
a sizable Aaa-rated telephome issue at the start of the
month encountered considerable investor resistance at
a reoffering yield of 5.95 per cent. This was roughly 12
basis points under the yield on a similar issue marketed the
previous week and the lowest rate on this type of security
since June. Only offerings which came out at yields
around the levels of the preceding month tended to be
well received. After midmonth, underwriters became in-
creasingly concerned with their rather large unsold bal-
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ances of recently marketed bonds; and, in view of the
growing calendar of scheduled offerings, bidding turned
cautious. An offering of $100 million Aaa-rated telephone
debentures with five years of special call protection was
priced to yield 6.06 per cent, 11 basis points higher than
had been offered on the earlier telephone issue and the
highest interest cost incurred by the company in over
forty-five years. Nevertheless, the issue was accorded a
poor reception, with lagging sales in part due to competi-
tion from sizable dealers’ inventories of the earlier tele-
phone issue. Other large corporate offerings toward the
end of the month were mostly convertible issues and were
generally accorded excellent receptions. The average yield
on Moody’s Aaa-rated seasoned corporate bonds was 5.68
per cent at the end of September, virtually unchanged from
August.

The market for tax-exempt securities labored under
pressure throughout most of the month, although some
short-lived relief appeared during the second week as un-
derwriters experienced a good distribution from their
heaviest weekly schedule of new offerings since early in
the year. To attract buyers, however, yields on new issues
moved almost to the high levels reached in July, prior to
the President’s request for a tax surcharge. For most of
the month, underwriters had difficulty reducing unsold
balances of older issues without deep price concessions,
and investor interest in new issues was only fair despite
higher reoffering yields. The prevailing caution was fur-
ther influenced by growing concern over the fate of the
proposed tax surcharge. The Weekly Bond Buyer's aver-
age yield series for twenty seasoned tax-exempt bonds,
carrying ratings from Aaa to Baa, rose to 4.19 per cent
at the month end, from 4.06 per cent at the close of
August (see chart). By the end of the month, the volume
of tax-exempt issues advertised on the Blue List stood at
$469 million, compared with $433 million at the end of
August,
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Term Lending by New York City Banks in the 1960’s*

One of the outstanding features of lending to business
by New York City banks is its strong orientation toward
medium-term lending, Term lending has developed un-
evenly over the past three decades, with the sharpest
advances occurring in the midfifties and midsixties when
business demand for longer term funds was especially
strong. The latest rise in term lending—an increase of about
70 per cent from mid-1964 to late 1966-—established term
loans as the largest single category of assets in the portfolios
of New York City banks. Many factors undoubtedly contrib-
uted to this development. The investment spending boom
of the sixties, which in its later stages greatly exceeded the
internal financial resources of business, was unquestionably
the major reason for increased term-loan demand at New
York City banks. On the supply side, the rapid growth of
time deposits at city banks—a growth facilitated by the
development and promotion of the certificate of deposit—
greatly enhanced the supply of loanable funds available to
these banks, and served to strengthen their preferences for
higher yielding and longer maturity earning assets. This
article seeks to provide some information and perspective
on these developments, and to assess the role of New York
City banks in the national market for term loans.

RECENT TRENDS IN NEW YORK CITY
TERM LOANS

The two major expansions during the past fifteen years
in term lending by New York City banks were associated
with upsurges in capital expenditures by business. In the
first of these expansions, lasting from early 1955 to
mid-1957, outstanding term loans at city banks rose at
the very high rate of about 25 per cent a year, and the
amount outstanding grew to over $5 billion from $3 bil-

* George Budzeika, Economist, Financial Statistics Division, had
primary responsibility for the preparation of this article.

lion at the start of the period.! Moreover, in the second
expansion, roughly covering the 2¥%-year period ended in
December 1966, term loans grew just as rapidly in per-
centage terms, and the amount outstanding rose from
about $7 billion at the start of the period to over $12
billion at the close (see Chart I).

