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hides, skins, and leather dropped sharply during this pe- 
nod, reflecting increased livestock slaughter as well as 

export restrictions, while the decline of residential con- 
struction activity continued to exert its impact on lumber 
and wood products prices. Nonferrous metal prices also 
declined, but iron and steel prices, despite some recent 
weakness, were slightly higher than in July. Price de- 
clines were also reported for textiles and rubber products. 
In contrast, however, capital goods prices continued their 

steady rise. Wholesale automobile prices, after being low- 

ered in August and September as producers granted 
rebates to help clear dealers' inventories prior to the in- 
troduction of the 1967 models, rose again in October. 

The consumer price index, on the other hand, has given 
no sign of flattening out. It rose by 0.3 per cent in Sep- 
tember, despite a 0.2 per cent decline in food prices and 
even larger reductions in the prices of 1966 model auto- 
mobiles. The cost of services continued to trend upward, 
and there were sharp rises in apparel prices. 

Despite the irnprovcd recent performance of industrial 
wholesale priccs, the gencral outlook for price develop- 
ments continues to be a cause for concern. On the cost side, 
wage pressures appear to be accelerating, and unit labor 
costs—which have been trending upward since the begin- 

ning of the year—are likely to rise more sharply, as the 
effect of the large settlements reached in the past few 
months begins to be felt. On the demand side, too, rising 
personal consumption expenditures, large-scale business 

outlays on fixed investment, and especially the mounting 
requirements of the Vietnam war are likely to continue 
exerting a heavy pressure on productive resources in gen- 
eral. One particularly serious bottleneck is, of course, 
skilled labor, and the situation did not improve in this 

respect in September or October. The overall unemploy- 
ment rate, which had fallen by 0.1 percentage point in 

September to 3.8 per cent, rose by an equal amount in 

October, thus returning to the 3.9 per cent level at which 

it had stood in July and August, and around which it had 
hovered during the first half of the year. The unemploy- 
ment rate for married men stood at 1.9 per cent in Octo- 
ber. Continued tightness in the labor market was also in- 
dicated by the fact that average weekly hours of produc- 
tion workers in manufacturing remained at the very high 
levels of 41.5 hours in September and 41.3 in October. 
It is noteworthy that the number of major labor market 
areas with an unemployment rate in excess of 6 per cent 

shrank in September to eight; there were ten such areas in 

August and nineteen at the end of last year. 

Recent Banking and Monetary Developments 

The nation's banking system was subject to increased 

pressure during the third quarter of 1966. Reduced nation- 
wide reserve availability, coupled with mounting difficul- 

ties in competing for short-term hinds, contributed to a 
noticeable slowing of the growth of bank deposit liabilities 
and bank credit. Loan demand remained strong, on bal- 
ance, though there was some moderation following the very 
heavy borrowing associated in part with accelerated pay- 
ments of business taxes in the spring and early summer 
months and in part with anticipations of tighter loan 
terms. Reflecting pressure from a wide spectrum of bor- 
rowers, banks reduced their holdings of all types of 
Securities as a means of obtaining funds for loans. They 
also raised their prime lending rate from 5¾ per cent to 
6 per cent in mid-August, the fourth time in a span of 
nine months that this rate had gone up. Throughout the 
third quarter, moreover, banks continued to bid aggres- 

sively for reserves in the Federal funds market, and many 
with branches in Europe were very active in seeking funds 

in the Euro-dollar market. In addition, some banks in- 
creased their resort to the "discount window" in order to 
satisfy their residual reserve needs. 

One major factor bearing on bank lending and invest- 
ing policies during the third quarter of the year was the 
growing difficulty of attracting and keeping time deposit 
funds—especially those obtained through issuance of large 
negotiable time certificates of deposit. Since banks have 
been limited under Regulation Q to a 5½ per cent offering 
rate on these instruments, many money market investors 
were increasingly attracted to higher yielding short-term 
investments available elsewhere, and banks found the vol- 
ume of their certificates of deposit (C/D's) actually 
shrinking. Moreover, banks exercised more Joan restraint 
because they had already drawn heavily on their holding 
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of liquid investments and had permitted their loan-deposit 
ratios to rise steeply in the course of satisfying much of 
the heavy demand for funds in the first half of the year. 

The slowing of total deposit growth at commcrcial 
banks, together with the reduced rate of growth this year 
of the public's claims on savings and loan associations and 
mutual savings banks, has contributed to a much slower 
rise of total liquid assets held by the nonbank public. 
Indeed, relative to economic activity, there was another de- 
cline in the nonbank public's liquidity during the third 
quarter of the year, as liquid assets grew at less than half 
the rate of gross national product (GNP). This trend in 
liquid assets has been in progress since late 1964, but it 
accelerated in the past quarter. The slowing of the growth 
of liquid assets in part reflects reduced intermediation of 
credit flows by depository and other liquidity-creating in- 
termediaries. Over the past year, an increasingly large 
share of total credit growth has taken the form of direct 
purchases by the public of securities sold by borrowers in 
the open market, a substantial proportion of which is long- 
term nonliquid claims. 

