
Introduction
Economic and financial conditions in the United States during 1970
were in a difficult transitional stage. Real output was stagnant and
unemployment was rising, and at the same time prices continued up-
ward under continued cost pressures. Meanwhile, the balance of pay-
ments was affected by adverse shifts in capital flows, as a sharp drop
in short-term interest rates in this country led to a reversal of the
very large inflow of short-term capital that had contributed to sur-
pluses in the U.S. official settlements balance in the previous 2 years.

Substantial progress was made during 1970, however, in re-estab-
lishing the basis for sustainable economic expansion. Although wage
increases—particularly under collective bargaining agreements—con-
tinued to be large, resumption of growth in productivity after the
first quarter served to moderate the rate of increase in unit labor
costs. The gains in efficiency that were effected in the business sector
also worked toward an improvement in the international competitive
position of the United States.

The financial positions of key spending sectors also improved in
1970. The position of corporations generally was bolstered by fur-
ther heavy long-term borrowing and some restructuring of balance
sheets in the direction of greater liquidity. As to consumers, their
savings in liquid forms were considerably enlarged, to some extent as
a result of their cautious spending behavior throughout the year; and
financial positions were also favorably affected later in the year as
the recovery in the stock market in the second half offset a large
part of the earlier price declines.

Financial markets too moved into a position more compatible with
sustainable, long-term economic growth. By early 1971 conditions in
these markets had eased substantially. Interest rates were considera-
bly lower, banks and other financial institutions were more liquid,
and the volume of funds available to borrowers was much improved
as compared with the situation a year earlier. Part of this easing in
financial conditions reflected a moderation in private borrowing
needs stemming from slower growth in current-dollar gross national
product and a leveling off in the capital expenditures of business,
which earlier had been running far ahead of internally generated
funds.

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

1970



But more important was the resumption in 1970 of growth at
moderately high rates in such monetary aggregates as the money
stock and bank credit—an expansion that became feasible and desir-
able because excess demand had been eliminated. Broader measures
of liquidity showed relatively more rapid growth than the narrowly
defined money stock (currency plus demand deposits other than in-
terbank and U.S. Government). With yields on market securities de-
clining, interest rates paid on time and savings deposits became pro-
gressively more attractive, and such deposits expanded sharply at
both commercial banks and at other savings institutions. For com-
mercial banks, time deposit expansion was particularly rapid follow-
ing the suspension at midyear of interest rate ceilings on large nego-
tiable certificates of deposit (CD's) in the 30- to 89-day maturity
range. In total, the greater inflow of time and savings deposits con-
siderably increased the availability of funds seeking investment in
mortgages, State and local government securities, and short-term
business and consumer loans.

Federal fiscal policy also turned more stimulative in 1970: (1)
The 10 per cent surcharge on income taxes was terminated in two
stages; (2) the first of the reductions contained in the Tax Reform
Act of 1969 became effective; and (3) a sharp increase occurred in
Federal expenditures—mainly through enlargement of grants-in-aid
to local governments and transfer payments to individuals. Even
though Federal purchases of goods and services declined slightly in
dollar terms as a result of an appreciable reduction in the defense
budget, the effect of fiscal policy was to increase consumer disposa-
ble income and to buttress State and local government expenditures.

Despite these measures, aggregate economic activity lagged
throughout 1970 and output fell increasingly below the Nation's ex-
panding output potential. At the year-end the unemployment rate
was up to 6.2 per cent, as against 3.5 per cent a year earlier, and
manufacturing facilities generally were being operated at well under
preferred rates. In terms of real GNP, the shortfall in output of
goods and services below full employment levels at the year-end ex-
ceeded 5 per cent. At current prices, this represented a shortfall of
more than $50 billion at an annual rate.

In view of the gap that has developed in the economy's perform-
ance relative to potential, and of the accompanying unemployment
and under-utilization of the Nation's human resources, the emphasis
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in public policy continues to be on the restimulation of economic ac-
tivity. At the beginning of 1971, depreciation schedules on purchases
of business equipment were liberalized for tax purposes in order to
enhance the prospective return on, and thereby stimulate, such in-
vestment. The Federal budget proposed for fiscal year 1972 calls for
an increase in total expenditures of $16.2 billion—about the same as
is projected for the fiscal year 1971—and although balanced in
terms of the revenues that would be produced at full employment, it
will involve a substantial, realized deficit.

Monetary policy is also on an expansive course, as reflected not
only in the substantial growth in money, bank credit, and financial
flows, but also in marked declines in interest rates. In designing poli-
cies to help revitalize the economy, of course, care must be taken not
only to avoid encouraging a rebound that is so swift as to regenerate
inflationary pressures and expectations, jeopardizing the hard-won
progress that has been achieved in this area, but also to avoid weak-
ening further the U.S. competitiveness in world markets.

It seems likely that an increasing number of sectors in our econ-
omy will contribute to economic expansion over the months ahead.
Residential construction has already achieved near-record levels, re-
flecting both large pent-up demands for housing and the marked im-
provement during 1970 in the availability of funds for mortgage lend-
ing. And a large and increasing volume of bond financing by State
and local governments points to a growing trend of expenditures for
public facilities.

The outlook for spending by businesses in the coming year is still
somewhat uncertain. Capital outlays are being adjusted downward in
many industries, following a long period of very heavy investment
spending. However, investment programs in some other industries—
notably the utilities—continue to indicate sharp growth in capital
outlays. Hence, the total dollar volume of capital spending, even
though it has leveled off, may well remain close to the peak rates
reached in 1970. Many businesses also worked during 1970 to trim
and balance their inventory positions. But the degree of inventory
adjustment was quite small by the standards of many other periods
of sluggish economic activity.

The key to the speed and extent of economic recovery in 1971
may well prove to be in the hand of the consumer. Total income
available for spending rose strongly during 1970—reflecting tax cuts,
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higher social security and other Federal transfer payments, and fur-
ther growth in aggregate wages and salaries. But spending was slug-
gish. It rose less in current dollars than in other recent years—and
little at all after adjustment for higher prices. Consumers were in a
cautious mood—responding to rising prices, increasing unemploy-
ment, extended strikes, reduced overtime pay, an uncertain and at
times sharply lower stock market, political and military tensions
abroad, and social disorders at home. As a result, they restrained
their buying and instead strengthened their financial positions
through accumulation of liquid financial assets and repayment of
debt.

An improvement in consumer sentiment now would serve to spur
consumer spending, just as the deterioration in confidence earlier
tended to restrict it. And stronger consumer markets would commu-
nicate strength to the business sector, would generate jobs and addi-
tional income, and would enlarge the tax revenues of governmental
units hard pressed by sharp increases in operating costs.

On balance, prospects seem good for a resumption of growth in
aggregate economic activity in 1971. Indeed, the recovery could
prove to be relatively vigorous if consumers become more confident
of future prospects and increase their propensity to spend accord-
ingly. The prospects for sustaining economic expansion should be en-
hanced to the extent that such expansion is accompanied by in-
creased efficiency in our economic processes through tighter
management. Continued moderation in inflation is also an important
pre-condition to lasting prosperity, and its achievement will require a
gradual subsidence in the cost pressures that lead to higher prices of
products and services.

The next section of this report describes monetary policy during
1970 in relation to broad financial and nonfinancial developments in
the economy. In order to help evaluate the positions of key areas in
early 1971, ensuing sections discuss recent trends in particular sec-
tors or markets in terms of the types of adjustments made during the
year to, among other things, the abatement of aggregate demands
and the easing of monetary policy. A digest of the principal Federal
Reserve policy actions in 1970 appears on pages I-VII, following
page 8. •
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Principal Federal Reserve Policy Actions', 1970: Digest
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Principal Federal Reserve Policy Actions, 1970: Digest

Period, or
announcement date

January

January 20

Action

Directed that System open market operations be
conducted with a view to maintaining firm conditions
in the money market, while taking account of the de-
sire of the Federal Open Market Committee to see
a modest growth in money and bank credit, with a
provision for modification of operations depending
on the course of money and bank credit develop-
ments.

Increased maximum interest rates payable by
member banks on time and savings deposits, effec-
tive January 21. This action, in combination with a
minor further amendment on February 26 (retro-
active to January 21) bringing rates on multiple-
maturity deposits in line with those on single maturi-
ties, set the following maximum rates:

(1) Passbook savings, raised from 4 to 4.5 per
cent.

(2) Other types of consumer-type deposits—those
of less than $100,000—raised as follows:

Purpose

To foster financial conditions con-
ducive to the orderly reduction of in-
flationary pressures, with a view to
encouraging sustainable economic
growth and attaining reasonable
equilibrium in the country's balance
of payments.