During the seven years that separated these two expan-
sions, term-loan growth was comparatively slow. From
mid-1957 to mid-1964, term loans of New York City
banks grew only about 4 per cent a year, on average. This
sluggish growth was due to the relatively weak demand for
external financing by business firms (see Chart II). From
mid-1957 to mid-1964, expenditures of business firms for
fixed investment were about equal to their internal cash
flows (retained earnings and depreciation allowances),
whereas capital expenditures had exceeded cash flows by
an average of nearly $2 billion annually during the two-
year period ended in mid-1957. The reduced need for ex-
ternal financing was particularly pronounced for large
corporations, the typical customers of New York City
banks. Thus, the medium-term bank indebtedness of large
manufacturing corporations (those with assets of $50
million or more) rose between June 1957 and June 1964
by only 2 per cent a year, compared with a 26 per cent
growth rate during the 1955-57 investment boom.2

1 Developments during the 1950°s were described in “Term
Lending by New York City Banks”, this Review (February 1961),
pages 27-31. That article also described the statistics covering
term loans by New York City banks, which were first collected
by the Federal Reserve Bank of New York in 1960. These sta-
tistics underlie the analysis presented in this article. Term loans
are defined here as commercial and industrial loans with an orig-
inal term of more than one year. Term loans secured by real
estate are not included; they are currently estimated at only 5
per cent of the term-loan total of city banks.

2 Estimates of bank indebtedness of corporations are derived from
statistics compiled by the Federal Trade Commission and the Se-
curities and Exchange Commission and published in the Quarterly
Financial Report for Manujacturing Corporations.
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The strong term-loan expansion at New York City
banks that followed this slack period started around EXTERNAL FINANCIC:IG(:"REQUIREMENTS o
mid-1964. The annual rate of growth of term loans ac- BUSINESS AND CHANGES IN TERM LOANS
celerated to 17 per cent in the second half of 1964, and
then jumped sharply in the first half of 1965 to an un- §ig s ot dofers 2ilions of dottors
precedented rate of nearly 40 per cent. After mid-1965 W Average annual external
term-loan growth slowed somewhat, but nonetheless con- 3.0 |~ S financing requirement NN 30
A verage annual change in term
tinued at an unusually strong rate of over 25 per cent a E5 loans at New York City banks
year before coming to a gradual halt in the second half 25~ ~ 25
of 1966. ’

The especially rapid surge during late 1964 and early 20 —
1965 in term lending at city banks was due in part to ris-
ing demand from foreign borrowers as well as from 15K
domestic corporations. The strong foreign demand during
this period probably stemmed largely from expectations— 1o =
later borne out—that the United States would soon im-
pose restrictions on domestic bank lending to foreigners S
for balance-of-payments reasons. From the limited data
available, it is estimated that New York City banks ex-

tended a net of about $500 million to $750 million in term

June 1955.June 1957  June 1957-June 1964 June 1964.December 1966

Note: External financing requirements are defined as the excess of fixed investment spending by
d : £ financial bush S blg i ined

loans to foreign businesses over the nine-month period sstc nonfarm,nonfinand e aver funds nternclly from
) . ings and dep ' . The ﬁgur_as for'teml |oc3ns include those made to
ended in MarCh 19 65, representmg roughly half of the :g’r:grrlk?::::;?:;{‘und the figures for external financing requirements exclude funds needed

Source: Board of Govemors of the Federal Reserve System ond the Federal Reserve Bank
of New York.

Chartl
COMMERCIAL AND INDUSTRIAL LOANS
ATLARGE NEW YORK CITY BANKS | sharp increase in total outstanding term loans during those
illions of doli Billions of doliars
o otdetor bbbt months. After March 1965, however, when the Federal

13 -

21 Rt scole /_f— :z Reserve announced voluntary guidelines for the foreign

lending activities of commercial banks under the Presi-
dent’s balance-of-payments program, the growth of term
lending to foreign businesses came to a halt. In mid-1967
°r 1 the amount of term loans outstanding to foreign busi-
s nesses was reported by city banks at $1.6 billion, equal to
about one eighth of these banks’ total outstanding. term
loans and to about three quarters of term loans to for-

Term loans

= e eigners outstanding at all commercial banks.?
Thus, after March 1965 demand from domestic sources,
50 s sparked mainly by the sharply rising level of capital ex-
AT penditures by nonfarm business, became for all practical
RIRNEENERE NN RN RN RN NN RNy purposes the exclusive source of term-loan growth. Al-
Per cent ' Per cent though capital expenditures had expanded very substan-

tially each year since 1963 (at an annual rate of about 14

“ commerciol and industriol loans o to 17 per cent), business firms had been able early in
the boom to finance their needs largely from internal