BANK CREDIT AND BANK LIQUIDITY 

Total loans and investments at all commercial banks 
moved higher, on balance, over the third quarter but 
at a 2.9 per cent seasonally adjusted annual rate, com- 
pared with an 8.2 per cent growth rate during the first six 
months of the year (see Chart I). The behavior of bank 
credit ordinarily tends to be highly erratic over very 
short time periods, which makes it extremely difficult to 
assess underlying trcnds. This has been especially true 
in the period since February, as the volume and spacing 
of business credit demands have been affected strongly in 
that period by the accclcration of corporate income tax 
payments, by the changed pattern of corporate remit- 
tances to the Treasury of withheld income taxes and 
social security contributions, and by borrowing in anticipa- 
tion of further credit tightening. The changes in payment 
schedules contributed to an unusually rapid expansion in 
business loans during the second quarter when business 
tax payments rose sharply. Subsequently, business loan 
demand moderated as corporate tax payments returned to 
more normal levels in the third quarter. On balance, of 
course, business loan demand arising out of tax payments 
added to total borrowing in the first nine months of the 
year. Nonetheless, total bank credit for the nine-month 
period ended September expanded at an annual rate of 
only 6.5 per cent (seasonally adjusted), down from the 
10.2 per cent increase during all of 1965 and the roughly 
8.5 per cent annual rate of growth in the first four years 

of the current business expansion. 
During the third quarter specifically, total bank loans 

outstanding increased at an annual rate of only 5.5 per 
cent, well below the 13.3 per cent rate of growth in the 
first six months of the year and the 14.7 per cent gain 
registered in all of 1965. A substantial part of the slower 
bank loan growth was attributable to actual net reductions 
in securities loans and in loans to nonbank financial insti- 
tutions, with the combined decline in these two categories 
amounting to $2.5 billion. In part, the weakness in se- 
curities loans may have reflected the improved atmosphere 
in the corporate and state and local bond markets during 
the latter part of the quarter, which enabled dealers in 
these securities to lighten their inventories and hence to 
reduce their bank borrowings. Hut perhaps more impor- 
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tant, bank lending rates continued to rise on both se- 
curities loans and loans to nonbank financial institutions, 
thus encouraging borrowers to economize on their credit 
needs or to seek funds elsewhere. For examplc, the rate 
charged securities dealers on new call loans by the major 
New York City banks rose from an already high 6½ per 
cent rate at the end of June to 6½ per cent at the end of 
September. Similarly, the further increase to 6 per cent 
in August in the prime loan rate at banks encouraged 
finance companies to divert a greater share of their bor- 

rowing into the commercial paper market. 
The third-quarter advance in business loans also fell 

below the pace recorded in recent periods. These loans 

grew at a seasonally adjusted annual rate of 12.7 per 
cent, bringing the growth rate for the first nine months of 
1966 to 17.3 per cent, which is about in line with all of 
1965. As noted above, the underlying trend in business 
loan demand has been obscured by the special corpo- 
rate payments to the Treasury. Nevertheless, it seems 
clear that the underlying business loan demand has re- 
mained strong, in view of the continued heavy spending by 
nonfinancial corporations on fixed investment and inven- 
tories. In order to bring the demand for loans in line with 

reduced availabilities of loanable funds, banks not only 
raised their prime rate once again but also firmed their 
loan terms in other respects. In addition, banks became 
more reluctant to enter into loan agreements with cor- 
porate borrowers other than their established customers. 
It was also in recognition of this strong demand that the 
Federal Reserve System suggested, on September 1, that 
"the national economic interest would be better served by 
a slower rate of expansion of bank loans to business within 
the context of moderate overall money and credit growth".' 

On balance, bank holdings of United States Govern- 
ment securities continued to decline on a seasonally 
adjusted basis during the third quarter. Although banks 
took most of a S3.0 billion issue of tax anticipation bills 
in late August, they apparently had disposed of a large 
portion of these acquisitions by late September. The $0.5 
billion net drop in the third quarter was only about one 
third the size of the liquidations in each of the first two 
quarters of the year (see Chart I). Bank holdings of other 
securities, on the other hand, declined slightly on a sea- 

sonally adjusted basis in the third quarter, after rising 
steadily since 1960. The much smaller reduction of 
United States Government securities in the third quarter 
than in other recent periods, and the decline in other 

See this Review (September 1966), page 209. 