To readjust the structure of maxi-
mum interest rates payable by mem-
ber banks for deposits to bring it
somewhat more in line with going
yields on market securities and to
set the stage for renewed expan-
sion of bank credit; to bring about
greater equity in the rates payable
on smaller savings balances, and
to encourage longer-term savings
within the framework of continued
over-all credit restraint.
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February

Maturity
Multiple-maturity:

30-89 days
90 days to 1 year

Single-maturity:
30 days-1 year

Single- and multiple-maturity:
1 to 2 years
2 years or more

Rate(%)
New

4.50
5.00

5.00

5.50
5.75

(3) Time deposits of $100,000 or more,
follows:

Previous

4.00
5.00

5.00

5.00
5.00

raised as

Rate(%)
Maturity New Previous

30-59 days 6.25 5.50
60-89 days 6.50 5.75
90-179 days 6.75 6.00
180 days to 1 year 7.00 6.25
1 year or more 7.50 6.25

Directed that System open market operations be
conducted with a view to moving gradually toward
somewhat less firm conditions in the money market,
taking account of the Committee's desire to see mod-
erate growth in money and bank credit over the
months ahead, with a provision for modification
of operations depending on the course of money and
bank credit developments.

To foster financial conditions con-
ducive to the orderly reduction of in-
flationary pressures, with a view to
encouraging sustainable economic
growth and attaining reasonable
equilibrium in the country's balance
of payments.
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Principal Federal Reserve Policy Actions, 1970: Digest—Continued

Peyiod, OT
announcement date

March through late
May

May 6

Late May through
late July

Action

Directed that System open market operations be
conducted with a view to maintaining money market
conditions consistent with the objective of moderate
growth in money and bank credit over the months
ahead, with a provision in effect during much of May
for modification of operations as needed to moderate
excessive pressures on financial markets, should they
develop.

Reduced the margin requirements on loans by
banks, brokers and dealers, and other lenders for
the purpose of purchasing or carrying registered
equity securities from 80 to 65 per cent.

Reduced the margin requirements on such loans
by these lenders against securities convertible into
registered equity securities from 60 to 50 per cent.

Directed that System open market operations be
conducted with a view to moderating pressures on
financial markets while, to the extent compatible
therewith, maintaining bank reserves and money
market conditions consistent with the longer-run ob-

Furpose

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
reasonable equilibrium in the coun-
try's balance of payments.

To be less restrictive in view of
the sharp reduction in the use of
credit for stock purchases.

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
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June 24

Late July through
mid-August

August 17

jective of moderate growth in money and bank credit,
with allowance after late June for a possible shift of
credit flows from market to banking channels.

Suspended limitations on the maximum rate of in-
terest member banks may pay on single-maturity de-
posits of $100,000 or more that mature 30 days or
more but less than 90 days after date of deposit.

Directed that System open market operations be
conducted with a view to maintaining bank reserves
and money market conditions consistent with the ob-
jective of moderate growth in money and bank credit
over the months ahead, allowing for a possible con-
tinued shift of credit flows from market to banking
channels, with a provision for modification of opera-
tions as needed to counter excessive pressures on
financial markets, should they develop.

Reduced reserve requirements against time de-
posits in excess of $5 million at each member bank
from 6 to 5 per cent and applied a 5 per cent reserve
requirement on funds obtained by member banks
through the issuance of commercial paper by their
affiliates, both actions to become effective in the
reserve computation period beginning October 1 and
be applicable to such deposits and commercial paper
outstanding in the week beginning September 17.

reasonable equilibrium in the coun-
try's balance of payments.

To facilitate meeting any unusual
demands upon commercial banks
for short-term credit accommoda-
tion that might occur as a conse-
quence of serious current uncertain-
ties in financial markets.

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
reasonable equilibrium in the coun-
try's balance of payments.

To maintain the effectiveness of
the reserve requirements of Regula-
tion D by applying those require-
ments to funds received by a mem-
ber bank as the result of issuance of
obligations (commonly described as
commercial paper) by an affiliate,
and to provide a net release of re-
serves to the banking system.Digitized for FRASER 
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Principal Federal Reserve Policy Actions, 1970: Digest—Continued

Period, or
announcement date

Mid-August
through
mid-September

Mid-September
through
mid-December

November 10

Action

Directed that System open market operations be
conducted with a view to maintaining bank reserves
and money market conditions consistent with the ob-
jectives of some easing of conditions in credit mar-
kets and of somewhat greater growth in money over
the months ahead than had occurred in the second
quarter, taking account of possible liquidity problems
and allowing bank credit growth to reflect any con-
tinued shift of credit flows from market to banking
channels.

Directed that System open market operations be
conducted with a view to maintaining bank reserves
and money market conditions consistent with the
objectives of some easing of conditions in credit mar-
kets and of moderate growth in money and attendant
bank credit expansion over the months ahead, with
allowance in the latter part of the period for tem-
porary shifts in money and credit demands related to
the auto strike.

Reduced discount rates from 6 to 5% per cent
at 6 Reserve Banks, effective November 11. (By No-

Furpose

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
reasonable equilibrium in the coun-
try's balance of payments.

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
reasonable equilibrium in the coun-
try's balance of payments.

To bring the discount rate into
better alignment with short-term in-
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November 30

Mid-December
through year-end

vember 16, the 53/4 per cent rate was in effect at all
Reserve Banks).

Amended rules governing member bank reserves
(Regulation D) and foreign branches of member
banks (Regulation M), effective January 7, 1971, to
(1) raise from 10 to 20 per cent the reserve ratio
applicable to a member bank's Euro-dollar borrow-
ings to the extent that they exceed a specified reserve-
free base and (2) apply an automatic downward ad-
justment feature to the minimum reserve-free bases
applicable to Euro-dollar borrowings.

Reduced discount rates from 53A to SVi per cent
at 5 Reserve Banks, effective December 1. (By De-
cember 11, the 5 Vi per cent rate was in effect at all
Reserve Banks.)

Directed that System open market operations be
conducted with a view to maintaining the money
market conditions recently attained, provided that
the expected rates of growth in money and bank
credit were at least being achieved.

terest rates, in which reductions had
recently taken place.

To give banks an added induce-
ment to retain Euro-dollar borrow-
ings in order to preserve reserve-free
bases.

To re-establish better alignment
between the discount rate and short-
term interest rates, in recognition of
further downward movements that
had recently taken place in the
latter.

To foster financial conditions con-
ducive to orderly reduction in the
rate of inflation, while encouraging
the resumption of sustainable eco-
nomic growth and the attainment of
reasonable equilibrium in the coun-
try's balance of payments.
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Monetary Policy and the
Economy in 1970
To help stimulate economic activity while at the same time guarding
against fueling inflation, monetary policy during 1970 shifted from
the posture of restraint that had prevailed during much of 1969 to a
posture designed to assure adequate expansion in monetary and
credit aggregates and an easing in over-all credit conditions. From
December 1969 to December 1970, the money stock grew at an an-
nual rate of 5.4 per cent and bank credit (adjusted for loan sales to
affiliates) at a rate of 7.4 per cent, up 2.3 and 3.4 percentage points,
respectively, from the year before. Except for a brief period in the
second quarter, short-term interest rates declined sharply during
1970. On the other hand, long-term interest rates did not show sig-
nificant net declines until the latter part of the year, because credit
demands in bond markets remained strong and it took time for the
inflationary expectations of investors and borrowers to begin abating.
Once the decline in long-term rates got under way, however, it pro-
ceeded with a speed unprecedented in recent financial history.

DEMANDS FOR GOODS AND SERVICES

The weakening of demands in 1970 was reflected in production cut-
backs in many industries. Output of goods and services (GNP) rose
about 5 per cent from 1969 to 1970 in terms of current dollars. But
all of the increase reflected a rise in the average level of prices, and
in constant dollars GNP declined slightly. In goods-producing sec-
tors, output dropped by 3 per cent from 1969 to 1970. The declines
in industrial production were concentrated in defense products, off
19 per cent; in consumer durable goods, down 7 per cent; and in
business equipment, off 4 per cent.

The weakness in the economy was exacerbated by the extended
strike at a major automobile manufacturer, which lasted from Sep-
tember 14 to November 23. This strike contributed to the greater
than 3 per cent decline (annual rate) in real economic activity in the
fourth quarter. Apart from the effects of this strike, real GNP would
probably have shown a further small increase in the last quarter of
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1. CHANGE IN GNP

CONSTANT
DOLLARS „

1968 1969 1970

Dept. of Commerce data. Quarterly totals are at seasonally adjusted annual rates.

the year. Real GNP had shown small increases in the second and
third quarters, following a decline of almost 3 per cent at an annual
rate in the first quarter as businesses cut back substantially on their
inventory investment.