65 T T T T 65
Proportion of term loans to total

55 _\/\\/—/ ~ 55
bttt et eyt
1960 1961 1962 1963 1964 1965 1966 1967
Note: Data plotted are seasonally adjusted March, June, September, and December . .. . . .
averages of Wednesdoy figures. 3 Banking statistics on business loans to foreigners became avail-

able on a current basis for the first time in January 1967.
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sources of funds. In 1965, however, internal cash flows
fell short of fixed investment expenditures by $3 billion,
and in 1966 by $4 billion. The financing needs of nonfarm
business during these years were swollen still further by
increased inventory accumulation, which rose from $612
billion in 1964 to over $13%% billion in 1966, and by the
speedup in Federal income tax payments of corporations.

This greatly expanded business demand for external
funds was met only in part by new securities flotations:
such flotations by nonfinancial corporations rose from a
net of $5%% billion in 1964 and 1965 to $11%2 billion
in 1966. That corporations during this period also bor-
rowed heavily from banks was probably due to the rela-
tively favorable terms on which bank credit could be
obtained, especially up until late 1965. From mid-1964
to mid-1965, the bank prime rate—the rate charged the
most creditworthy of business borrowers—was maintained
at 4% per cent, only very slightly above offering rates
on prime new corporate bond issues. In the second half
of 1965, morecover, the issuing rate on high-grade bonds
rose above the prime rate for several months preceding
the December 1965 prime rate increase.

Favorable rate considerations may also have been re-
inforced by other features of bank loans. For one thing,
bank credit can ordinarily be arranged and drawn down
more quickly than capital market borrowings. This may
have been especially important in the earlier part of the
recent term-loan expansion, when credit from banks was
readily available and business plant and equipment spend-
ing was persistently outrunning earlier spending plans.
Also, part of the heavy borrowing at banks may have con-
stituted interim financing to be paid out of expected future
increases in internal funds or subsequent long-term bond
flotations. The latter possibility is supported by the trend
toward greatly increased bond market flotations in 1966
and 1967, and by the fact that an increased proportion
of these issues has been for the stated purpose of re-
paying bank loans.

The favorable terms of bank borrowing through late
1965 were attributable to the ample supply of funds at
banks, especially in the early part of the period. This in
turn was due importantly to the banks’ ability to raise
funds in the money market by means of a new financial
instrument—the large-denomination negotiable certificate
of deposit. The city banks attracted some $6%%2 billion
over the five-year span ended by mid-1966 through these
certificates. They also raised an additional $4 billion from
sales of United States Government securities from their
own investment portfolios over the same period.

About mid-1966, however, the efforts of New York
City banks to raise funds from sales of securities and in
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the money market became less successful. The financial
latitude given the large-denomination certificate of deposit
by the action of the Board of Governors in December 1965,
which raised from 4% per cent to 52 per cent the maxi-
mum rate payable on bank time deposits, proved to be
short-lived. Money market rates rose swiftly in early 1966,
and by midyear banks found themselves unable to offer
rates comparable to those on competing credit instruments.
As a result, the city banks began to encounter slower
growth in total time and savings deposits around mid-1966,
and actually suffered a net decline of these deposits toward
the end of the year on the order of some $2 billion. During

Table I

ASSETS AND LIABILITIES OF WEEKLY REPORTING
MEMBER BANKS IN NEW YORK CITY

June 1964 and December 1966

Amount outstanding Compound
annual rate
of grawth
June 1964-
Assets and liabilities June December | December | December 1966
1964 1966
Billions of dollars Per cent Per cent
Assets
Commercial and industrial
loans with an original ma-
turity of :
More than one year......... 7.1 12.2 23.5 24.0
One year or less ... 51 8.0 15.5 20.2
Loans to financial
institutions ..o 3.5 4.7 9.1 13.0
Loans for purchasing or
carrying securities ................ 34 2.6 5.0 —10.2
Real estate loans .... . 2.0 3.2 6.2 21.3
All other loans ................. 35 38 7.3 3.2
United States Government
securities ... ... 54 44 8.5 — 84
Other securities .. 5.0 53 10.2 22
Cash ... . 43 4.8 9.3 3.8
All other assets ................ 24 2.8 54 6.8
Total assets ............ 41.7 51.8 100.0 9.1
Liabilities
Demand deposits ............. 20.3 214 413 22
Time deposits .......... 8.0 11.7 227 16.3
Savings deposits 4.4 4.6 8.9 14
Capital accounts 42 5.1 99 8.4
Borrowings .......... 1.5 2.8 53 213
Other liabilities 33 6.2 11.9 29.2
Total liabilities .............. 41.7 51.8 100.0 9.1