Securities, may indicate that many banks are now unwill- 

ing or unable to dispose of their remaining holdings of 
United States Governments, a large part of which may be 
needed as collateral for government deposits. 

With the expansion of loans continuing to take place 
at the expense of investments, bank loan-deposit ratios 
increased further in the third quarter from their already 
high levels. The aggregate loan-deposit ratio at commer- 
cial banks moved up to 65.5 per cent at the end of 
September from 65.1 per cent in June. In New York 
City, where much of the strong business loan demand 
has been centered and where a sharp decline in deposits 
has occurred, the rise in loan-deposit ratios was even 
more pronounced. At weekly reporting New York City 
banks, the ratio rose by a substantial 3.5 percentage 
points from the end of June to the end of September, to 
a level of 77.3 per cent. 

SANK DEPOSITS AND RESERVES 

Total commercial bank deposits and related liquidity 
measures also cxpandcd at a more moderate pace in the 
third quarter (see Chart II). Both private and United 
States Government demand deposits moved lower during 
the quarter, contrary to the inverse relationship that fre- 
quently exists between these two deposit components 
over short periods of time. With demand deposits falling, 
the money supply actually declined slightly. The growth 
rate for the first nine months of 1966 now stands at 2.6 
per cent, in contrast to the 4.7 per cent gain for all of 1965. 

Commercial bank time and savings deposits grew in the 
third quarter at a seasonally adjusted annual rate of 9.6 per 
cent, slightly below the reduced rate in the first half of 
the year and sharply lower than the 16.0 per cent ad- 
vance in 1965. This slower growth, together with the net 
decline in the money supply, resulted in a third-quarter 
rise in the combined total of time deposits and the money 
supply of only 3.8 per cent (annual rate), bringing the 
nine-month growth rate to 6.2 per cent as compared with 
the 9.7 per cent increase in all of 1965. 

The rate of growth of total bank time deposits con- 
tinued to be restrained by declining passbook savings ac- 
counts. At weekly reporting banks, for instance, such 

deposits fell by $1.2 billion from June through September, 
following a $2.0 billion drop in the previous quarter. The 
decline in passbook savings accounts of $3.5 billion for 
the first nine months of 1966 compares with a $3.6 bil- 
lion rise over the same period in 1965. To be sure, not all 
the recent drop in savings accounts resulted in an out- 
flow of funds from commercial banks as a whole. Many of 
these deposits undoubtedly remained in the banking sys- 
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tern (and, in some cases, at the same bank) in the form 
of consumer-type time deposits, which banks have aggres- 
sively promoted throughout the year. Indeed, the category 
of "other" time deposits (which includes consumer-type 
time deposits but excludes C/D's in denominations of 
$100,00() or more) rose at reporting banks by $2.9 billion 
in thc third quarter, a sizable gain approximately in line 
with the advance in the preceding quarter. 

The developing bank competition this year for con- 
sumer savings—competition effected primarily through 
promotion of consumer time deposits—has in some in- 
stances resulted in shifts of funds from other savings 
institutions to banks. To help reduce such shifts, the 
Board of Governors of the Federal Reserve System took 
two steps during the quarter to lower the rate ceilings on 
certain types of bank time deposits that are offered pri- 
manly to small investors. Effective July 20, 1966, the 
Board, acting under the limited authority then available 
to it, set a maximum rate of 5 per cent that member 
banks may pay on new multiple-maturity deposits of 
ninety days or more, and a maximum rate of 4 per cent 

on such deposits with maturities of less than ninety days. 
Previously, the maximum rates for both these time de- 
posit categories had been 5½ per cent. Then, with passage 
of new legislation increasing its powers to set maximum 
deposit rates, the Board, effective September 26, rcduccd 
to 5 per cent from 5½ per cent the maximum rate of 
interest that member banks may pay on any time deposit 
less than $100,000.2 

These moves to restrain excessive competition in the 
markets for consumer savings came at a time when banks 
were already experiencing a net outflow of C/D money 
obtained in denominations of S 100,000 or more. The 
maximum rate banks may offer has remained at 5½ per 
cent. Although banks have moved their issuing rates to the 
allowable maximum, the higher yields available on com- 

peting money market instruments have proved increasingly 
attractive to corporations and other large investors. (This 
factor has also affected other thrift institutions as wdll, par- 
ticularly while money market rates were especially high 
in September and early October.) At weekly reporting 
banks, large C/D's fell by $1.3 billion net in the third 
quarter as a whole, compared with a $600 million increase 
in the comparable period last year. At the same time, the 
average maturity of large C/D's outstanding declined, as 
banks generally were competitive oniy in the short maturi- 
ties, even though they were paying the maximum permis- 
sible rate on all maturities during much of the quarter. 