Inventory policies of business were not a significant drag on the
economy after the first quarter, however. Following the first-quarter
decline in the rate of such investment, and a similar drop in the
fourth quarter of 1969, inventory accumulation picked up somewhat,
although the rate was still lower than at any other time since 1961.
Altogether, the over-all adjustment of inventories was mild.

In the first half of 1970 consumer spending was bolstered by addi-
tions to disposable income resulting from a Federal pay raise, in-
creases in social security benefits, and the first-stage reduction in the
income tax surcharge. Nevertheless, the increase in such spending
did not keep pace with the rise in income—as consumers resisted
high and rising prices and as uncertain economic prospects also ap-
peared to contribute to an increase in the propensity to save. The
personal saving rate rose to 7.5 per cent by spring and changed little
from this advanced rate in the second half of the year.

Growth in consumption outlays slowed further in the second half
of the year, reflecting a much reduced increase in disposable personal
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income—despite elimination of the surtax at midyear—as employ-
ment showed only minor gains and the workweek was cut further in
the third quarter. The smaller increase in spending resulted mainly
from an actual drop in outlays on consumer durable goods. This
drop became evident in the third quarter prior to the strike in the
auto industry, and it was accentuated in the fourth quarter when ex-
penditures for autos were cut sharply. Strike effects also contributed
to a reduced rise in disposable personal income in the second half of
the year, especially in the fourth quarter when such income grew at
less than one-half of the third-quarter pace and at about one-fourth
of the average rate for the first half.

In the business sector the principal development in 1970 was the
ending of the long fixed investment boom, which had persisted with
only minor interruptions since the early 1960's. Business spending on
new fixed capital rose by only about 3 per cent from 1969 to 1970

TABLE 1: GROSS NATIONAL PRODUCT

Change from preceding period, in billions of dollars

Item 1968 1969 1970
1970

I I I IV

Gross national product

Personal consumption expendi-
tures

Durable goods
Nondurable goods
Services

Addendum: Saving rate {per
cent)

Fixed investment
Residential structures
Nonresidential

Inventory change

Net exports of goods and services.
Exports
Imports

Govt. purchases of goods and
services

Federal
Defense
Other

State and local

71.1

43.7
10.9
15.2
17.6

6.8

10.5
5.2
5.4

- . 6

-2 .7
4.4
7.1

20.1
8.8
5.6
3.1

11.3

66.4

41.7
6.0

15.6
20.0

6.0

12.5
1.7

10.6

.9

- . 6
4.9
5.5

12.0
1.8

1.1
10.1

45.1

39.2
- . 6
18.9
21.0

7.3

.9
-2 .3

3.3

-5 .0

1.7
6.7
5.0

8.3
-1 .6
-2 .2

.5
10.1

7.8

10.5
-1 .7

6.8
5.4

6.7

-1 .4
- 1 . 3

.0

-5 .6

.9
2.3
1.4

3.3
.2
.5

- . 3
3.2

11.6

11.3
2.8
3.8
4.7

7.5

- . 4
- . 7

.2

1.5

.6
1.7
1.1

- 1 . 2
- 2 . 6
- 2 . 5

_ j
l.*3

14.4

7.7
- . 7
3.2
5.2

7.6

1.5

2.4

.1

.0
- . 1

2.6
-1 .1
-1 .0

.0
3.7

4.4

4.9
-5.9

5.7
5.1

7.4

3.0
-2.3

- 1 . 6
- . 8

.7

2.2
- . 4

-1 .2
.6

2.6
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in current-dollar terms and actually declined after allowing for price
increases.

The leveling off of expenditures for plant and equipment appeared
to be in large part the product of developments cumulating over a
long period. The sharp expansion in plant and equipment outlays in
the second half of the 1960's ultimately gave rise to a drop in the
rate of plant capacity utilization in manufacturing, which by the end
of 1969 had declined to 83.7 per cent. In 1970, as defense produc-
tion was reduced and consumer propensities to spend declined, ca-
pacity utilization rates dropped further—to 72 per cent by the end of
the year. With wage costs and the costs of external funds rising
sharply, business profits too came under pressure, and investment in-
centives were reduced. The weakening of investment incentives, how-
ever, was counterbalanced in part by the sharp drop in the cost of
capital—as represented by long-term interest rates—in late 1970 and
early 1971.

Other types of capital outlays were particularly responsive to
emerging tightness or ease in credit markets. Residential construction
expenditures, which had begun to decline in the second half of 1969,
continued to drop in the first half of 1970 in lagged response to the
reduced availability and higher cost of funds from private lenders.
The decline from mid-1969 to mid-1970 was less sharp than that
during the 1966-67 period of mortgage market tightness, however.
The fact that it was smaller reflected in part the expansion of Federal
support programs to provide more insulation of the housing market
from the effects of monetary tightness and in part a response to non-
monetary factors that sustained the demand for homes.

With the turn toward monetary ease in early 1970, availability of
funds in the mortgage market began to improve. The ensuing decline
in short-term market interest rates was accompanied by a sharp in-
crease in the net inflow of funds to savings institutions as the public
diverted savings from market instruments to interest-bearing deposits.
Although mortgage interest rates showed little net decline until late
in the year, when they began to drop significantly, the increased
availability of funds led to a rise in housing starts from a seasonally
adjusted annual rate of 1.25 million units in the first quarter to an
average of 1.75 million units in the fourth quarter. And outlays for
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residential construction turned up in the second half of the year. The
dollar rise in the fourth quarter was the largest in 3 years.

Purchases of State and local governments rose by only about the
same amount from 1969 to 1970 as they had the year before, de-
spite a 20 per cent increase in Federal grants-in-aid from 1969 to
1970. Normally, increases in such purchases have tended to acceler-
ate from year to year as the demand for public facilities and services
has expanded. But spending was held back in 1970 as a result of the
financing difficulties that many governments encountered in late 1969
and early 1970. Debt issues were difficult to place in view of the
tight position of commercial banks, which are principal buyers of
such issues; and in some cases governments were unable to issue
bonds because of restrictive interest rate ceilings imposed by State
regulations or public referenda. As 1970 progressed, however, the
easing in the availability of funds at banks helped to facilitate mar-
keting of a larger volume of issues. Since there is a substantial lag
between financing and actual spending, State and local government
capital outlays by year-end had not yet risen appreciably.

FEDERAL BUDGET

Demands by the Federal Government for goods and services moder-
ated in 1970. In fact, the total of such purchases, as measured in the
national income accounts, declined for the first time in 10 years. The
$2 billion year-over-year decline in defense spending reflected sub-
stantial reductions in real terms, including a reduction of 318,000
in the size of the Armed Forces and sizable cutbacks in orders and
deliveries of defense products. The budgetary reductions in defense
spending occurred despite a sizable increase in U.S. Government
compensation for military and civilian employees. Increases in pur-
chases of nondefense goods and services were minor. On the other
hand, Federal expenditures other than purchases rose by about $16.5
billion from 1969 to 1970, a record increase. In addition to the
larger grants-in-aid to State and local governments already noted, so-
cial security payments rose—a 15 per cent increase in benefits was
enacted in April retroactive to the first of the year—and medicare
programs and unemployment compensation also entailed larger dis-
bursements.
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Total Federal receipts, as measured in the national income ac-
counts, dropped by about $5 billion in 1970, reflecting principally
the effects of the elimination of the 10 per cent tax surcharge. In ad-
dition, however, growth in taxable income of businesses and consum-
ers was considerably below normal.

With receipts dropping and total expenditures continuing to rise,
the Federal sector of the national income accounts showed a deficit
of $11 billion in 1970, following a $9 billion surplus in 1969. The
unified budget also shifted into sizable deficit during the year, and
the Federal Government once again became a large net borrower in
credit markets.

The extent of the swing from budgetary surplus in 1969 to deficit
in 1970 was, as noted above, strongly influenced by the sluggish
pace of economic activity. To that extent it was not reflective of a
more active fiscal policy. But in addition, certain discretionary
changes—such as the reduction in tax rates—were undertaken that
moved fiscal policy in a somewhat more expansive direction.

TABLE 2: FEDERAL GOVERNMENT RECEIPTS AND EXPENDITURES

In billions of dollars

Item

Calendar year

1968 1969 1970

1970

IV

Federal Sector NIA basis
(Annual totals, or quarterly totals

at seasonally adjusted annual rates)

Receipts
Expenditures

Purchases of goods and services
Other

Surplus or deficit

Receipts
Outlays

Budget surplus, or deficit
Net cash borrowing

175.4
181.6
99.5
82.1
-6.2

200.
191.
101.
90.
9.