Note: Medium-term loans to business secured by real estate were estimated at
approximately $0.6 billion in 1966; they are included in the class labeled
“real estate loans”. The breakdown of commercial and industrial loans
into those with an original term of more than one year and those with
one year or less was estimated for 2 per cent of the total on the basis
of the breakdown available for 98 per cent of the total. All loan figures
are shown gross, Cash figures exclude cash items in process of collection.
Demand deposit figures are gross demand deposits less cash items in
process of collection. Valuation reserves are included in ““other liabili-
ties”’. Percentage distribution and dollar figures are monthly averages of

Wednesday figures.
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this period, they began to bid aggressively through their
European branches for Euro-dollar deposits, and raised
about $1%4 billion by these means. But, with shrinking
time deposits and depleted holdings of United States
Government securities, banks were able to meet loan
demands after midyear only by effecting some net re-
duction in their holdings of municipal obligations. The
city banks thus were not able in the second half of 1966
to marshal sufficient funds to finance loan expansion at
the record high rates of previous months. It was appar-
ently for this reason that the growth of term loans slowed
to a 12 per cent annual rate in the second half of 1966,
and ceased completely by the end of the year. This marked
the end of the rapid 2%2-year expansion of the midsixties
that had raised the share of term loans in the total of loans
and investments of New York City banks to over one
quarter, making these loans the largest single category in
the banks’ assets portfolio (see Table I). In the course of
this expansion, term loans also increased in relation to
total commercial and industrial loans, reaching about 60
per cent as compared with an average of about 55 per cent
during 1960-61. (The proportion was 47 per cent in 1955
and 51 per cent in 1957.)

TRENDS BY INDUSTRY

The growth of term loans at city banks in the mid-
1960’s was fairly well balanced, with the basic contours
of the distribution by industry of borrower showing little
change between 1961 and 1966 (see Table II). The pro-
portion represented by manufacturers of nondurable goods
remained stationary at 22 per cent. Public utility borrow-
ing (including transportation and communications) lost
ground dropping from 30 per cent to 23 per cent, but
utilities still represented the largest single borrower group.
Offsetting this relative decline were moderate increases
distributed rather evenly among the other industries—
notably durable goods manufacturing (from 19 per cent
to 21 per cent), mining (from 16 per cent to 18 per cent),
and trade (from 4 per cent to 5 per cent).

In several industrial classifications, covering about two
thirds of the total of term loans, the relative growth rate
in term borrowing reflected the relative rate of expansion
in capital expenditures. Manufacturers of durable goods,
for example, expanded both their capital outlays and their
term indebtedness at annual rates that were higher than
the average for all business firms; in the nondurable goods
manufacturing sector both rates were at the average level;
and in the public utilities sector, both were lower than
average. Term lending to the mining industry, however,
appears to have been little influenced by changes in capital
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Table II

TERM LENDING BY WEEKLY REPORTING MEMBER BANKS
IN NEW YORK CITY AND CAPITAL EXPENDITURES
BY BUSINESS, 1961-66

In per cent
Distribution
of term loans Compound annual rate of growth
outstanding
Industry of borrower
New plant
Def;g{er Dei:;zger De;%z‘a:oi‘g‘sl- and eq:jgment
expenditures
December 1966 1961-66
Manufacturing:
Durable goods industries..... 19.4 211 173 174
Nondurable goods
industries.............o.c.oeerrriieniinc 21.8 21.6 15.8 11.9
Mining (including crude
petroleum and natural
BAS) oo sasrervans 15.6 18.0 18.6 8.4
Public utilities (including
transportation and
communications).........coeeveeneene 304 234 9.4 11.5
Trade .....occcoooveccrecrrereaensnnees 3.6 4.6 21.5 { 8.5
All ORET ..o 9.2 113 20.0 ’
Total ..oorcvccrnrrnne 100.0 100.0 153 12,0
Total (millions of
dollars) ....cccceerierenvereneene . 6,081 12,235 —_ and

Note: Percentage distribution and dollar figures are monthly averages of
Wednesday figures.