During the third quarter, the Board of Governors of 
the Federal Reserve System increased in two steps the 
reserve requirements against time deposits (other than 
savings deposits) in excess of $5 million at each member 
bank. The first increase went into effect July 14 for 
reserve city banks (July 21 for all other member banks), 
and raised the reserve requirements Ironi 4 per cent to 5 

per cent. Another increase, to 6 per cent, went into 
effect beginning September 8 for reserve city banks 
(September 15 for all other member banks). These mea- 
sures were taken by the Board "to temper the aggressive 
competition for funds among commercial banks and other 
financial institutions, and at the same time to assure an 

orderly and moderate rate of growth in bank credit in order 
to restrain inflationary pressures".a 

This action was taken under the new authority signed into law 
on Scpicmber 21, 1966, giving the several regulatory agencies of 
commercial banks and other depository instilutions greater flex- 
ibility for establishing rate ceilings on the interest-bearing de- 

posits of the regulated institutions. For a more complete dc-scrip- 
tion of thcsc rate ceilings, see this Review (October 1966), page 
221, footnote 2. 

a See Federal Reserve Bulletin (September 1966), page 1338. 
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The growing pressures on the banking system wcre 
reflected in an increase of member bank borrowings at 
Federal Reserve Banks from a daily average of $674 million 
in June to $766 million in September. At the same time, 
net borrowed reserves (excess reserves less borrowings) 
increased from a daily average of $352 million in June 
to $374 million in September. On a seasonally adjusted 
basis, nonborrowed reserves declined in the third quarter 
by about 2.9 per cent (annual rate), as contrasted with 
gains of 3 per cent and 4.3 per cent annually in the first 
six months of 1966 and all of 1965, respectively.4 

NONBANK LIQUID ASSETS 

Total liquid assets owned by the nonbank public5 rose 
at a reduced seasonally adjusted annual rate of only 
3.0 per cent in the third quarter, notably below the 7.1 

per cent annual growth during the first six months of the 
year and the 7.8 per cent increase for all of 1965. As 
already noted, there was a fairly marked decline in the 
rate of growth of commercial bank time and savings 
deposits and an actual drop in the private money supply. 
In addition, seasonally adjusted net savings flows to mutual 
savings banks during the third quarter remained at about 
the reduced rate of the first half of the year. Share accounts 
at savings and loan associations (seasonally adjusted) re- 
mained unchanged, on balance, although August and Sep- 
tember were distinctly stronger than July. As noted, all de- 

pository institutions have been affected by the attractive 
yields obtainable on competing open market instruments. 

In contrast to the moderate growth in total nonbank 

liquid assets, GNP advanced by 7½ per cent (sea- 
sonally adjusted annual rate) in the third quarter,6 or two 

In the calculations of the rate of change for nonborrowed re- 
servcs, an adjustment has been made to eliminate the effects of the 
recent changes in reserve requirements on time deposits. 

5Total liquid assets of the nonbank public are defined to in- 
clude demand deposits and time deposits (adjusted) at alt com- 
mercial banks and currency outside banks—all measured on a last. 
Wednesday-of-the-month basis—as well as deposits at mutual 
savings banks, savings and loan shares. po5tal savings deposits, 
United States Government savings bonds, and the nonbank public's 
holdings of United States Government securities maturing within 
one year—all measured on an end-of-the-month basis. A quarterly 
average of monthly figures is used in this section for the growth 
rate computations and in deriving the ratio of liquid assets to 
GNP. 

For more information on third-quarter movements in GNP, 
see "The Business Situation" in this Review (November 1966), 
especially pages 241-42. 

and one-half times as fast as the rate of expansion in liquid 
assets. As a result, the ratio of nonbank liquid assets to 
GNP fell 0.9 percentage point to 79.3 per cent (see Chart 
III). This ratio has been trending downward, beginning 
with the fourth quarter of 1964, and is currently at the 
lowest reading since mid-1962. 

The continuing decline since early 1965 in this broad- 
gauge measure of liquidity is indicative of the developing 
financial tightness throughout the period. As market rates 
of interest have risen, financial savings have increasingly 
bypassed those financial intermediaries which issue de- 
posits and other liquid claims, flowing instead into direct 
(unintermediated) investment in market securities. Be- 
cause a large proportion of open market borrowing and 
lending transactions involve long-term, nonliquid claims, 
this diversion of savings into the securities markets and 
away from intermediaries has been associated with 
proportionally less liquidity creation for any given 
amount of total credit expansion. 
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