6
3
3
0
3

^195.
^206.
v 99.

^106.
P - 1 1 .

2
3
7
6
1

195.
197.
102.
95.
-1.

9
7
3
4
7

196
210
99
111
-14

.7

.9

.7

.2

.2

194.9
206.7
98.6
108.1
-11.8

•193.3
^209.9

^98.2
P i l l . 7
e-16.6

Unified budget
(Annual totals, or quarterly totals not seasonally adjusted)

169.4
185.5
-16.1
15.3

195
190
5

-2

.7

.3

.4

.6

190.
201.
-11.
11.

5
9
4
8

44.4
47.8
-3.5
2.0

58.
49.
8.

-6.

6
8
7
4

46.
54.
-7.
7.

5
3
8
4

41.1
49.9

- 8 . 9
8.9

e Estimate.
v Preliminary.
NOTE.—The Federal sector in the national income accounts measures Federal receipts and expen-

ditures as they directly affect private incomes in the national accounts. Thus it excludes all Federal lend-
ing, which affects private debt but not incomes. Also the timing in some transactions is on an accrual
basis; in others, on a delivery basis. Generally speaking, the unified budget includes lending by federally
owned agencies (but not that of federally sponsored corporations), and it records Federal transactions
on a cash basis.

12

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

1970



A measure of the extent of the change in fiscal policy is provided
by the "full employment" budget. There are a number of different
ways of measuring expenditures and receipts under the full employ-
ment concept, but all show a decline in the full employment surplus
from 1969 to 1970. According to the measure calculated by the
Council of Economic Advisers, the drop in the full employment sur-
plus was about $5 billion, but there was still a moderate surplus for
the calendar year 1970.

RESOURCE UTILIZATION AND PRICES

The weakening of aggregate demands for goods and services in 1970
was reflected, in turn, in reduced demands for labor. While reflecting
in part the effects of the auto strike, total civilian employment
showed practically no net change from the fourth quarter of 1969 to
the fourth quarter of 1970. Although growth was considerably less
than in 1969, the total labor force continued to expand substantially.
Growth in the civilian labor force was further raised by the reduction
in the size of the Armed Forces. The rate of unemployment rose
from an average of 3.6 per cent in the fourth quarter of 1969 to 5.9
per cent in the last quarter of 1970. For the year as a whole, it aver-
aged 4.9 per cent.

In manufacturing industries, employment by the end of 1970 was
down sharply—by about 1.3 million workers—from a year earlier.
During the year employment demands diminished over a broad spec-
trum of manufacturing, including both defense activities and civilian
industries. Layoffs affected production workers for the most part.

2. UNEMPLOYMENT RATE

1968 1969 1970

Bureau of Labor Statistics data.
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However, in view of the pressures on profit margins, businesses were
very sensitive to the need for reducing costs, and as a result employ-
ment of nonproduction workers too was cut substantially, especially
in the defense-products industry.

TABLE 3 : LABOR MARKET INDICATORS

Item

Total labor force
Armed Forces

Civilian labor force
Employed . . . .
Unemployed

Nonfarm employment (based on
payroll data):

Manufacturing
Production workers
Other

Private nonmanufacturing. . . .
Government

Federal
State and local

Change (in thousands of persons)
during year ending Q4:

1968

1,031
73

958
1,312
-353

439
315
124

1,440
425

- 2 3
448

1969

2,339
- 5 3

2,392
2,167

224

184
55

129
1,502

341
5

336

1970

1,331
-444

1,774
- 1

1,775

-1 ,455
-1 ,265

-190
364
453

- 6 6
518

Despite a weakening in demand for labor, upward wage pressures
continued strong, reflecting both the large number of union wage
contracts that came up for renewal and the attempts of both union
and nonunion workers to make up for previous—or to anticipate fu-
ture—cost-of-living increases. Compensation per manhour in the pri-
vate nonfarm sector of the economy increased by about 7 per cent
on the average in 1970, very little different from the increase in
1969, even though there was a reduction in overtime work.

In spite of the sizable further rise in compensation in 1970, unit
labor costs in the private nonfarm economy rose less than in 1969.
Output per manhour, after failing to show any improvement since
the first quarter of 1969, began to rise in the second quarter of
1970; the rise appears to have been interrupted in the fourth quar-
ter, but this was apparently the result of a sharp drop in production
related to the auto strike. The moderate rebound in productivity and
the slowing of growth in unit labor costs tended to ease, to some de-
gree, the pressures on profits resulting from the slackness in demands
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for industrial output and for services; still, the general pressures on
profit margins caused businesses to raise prices further.

Progress toward containing the rate of inflation was slow. The rate
of increase in wholesale prices of industrial commodities diminished
somewhat, from an average annual rate of 3.8 per cent in the first
half of the year to 3.4 per cent in the second half. However, prices of
finished goods rose sharply in the fourth quarter in reflection of up-
ward adjustments in passenger car prices. But nonfood crude mate-
rials, excluding fuels, declined in price during the last three quarters
of the year. The consumer price index rose somewhat more moder-
ately in the second half of the year than it had in the first half,
largely as a result of an increase in food supplies, mainly meat.

Although the increase in average consumer prices moderated some-
what, there were a number of areas—such as construction costs—
in which price increases, reflecting the upward momentum gathered
over the past several years, continued to be very strong. Nevertheless,
as measured by the private GNP implicit deflator, the rate of price
increase over-all seems to have leveled off during the year, if rough
allowance is made for the technical effects of the auto strike on the
composition of fourth-quarter output and hence on the computation
of the deflator.

TABLE 4: PRICE CHANGES

In per cent

Category

Wholesale prices, total
Industrial commodities

Crude materials 2

Finished goods
Farm products, processed

foods, and feeds

Consumer prices, total
Food
Other commodities (less food).
Services

GNP, private implicit deflator. .

Year

1967

.9
1.9
1.0
2.4

- 1 . 8

3.0
1.2
3.2
3.9

3.0

1968

2.8
2.6

- 1 . 3
2.4

3.5

4.7
4.3
3.7
6.1

3.8

1969

4.7
3.9
7.3
3.4

7.3

6.1
7.2
4.4
7.4

4.7

1970

2.3
3.6

- 1 . 2
4.3

- 1 . 2

5.5
2.2
4.8
8.2

5.0

1970 annual rate*

D e c -
Mar.

4.0
3.1
9.5
2.8

6.8

6.3
5.4
2.9

11.2

5.3

Mar.-
June

1.1
4.5

- 2 . 6
2.8

- 9 . 9

5.8
1.3
6.4
7.3

4.1

June-
Sept.

3.9
2.9

- 7 . 3
2.8

8.9

4.2
1.4
3.7
7.2

4.7

Sept.-
Dec.

.4
3.8

- 3 . 8
8.8

- 9 . 2

5.7
.9

6.4
7.0

5.8

1 Compounded.
2 Excludes foods, feeds, and fuels.
NOTE.—All data are seasonally adjusted except for crude materials and finished goods in wholesale

prices and services in consumer prices. Annual changes calculated December to December, except for
deflator for which quarterly data are used throughout.

15

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

1970



BALANCE OF PAYMENTS
There were divergent trends in the current and capital accounts of
the U.S. balance of payments during 1970. In the first half of the
year the trade balance strengthened considerably, under the influence
of lessened demand pressures here and a high level of activity in
most industrial countries. However, the trade surplus declined after
midyear as imports rose further despite the growing slack in the U.S.
economy, while exports fell off somewhat in response to an easing of
the rate of expansion abroad. On the other hand, net outflows of
long-term capital were very large in the first half, as U.S. direct
investors placed large amounts abroad while foreign investors were
net sellers of U.S. corporate stocks. Foreign purchases of equity se-
curities were resumed on a substantial scale in June, and the outflow
of funds from U.S. corporations for direct investment abroad ap-
peared to be much less in the second half of the year.

In total, the liquidity measure of the U.S. balance of payments
showed a small improvement in 1970—registering a deficit of about
$5 billion, or $1 billion less than in 1969 (balances adjusted to ex-
clude special transactions and, in 1970, the allocation of SDR's).
Gains in the liquidity balance reflected primarily an improvement in

TABLE 5: U.S. INTERNATIONAL TRANSACTIONS

In billions of dollars, seasonally adjusted

Item

Goods and services, net
Exports
Imports

Trade balance
Services, net

All other transactions corresponding to
liquidity basisl

Liquidity balance adjusted1,2

Liquid liabilities to:
Foreign commercial banks
Other private foreigners3

Official settlements balance adjusted1,2. . .