Sources: Statistics are based on data from the Federal Reserve Bank of New
York, United States Department of Commerce, and the Securities and
Exchange Commission.

expenditures. In this sector, capital spending grew at a
pace well below the average for all industries, but term
loans expanded at a higher than average rate. The pri-
mary reason was heavy borrowing by firms engaged in
crude petroleum and natural gas extraction. This type
of business is very well suited to medium-term accom-
modation by banks, because sales of crude petroleum
from underground reserves provide sufficient flows of
funds for the retirement of debt in some five to eight years
~—the typical maturity preferred by commercial banks. In
addition, firms engaged in petroleum extraction received
several fairly large loans from New York City banks in
this period for financing acquisitions of other companies.
The extension of sizable credits to foreign petroleum com-
panies also contributed to the relatively fast growth of
term lending to the mining industry.

THE CITY BANKS AND THE NATIONAL
TERM-LOAN MARKET

The rapid expansion of term lending during the invest-
ment booms of the midfifties and midsixties was evident
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at banks throughout the country, but in New York City the
expansion in each period was faster than in other sectors
of the country, The extent to which term-loan demands
were focused on New York City banks is suggested by the
accompanying changes in these banks’ share of the na-
tional market. One of several measures of this relationship
is the city banks’ share in total term loans outstanding at
all commercial banks.* That share, currently estimated
at about one third, has fluctuated in the past fifteen years
from about 30 per cent to nearly 40 per cent, rising in
periods of heavy investment spending and declining in
periods of weak demand for funds. This cyclical variation
is more clearly evident when measured with regard to the
net increase in term loans outstanding: during the 1955-57
and 1964-66 investment booms, the city banks accounted
for about 40 per cent of the estimated net increase in term
loans of all commercial banks, compared with only a 20
per cent share of the increase in the late 1950’s and early
1960’s. And, finally, the reliance on New York banks in
periods of heavy demand can be judged from the contri-
butions of these banks’ term loans to the total net flow
of funds to nonfinancial business from external sources.
In the late 1950’s and early 1960’s that figure was only
2 per cent, but it rose to about 8 per cent in the midfifties
and the midsixties.

This increased concentration on New York in periods
of investment boom is attributable to the fact that the city
banks generally cater to large corporations, both domestic

4 This total can be only roughly estimated, using a variety of
sources. In December 1966 it was an estimated $37 billion, con-
sisting of $29 billion of commercial and industrial loans with an
original term of more than one year and about $8 billion of
medium-term loans to business secured by real estate. The estimate
for the comparable total at New York City banks is nearly $13
billion including the real estate loans, which in this section must
be admitted to the definition because in the nation as a whole,
in contrast to New York City, they represent a substantial frac-
tion of term lending.

203

and foreign, whereas small- and medium-sized corporations
account for most of the business credit outstanding at
banks outside New York. Large firms normally finance
their operations from internal sources and in the capital
market, relying on commercial banks to a much lesser
extent than small business. But in periods of high-level
capital expenditures large firms make much greater use of
bank credit, not only as a supplement to their other
sources of funds but possibly also as a temporary substi-
tute for capital market credit to be refunded in long-term
bonds when monetary conditions become easier. Smaller
firms normally depend on commercial banks more steadily,
and thus their demand for bank credit tends to be more
evenly spread over time, The relevance of these behavior
patterns is indicated by figures on the increase in medium-
term indebtedness to banks of manufacturing corporations.
For corporations with assets of $50 million or more, the
annual rise of such indebtedness during 1965-66 was 45
per cent, but it was only 13 per cent for corporations with
assets under that amount. During the preceding seven
years, the growth pattern was opposite—2 per cent for
the large corporations and about 7 per cent for the small
firms.

In addition to the marked cyclical variation in the
share of New York City banks in nationwide term loans,
there has been a mild long-run downtrend in the city
banks’ share from the early 1950s to the mid-1960’s. Be-
tween 1952-53 and June 1964, the city banks’ share in
total term loans declined from 37 per cent to 30 per cent.
A number of factors contributed to this downward trend;
the most important were the relatively weak demand for
bank accommodation by large corporations during most
of the period in question and the relatively slow growth of
business activity in New York City. Since mid-1964, the
city banks’ share of total term loans has advanced sharply,
reaching 34 per cent by late 1966, However, it is too early
to judge whether this recent gain represents a reversal of
the long-run downtrend or is merely a temporary cyclical
upswing.
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