1969

1.9
36.5

-35.8
.6

1 .3

-7.9

-6.0

9.2
- . 5

2.8

1970*

3.6
42.0

- 3 9 . 8
2.2
1.4

- 8 . 5

- 4 . 9

- 6 . 5
.3

- 1 1 . 0

10.2
- 9 . 7

.5

.3

-2.1

-1 .3

-1 .9

- 3 .2

1970

II III

1.1
10.7

-9 .9

- 3 . 2

- 2 . 1

- . 1
.1

- 2 . 1

1.0
10.7

-10.0
,7
.3

- 1.7

- . 7

- 1 . 4
- . 1

- 2 . 1

IV «

.7
10.4

-10.3
.1
5

- 1 .5

- 3 . 1

.3

- 3 . 6

' Estimated.
1 Excludes special transactions.
2 Excludes SDR allocation.
3 Includes international organizations.
NOTE.—Details may not add to totals because of rounding.
SOURCK.—Survey of Current Business and Federal Reserve estimates.
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the trade balance from a slim $0.6 billion surplus in 1969 to a sur-
plus of about $2.2 billion in 1970, plus somewhat larger net receipts
of investment income.

A major feature of the U.S. accounts in 1970 was a net reduction
of more than $6 billion in liabilities of U.S. banks to foreign com-
mercial banks through their branches. These borrowings had been
built up mainly in 1969 when monetary restraint and the low level
of Regulation Q ceiling rates relative to domestic market rates had
limited the growth of bank liabilities to domestic holders. As funds
borrowed from abroad were returned to the Euro-dollar market, the
dollar holdings of foreign monetary authorities grew rapidly. Conse-
quently, the balance on the official reserve transactions basis (ex-
cluding special transactions and the allocation of SDR's) registered a
deficit of $11 billion, reversing the $2.8 billion surplus of 1969.

INSTRUMENTS OF MONETARY POLICY

During 1970, as usual, the Federal Reserve relied mainly on open
market operations in encouraging growth in the monetary aggregates
and easier credit market conditions. But it also used other monetary
policy instruments as the stance of policy was adapted during the
year to emerging sectoral, liquidity, and balance of payments prob-
lems.

Early in the year the Board of Governors announced an across-
the-board increase in the maximum interest rates payable by member
banks on time and savings deposits. The realignment was part of a
coordinated move on the part of the Board, the Federal Deposit In-
surance Corporation, and the Federal Home Loan Bank Board that
involved general increases in ceiling rates on deposits at both banks
and nonbank thrift institutions. In addition to an upward scaling
of ceilings by maturity on both large time CD's and—for the first
time—consumer-type time certificates, maximum rates payable on
savings deposits at commercial banks were raised for the first time in
several years. This latter change reflected efforts to introduce greater
equity into rates payable for smaller savings balances.

More broadly, these actions were designed to bring rates payable
by banks and other savings institutions for deposits more into line
with rates prevailing at the time on competing market securities. It
was expected that the realignment of deposit rates with market rates
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would help to generate the deposit funds needed to finance a moder-
ate pick-up in the growth of credit flows through financial institutions.

In May and June, Federal Reserve authorities took several actions
to assure that the System would fulfill effectively the oldest and most
traditional central banking function—that of serving as lender of
last resort and of alleviating liquidity squeezes. In that period U.S.
money and capital markets were experiencing unusual strains.
Among the causes of these tensions were heavy corporate demands
for long-term credit, expectations of a large volume of borrowing by
the U.S. Treasury in the latter half of the year, concern that some
prominent firms were financially over-extended and might not be
able to refinance their short-term obligations, a sharp drop in stock
market prices, and unsettlement arising from the unexpected U.S. in-
volvement in Cambodia. While anxieties in financial circles that a
general liquidity squeeze was emerging proved to be clearly exagger-
ated, it is true nonetheless that their net effect was to cause a sharp
increase in over-all demand for liquidity. In view of these market
uncertainties and liquidity strains, open market policy gave first pri-
ority in this period to moderating pressures on financial markets.
And in May the Board of Governors reduced margin requirements
on equities from 80 to 65 per cent, and on convertible bonds from
60 to 50 per cent.

In recognition that pressures might pyramid in the commercial
paper market after a major railroad filed for reorganization in mid-
June, the authorities supplemented their efforts to ameliorate market
strains through open market policy with other policy measures. It
was made clear that the Federal Reserve discount window would be
available to assist banks in meeting the needs of businesses unable
to roll over their maturing commercial paper. Also the Board of
Governors moved promptly to suspend maximum rate ceilings on
large-denomination CD's with maturities of 30 to 89 days.

This action enabled banks to obtain funds that investors had be-
come reluctant to place in other markets and to rechannel these
funds to borrowers previously dependent on the issuance of commer-
cial paper. Aided by these Board actions, banks responded effec-
tively to the midyear shifts in demands for funds, and the widespread
concern that a lessening of investor participation in the commercial
paper market might trigger a series of business bankruptcies sub-
sided.
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In mid-August, after conditions in the commercial paper market
had calmed, the Board announced the application of a 5 per cent re-
serve requirement against funds obtained by member banks through
the issuance of commercial paper by their affiliates. This action was
designed to put bank-related commercial paper, which is typically is-
sued in denominations of $100,000 or more, on a substantially equal
footing—in terms of reserve requirements—with large negotiable
time CD's. A somewhat similar proposal, with a higher reserve re-
quirement, had been published for comment in January, but given
the interim course of economic and financial developments, circum-
stances were not appropriate for its adoption.

The extension of reserve requirements to bank-related commercial
paper was accompanied by a reduction from 6 to 5 per cent in the
reserves that member banks must hold against time deposits in ex-
cess of $5 million. These two actions, in combination, resulted in a
net reduction in required reserves of about $400 million for the
banking system as a whole. Most of the reduction in reserves af-
fected banks that might be expected to be relatively active lenders in
markets for mortgages and State and local government securities.

An additional reserve requirement action, announced at the end of
November, was designed to have an effect on the balance of pay-
ments. In the closing months of the year further declines in U.S.
short-term interest rates were sharply increasing the relative costs for
major U.S. banks of borrowing Euro-dollars in lieu of domestic
short-term funds. This widening of rate spreads threatened to cause
large U.S. bank repayments of Euro-dollar borrowings, and a conse-
quent deepening of the very large official settlements deficit in the
U.S. balance of payments.

Therefore, to temper Euro-dollar reflows, the Board of Gover-
nors amended Regulations D and M to increase—from 10 to 20
per cent—the reserve ratio required on Euro-dollar borrowings ex-
ceeding the average level that is reserve-free. This reserve-free base
declines as the average level of Euro-dollar borrowings is reduced
below a line established for the individual bank. The doubling of the
reserve ratio was expected to moderate further outflows of bank-held
Euro-dollars by enhancing the prospective value of existing reserve-
free bases.

After April 1969 market interest rates had moved well above the
discount rate, but by October 1970 declines in such rates had again
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brought the discount rate about in line with the market. When
short-term market rates then dropped below the discount rate during
November, the Federal Reserve lowered the discount rate to bring it
into closer alignment with market rates. Effective November 11 and
December 1, the rate was reduced from 6 to 5Vi per cent. These
were the first changes in the discount rate since April 1969, and the
first cuts since a VA percentage point reduction in mid-August 1968,
and before that a V2 percentage point reduction in early April 1967.
Two further reductions of lA percentage point in the discount rate
were made in early 1971, as short-term market rates dropped fur-
ther, and at the end of January 1971 the discount rate was 5 per
cent.

MONETARY AGGREGATES

In the latter half of 1969 growth of the narrowly defined money
stock had slowed to a virtual halt, and bank credit—as measured by
the adjusted bank credit proxy—had contracted slightly. In moving
from a restrictive to a more expansionary monetary policy in early
1970, the Federal Open Market Committee sought to achieve mod-
erate growth in money and bank credit. To implement its policy of
encouraging more rapid growth in such aggregates, the Committee
placed somewhat greater emphasis on the monetary aggregates in the
operating instructions given to the System Account Manager for
guidance in the day-to-day conduct of open market operations. The
Committee did not decide to pursue fixed target rates of growth of
the monetary aggregates in any exclusive sense, however, and it con-
tinued to adjust its stance as required to meet other policy objec-
tives—for example, the need already noted to cope temporarily with
liquidity strains and undue pressures in security markets.

Reflecting the diversity of operating targets, the large variations
often found in month-to-month deposit data, and what seemed to be
temporary but sharp shifts in the public's willingness to hold cash,
the growth rate of the narrowly defined money stock in 1970 some-
times fluctuated fairly widely. Over the year as a whole, however, the
money stock expanded by 5.4 per cent. During each of the first three
quarters of the year the annual rate of growth averaged close to 6 per
cent. Although the growth rate then dropped to about 2 per cent on
the average in October and November, when demands for money
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TABLE 6: CHANGES IN SELECTED MONETARY AGGREGATES

Item

Total reserves
Concepts of money:

M i (Currency plus demand
deposits i)

M2 (M 1 plus time deposits at
commercial banks other
than large time CD's)

M 3 (M 2 plus deposits at non-
bank thrift institutions)....

Bank credit:
Bank credit proxy adjusted2. .
Loans and investments of

commercial banks3

Memo items on short-term
market p ap er:

Large time CD's at banks . . . .
Euro-dollar borrowings
Bank-related commercial pa-

per and other nondeposit
sources

1968 1969 1970

1969

1st H 2nd H

1970

l s t H 2ndH

In per cent; quarterly figures, at seasonally adjusted annual rates

7.8

7.8

9.4

8.4

9.8

11.0

- 1 . 6

3.1

2.4

2.8

.2

4.0

6.4

5.4

8.2

7.9

8.3

7.4

.7

5.1

5.1

5.1

1.6

5.1

- 3 . 9

1.2

- . 4

.4

- 1 . 2

2.9

- . 2

5.9

5.9

5.3

3.5

4.5

13.0

4.8

10.2

10.2

12.9

10.1

In billions of dollars

2.9
2.6

- 1 2 . 8
6.8

«5.9

14.8
- 6 . 0

- 2 . 4

- 8 . 2
4.8

«2.8

- 4 . 6
2.0

3.1

2.0
- 1 . 9

2.6

12.8
- 4 . 1

- 5 . 0

« Estimated.
1 Currency held outside the Treasury, F. R. Banks, and the vaults of all commercial banks, plus

demand deposits other than interbank and U.S. Government.
2 Total member bank deposits subject to reserve requirements, plus Euro-dollar borrowings, bank-

related commercial paper, and certain other nondeposit items. This series for deposits is referred to as
"the adjusted bank credit proxy."

3 Based on month-end figures. Includes loans sold outright to affiliates and branches.

were temporarily affected by the dampening effect of the auto strike
on economic activity, in December it again moved up to 6.2 per
cent.

Broader measures of the money stock—which encompass various
types of time and savings deposits as well as private demand deposits
and currency, such as the M2 and M3 concepts listed in the accom-
panying table—showed substantially more rapid growth in 1970 than
Mi (narrowly defined money stock). Moreover, the growth in these
aggregates accelerated in the second half of 1970. As already noted,
the stage had been set for expansion in these other measures when
ceiling rates of interest were increased in January for time and sav-
ings deposits at all types of thrift institutions.

As market interest rates moved down toward, and below, these
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higher ceilings, savings inflows accelerated at both bank and non-
bank thrift institutions. Although this pick-up began as early as Feb-
ruary, the inflow gained momentum during the second quarter and
was most pronounced after midyear. The late June suspension of
ceiling rates on large short-maturity bank CD's triggered an abrupt
increase in such instruments during the third quarter. And for the
year as a whole the total growth in CD's more than offset the sharp
contraction that had occurred in 1969.

The expansion was not limited to CD's, however. Consumer-type
time and savings accounts at banks grew nearly as much as CD's in
the third quarter, and for the year as a whole their expansion was
substantially larger than that of CD's. A somewhat similar growth
pattern was evident at savings and loan associations and, with some
lag, at savings banks as well. Apparently consumers were encouraged
to add to liquidity in these forms by several factors: the dramatic
improvement of yields on such accounts relative to market rates; a
desire to maintain their financial asset holdings in risk-free form; and
a more conservative attitude on their part toward spending, as over-
time hours of work dropped and unemployment widened.

To a considerable extent the rapid growth of large CD's indicated
that banks were using this less costly and more convenient means of
obtaining funds instead of borrowing through the Euro-dollar market
or issuing bank-related commercial paper. After the Board an-
nounced the extension of reserve requirements to bank-related com-
mercial paper, the volume of such paper outstanding declined by
$5.2 billion through December. And over the full year, as domestic
markets for short-term funds became relatively more attractive, major
banks reduced their Euro-dollar borrowing by more than $6 billion.
Nevertheless, when bank funds from these sources are added to de-
posits, as in the adjusted bank credit proxy, the growth in this com-
prehensive measure was still sizable—more than 8 per cent for the
year, as compared with less than one-half of 1 per cent for 1969.
Moreover, growth in bank credit—like that in the broader measures
of money and liquidity—accelerated in the second half of 1970.

The total reserves that support aggregate member bank deposits
grew by 6.4 per cent in 1970; expansion was especially rapid in the
second half of the year. Nonborrowed reserves provided to banks
through open market operations rose more rapidly than the total, as
member banks reduced their borrowings at Federal Reserve Bank
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discount windows from around $1 billion early in 1970 to a range of
$200 million to $300 million at the year-end. Over the same period
net borrowed reserves (excess reserves less borrowings) dropped
from around $800 million to virtually zero, with excess reserves ris-
ing modestly over the year as short-term interest rates—representing
the cost of holding excess reserves—declined sharply.

Part of the rapid expansion in bank credit in 1970 represented a
channeling of funds through the banking system, whereas in 1969
funds had been going directly into market securities. Perhaps the
most dramatic illustration of this rechanneling process occurred dur-
ing the squeeze on the commercial paper market in late June and
July when outstanding nonbank commercial paper declined by more
than $2 billion in the course of a few weeks, while bank CD's and
loans to businesses and to finance companies showed a marked ex-
pansion.

Although movement of funds back into banks and into nonbank
savings institutions was an important aspect of credit flows in 1970,
there was also an increase in the over-all availability of credit and in
the actual amount of funds raised, as both institutions and direct
market participants became more willing lenders. Total funds raised
by nonfinancial sectors rose by about $14 billion (annual rate)—or
16 per cent—from the second half of 1969 to the second half of 1970,

TABLE 7: FUNDS RAISED BY NONFINANCIAL SECTORS

In billions of dollars; half-year figures, at seasonally

Sector

Total

U S. Government

Total, other nonfinan. sectors1..
State and local govt. issues

Nonfinancial corporate business:
Bonds and stocks
Mortgages
Commercial paper
Bank loans

Consumers:
Consumer instalment debt. . . .
Mortgages . . . . .

1968

97.4

13.4

84.1
10.2

12.1
5.8
1.6
9 6

9.0
16.0

1969

88.2

- 3 . 6

91.9
8.9

16.4
4.3
2.7

10 9

8.3
17.4

adjusted annual rates

1970

96.1

11.9

84.2
12.6

27.9
5.0
2.8

3.0
13.0

1969

1st H

88.8

- 9 . 3

98.1
10.0

14.8
4.6
3.8

13 4

8.9
18.0

2nd H

87.8

2.0

85.8
6.9

17.9
4.0
1.5
8 3

7.9
16.7

1970

1st H

89.1

8.7

80.4
10.1

24.6
4.5
3.1
3 9

4.3
13.5

2nd H

101.5

13.6

87.9
15.1

31.2
5.5
2.4

— 3 9

1.7
14.6

1 Includes borrowing other than the types shown below.
NOTE.—Flow of funds data.
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over a period when interest rates were showing substantial declines.
The increase in funds raised reflected larger borrowings by the U.S.
Government, while funds raised by other sectors were little changed
between the two periods.

INTEREST RATES AND CREDIT FLOWS
Declines in U.S. short-term market rates of interest in 1970 were the
most dramatic in absolute terms for any year in the postwar period.
The reductions ranged from about 3 to 4 percentage points, or from
about one-third to nearly one-half of their levels prevailing in De-
cember 1969. Declines in long-term market rates, while also large,
ranged only from about one-tenth to nearly one-fourth of their De-
cember 1969 levels, although this amounted to 1 to IVi percentage
points in yield. As a result of their much wider swing, short-term
rates generally moved from a position of historically wide spreads
above, to one of wide spreads below, long-term rates.

TABLE 8: CHANGES IN SELECTED INTEREST RATES, 1970

In basis points

Series

Short-term:
Federal funds
Treasury bills
Commercial paper
Euro-dollars.

Long-term:
Corporate Aaa
U.S. Govt
State and local govt

Total,
Dec'69

to
Dec.'70

-407
-295
-311
-384

- 9 5
-126
-136

Dec'69
to

Mar.'70

-121
-119
i - 7 8
-221

- 1 5
- 5 8
- 7 9

Mar.'7O
to

spring
high

+ 34
+20

i +23
+ 51

+ 51
+ 84
+97

Oct.'70
to

Dec.'7O

-130
- 1 0 4
-112
- 6 9

- 8 3
- 9 4
- 9 3

1 Periods used are December to April and April to the spring high,
since changes in this series lagged behind the changes in other short-
term rates.

NOTE.—Changes are calculated from monthly averages. Treasury
bills, 3-month market yield; commercial paper, 4-6 months; Euro-
dollars, 3-month; corporate Aaa, new issues, FRB series; U.S.
Govt., 10-year constant maturity; State and local govt., from the
Bond Buyer.

The pattern of change within the year was also somewhat different
for short- as compared with long-term rates, although rate declines
in both maturity sectors during the first quarter were generally typi-
cal of what might be expected at a cyclical downturn in rates. In the
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second quarter, even though interest rates rose in both short- and
long-term markets, the size of the increase was much larger in long-
term markets, where yields rose to new highs. By midsummer short-
term rates had generally dropped through the lows reached in the
first quarter, while long-term rates had declined considerably less. In-
deed, most of the total decline in long-term market rates in 1970 oc-
curred during the last 2 months of the year. In early 1971 both
short- and long-term rates declined considerably further.

This varied pattern of interest rate behavior in 1970 reflected the
interaction of shifting market expectations and actual credit flows.
During the first quarter, for example, as it became evident that real
GNP was declining and the Federal Reserve was promoting some
easing in credit market conditions, financial market sentiment
strengthened dramatically, particularly after banks lowered their
prime rate by Vi percentage point. But as often happens in financial
markets, evidence that emerged in the second quarter did not seem
to support the expectations that had helped to bring about the first-
quarter rate declines. News concerning the economy seemed to indi-
cate that the downturn in real GNP was about over. With progress
in controlling inflation also disappointing and the Cambodian incur-
sion creating general unsettlement, question was raised whether fur-
ther easing of monetary policy could be expected.

As short-term market rates rose, banks' access to funds through
CD's was again curtailed. In these circumstances the heavy forward
calendar of corporate and municipal borrowing, the large prospective
volume of U.S. deficit financing in the second half of the year, and
the growing concern that some major firms were financially over-
extended, all contributed to an abrupt weakening of market psychol-
ogy. In the face of this sharply changed outlook, borrowers actually
coming to market had to pay substantially higher rates.

Accompanying the strains in security markets in the second quar-
ter, depositary institutions generally experienced a noticeable im-
provement of deposit flows as consumers placed a greater premium
on risk-free financial assets. These flows permitted the commercial
banking system to add significantly to liquid asset positions. After
midyear, with the suspension of rate ceilings on short-maturity time
CD's and the relaxation of tensions in the commercial paper market,
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3. SHORT- AND LONG-TERM INTEREST RATES

1968 1969 1970 1968 1969 1970

market interest rates turned down again, and deposit flows to banks
became much larger, as noted earlier. In addition to financing the
large volume of business and finance company borrowing transferred
from the commercial paper market to the banks, these enlarged de-
posit flows permitted a substantial further expansion in bank hold-
ings of U.S. Government and of State and local government securi-
ties. In this way the heavy increases in borrowing by these two levels
of government during the second half of 1970 were financed at
generally declining rates.

During the summer months—perhaps because of the large amount
of refinancing by borrowers who were transferring out of the com-
mercial paper market—banks generally presumed that underlying de-
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mands for business loans were still strong. Hence, there was no sig-
nificant relaxation of loan terms, even though bank liquidity
increased greatly. But by mid-September, when corporate tax pay-
ments became due, it became apparent that business borrowing at
banks had dropped off sharply, and shortly after that, banks cut the
prime rate by another Vi percentage point to IV2 per cent. Never-
theless, there was still considerable uncertainty about the underlying
strength of business loan demand, for the trend in such lending was
being obscured by the effects of the auto strike and also by the large
repayments of loans arising from the heavy volume of corporate
financing then under way in capital markets. In the expectation that
these two temporary drags on loan growth would soon end, bankers
tended to hold off on further reductions in the prime rate.

In November and December, however, with no sign of any signifi-
cant pick-up in demand for loans and with plenty of liquidity, banks
reduced the prime rate further, in a series of lA percentage point
changes, from IV2 to 63A per cent by the year-end. The Federal
Reserve discount rate was also reduced in this period. And there
were further general declines in both short- and long-term market
rates, even though the volume of new corporate and municipal bond
offerings remained very large. Moreover, earlier accumulations of
savings flows, liquidity, and commitments at nonbank thrift institu-
tions were finally reflected in widespread reductions in interest rates
on mortgages—including a cut, from 8V2 per cent to 8 per cent, in
the ceiling rate on federally underwritten mortgages.

These declines continued into 1971. The bank prime rate was cut
successively from 63A to 6 per cent; the Federal Reserve discount
rate was reduced further in two steps from 5Vi to 5 per cent; and
the FHA-VA mortgage rate ceiling was reduced in mid-January from
8 to IV2 per cent. •
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JVages, Productivity,
and Prices
In view of the sluggishness of the economy, the main thrust of mone-
tary policy during 1970 was directed toward achieving financial con-
ditions that would stimulate demands for goods and services. At the
same time, however, persisting inflationary pressures, generated
mainly from the cost side, remained a very serious problem for the
economy and a threat to the efficiency of its future performance.
Thus, the interrelationships among wages, productivity, and prices
that appear to be developing are critical factors in appraising the
progress being made toward setting the stage for sustainable, non-
inflationary economic growth.

In the latter half of the 1960's, excess demand persisted for an ex-
ceptionally long period, with the unemployment rate dropping and
remaining below 4 per cent. Strong demands for goods and services
exerted upward pressures on prices, and the associated competition
for labor resulted in sizable wage increases, which on the average ex-
ceeded gains in productivity. Price and wage increases became mu-
tually reinforcing in an upward spiral.

During the latter half of 1969 and early 1970, the demand-pull
component of the inflationary spiral was broken. Total real output of
goods and services rose only moderately in 1969, and indeed had de-
clined in the fourth quarter. In 1970 demands for goods and services
continued weak while productive capacity continued to expand; there
was a marked further reduction in the rate of capacity use in manu-
facturing and a considerable easing in labor markets. Under these
circumstances, the persistent increase in 1970 in the principal in-
dexes of prices resulted, for the most part, from continued pressures
associated with costs. The dominating role of costs in the further
price increase is indicated by the sharp decline in the ratio of prices
to unit labor costs in manufacturing. This ratio, which had reached
a high of 105 (with 1957-59 as 100) in the strong demand-pull
inflation of 1965-66, had dropped to 97 by the end of 1969, and
then declined further to 95 by the end of 1970. Concurrently with
the decline in this ratio, after-tax profits per dollar of sales in

28

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

1970



manufacturing declined in 1970 to levels near the lows reached in
the recessions of 1957-58 and 1960-61.

Nevertheless, some progress was made in 1970 toward moderating
cost pressures. For the private economy as a whole, the rise in over-
all unit labor costs was smaller from the third quarter of 1969 to the
third quarter of 1970 than over the preceding year—5.5 per cent as
compared with 7 per cent. To avoid the distorting influence of the
strike in the auto industry, Chart 4 shows changes between the third
quarters of 1969 and 1970, rather than between fourth quarters as
in preceding years. In the manufacturing sector, however, unit labor
costs apparently increased more in 1970 than in 1969.

4. OUTPUT PER MANHOUR AND RELATED DATA
PERCENTAGE CHANGE

OUTPUT
PER MANHOUR _

COMPENSATION
PER MANHOUR _/

UNIT -
LABOR COSTS

1966 1968 1970
Bureau of Labor Statistics data for the total private economy. Changes are from fourth

quarter to fourth quarter—except for 1970, which is from third to third.

The deceleration of the rise in unit labor costs in the private econ-
omy as a whole in 1970 was attributable to a resumption of produc-
tivity gains. After having shown little net change over 1969, output
per manhour—accompanying gains in real output—rose appreciably
in the second and third quarters of 1970; the annual rate of gain in
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these two periods averaged about 4 per cent. Productivity in manu-
facturing also improved in that period, although the gain in output
per manhour was a little less for that sector of the economy. It is
difficult to evaluate the extent to which progress may have continued
in the fourth quarter because sharp cutbacks in output resulting
from the auto strike distorted the aggregate productivity figures at
that time.

The increase in productivity during the middle quarters of 1970 is
somewhat atypical since the largest gains in output per manhour are
usually achieved during periods of rapid growth in output. However,
the increase in real GNP was quite small in the second and third
quarters, and manufacturing output was declining. Nevertheless, pro-
ductivity gains were achieved as the sluggishness of demands, cou-
pled with continued advances in costs, induced management to adopt
unusually stringent economy measures. These measures included a
careful scrutiny of overhead costs and a paring of conventional man-
agement perquisites, in addition to an intensive review of labor force
needs.

There was, as part of such a review, a sizable reduction in the
number of salaried (nonproduction) workers in manufacturing—espe-
cially in defense-related industries—as well as a cyclical decline in
demands for production workers. In trade, finance, and services a
similar review seems to have been going on, since the increase in
employment in these industries in 1970 was substantially smaller
than in prior years. The efforts to keep costs under control seem
likely to persist; in any event, productivity typically increases faster
in periods of cyclical upswing than during periods of recession or of
sluggish aggregate demands.

While productivity has shown indications of a faster rate of gain,
strong cost pressures are still persisting as hourly labor compensation
(which includes wages, salaries, and fringe benefits) has continued
to increase rapidly for the private economy as a whole. But while the
increase in hourly compensation from the third quarter of 1969 to
the third quarter of 1970 was not much different from that over the
preceding year, it was smaller than during 1968. In the manufactur-
ing sector, however, the aggregate increase in hourly compensation
during 1970 was larger than over the preceding year, even though
the rise was held down by reduced overtime pay resulting from a
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shorter workweek and also by a shift away from the relatively high-
pay durable goods industries.

Large and widely distributed increases in wage rates in 1970 in
the face of declining employment and sharply rising unemployment
reflect in part a lagged response to past increases in consumer prices
and in part expectations of substantial future price increases—
expectations that have become well entrenched after the experi-
ence of the past several years. In recent years average advances
in compensation per manhour in the private economy—and in the
manufacturing sector—have been only a little in excess of increases
in consumer prices.

Despite the behavior of the averages cited above, wages in some
sectors have shown some response to slack demands and soft labor
markets. Thus, it appears that the average wage gain of nonunion
workers slowed in 1970. For such employees, wage adjustments are
commonly made each year rather than in the multiyear negotiations
that are typical of contracts involving unionized workers. In part be-
cause of this, wages in the nonunion sector appear to respond more
quickly to cyclical changes in the demand for labor.

Nonunion workers are heavily concentrated in retail trade, finance,
and other services. There was a marked slowing in 1970 in the ad-
vance of average hourly earnings in trade. On the other hand, the
rise in average hourly earnings of construction workers remained ex-
ceptionally large—with year-over-year increases averaging 9 per cent
in both 1969 and 1970. The substantial increase in earnings of this
group reflects mainly the extraordinarily large increases for union
workers. In manufacturing too, union workers received larger in-
creases on the average in 1970 than did nonunion workers; further-
more, relatively more union than nonunion workers received wage
increases—two-thirds as compared with only about one-third.

There has been a substantial escalation since 1968 in the size of
wage increases negotiated in collective bargaining settlements—not
only for first-year wage increases but also for the life of the contract.
The increases provided in 1970 to cover the second and third con-
tract years were well above the long-term trend of growth in produc-
tivity. Moreover, there has been some shift—after a lapse of many
years—toward the incorporation in long-term contracts of escalator
provisions based on the consumer price index and an insistence, as in
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PERCENTAGE CHANGE
8

5. AVERAGE HOURLY EARNINGS
ERC

PRIVATE NONFARM

MANUFACTURING

1970

Change from corresponding quarter a year earlier, calculated from Bureau of Labor
Statistics data, without seasonal adjustment.

recent contracts in the automobile industry, on an unlimited escala-
tor. Since the amounts involved in such increases are, of course, un-
known, they are not reflected in the data on the size of settlements
negotiated. Relatively few workers are covered by escalator clauses;
at the beginning of 1971 only about 3 million workers were covered
by cost-of-living clauses providing for adjustments in wage rates tied
to increases in the consumer price index.

In 1971 new wage agreements will be negotiated for nearly 5 mil-
lion workers under major contracts in private nonfarm industries;
this will make 1971 the second successive year of heavy collective
bargaining activity. In the 1960's the largest number of workers cov-
ered by major contract settlements had been 4.6 million—in 1968.
Moreover, in 1971 another 5.3 million workers already covered by
multiyear contracts will receive deferred wage increases averaging
7.8 per cent—exclusive of cost-of-living increases—compared with
an average deferred wage increase of 5.6 per cent in 1970.

The persistence of strong upward wage pressures raises questions
concerning the extent to which market forces will moderate cost in-
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TABLE 9: WAGE RATE ADJUSTMENTS IN MAJOR
COLLECTIVE BARGAINING SETTLEMENTS

Mean percentage increases

Item

All private nonfarm industries:
Over life of contract

First year
2nd and 3rd year average.. .

Manufacturing:
Over life of contract

First year
2nd and 3rd year average...

Construction:
Over life of contract

First year
2nd and 3rd year average.. .

1968

5.9
7.4
5.2

5.2
7.0
4.3

8.6
8.7
8.5

1969

7.6
9.2
6.8

6.0
7.9
5.1

13.1
13.1
13.1

1970

8.9
11.9
7.4

6.0
8.1
5.0

14.7
18.3
12.9

NOTE.—BLS data. Major settlements are those affecting 1,000
workers or more.

creases as economic recovery proceeds in 1971. It seems likely that
some cost abatement will develop, in part as a result of the business
economies already undertaken and in part because the widely antici-
pated upturn in aggregate output may be associated with gains in
productivity that are more rapid than those in recent years. But the
underlying strength of wage demands, if they persist well in excess of
likely gains in productivity, would pose a major threat to the con-
tainment of price inflation, not only for 1971 but also over the
longer run. •
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Consumer Attitudes
and Behavior
Consumers in 1970 slowed their rate of spending relative to income
and shifted their savings toward more liquid forms, particularly de-
posits with banks and nonbank savings institutions. While declining
yields on market securities were a major factor in the shift in the
form of consumer financial saving, the emphasis on liquidity and
risk-free assets was probably also an aspect of the development of
more cautious attitudes on the part of consumers over the course of
the year.

The bearishness of consumer sentiment in 1970 was indicated
both by actual behavior and by various attitudinal surveys taken dur-
ing the year. Two factors in particular—high and rising prices and
job uncertainties—led to conservative spending behavior. In conse-
quence, consumer spending increased less rapidly in 1970 than in the
previous year, even though gains in disposable personal income had
been relatively larger until the fourth quarter, when strike effects

6. CONSUMER INCOME AND EXPENDITURES

DISPOSABLE INCOME

CONSUMER EXPENDITURES:

PERCENTAGE CHANGE

1965 1966 1967 1968 1969 1970

Change from fourth quarter to fourth quarter-
third—based on Dept. of Commerce data.

except for 1970, which is from third to
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7. SAVING RATE

i

1966

Dept. of Commerce data.

1968

held down the income flow. In Chart 6, which shows changes in dis-
posable income and consumer outlays, the changes for 1970 are
measured from the third quarter of 1969 to the third quarter of
1970 in order to avoid the effects of the auto strike.

In current-dollar terms the percentage increase was less for con-
sumer outlays than for income in 1970—in contrast to the previous
2 years. The slowed pace of consumer spending was even more
marked in constant-dollar terms, as prices continued to rise rapidly.

As the advance in spending was curtailed, the rate of personal
saving rose. For the year 1970 as a whole, the saving rate averaged
7.3 per cent, as compared with 6 per cent in 1969. The rate for
1970 was high in terms of experience in most years since World War
II. In the past decade, that rate had been exceeded in only one cal-
endar year—1967.

A number of influences contributed to the sharp increase in the
saving rate in 1970. The sharpest jump occurred in the second quar-
ter when the rise in disposable income was exceptionally large be-
cause of retroactive social security benefits and a retroactive Federal
pay increase. A lag in adjusting spending to such a large and con-
centrated rise is to be expected, but other developments probably
also contributed to the rise. Prices of common stocks broke sharply
further in the early months of 1970, with the low reached in May.
Both market participants who had suffered substantial losses and
others who were concerned about what the break might mean for the
economy probably curtailed their spending on this account.
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Adding to these uncertainties in the spring were the widely publi-
cized difficulties of some well-known corporations. Social tensions
and crises abroad also were prevalent in the spring. Then as the year
progressed, there were growing uncertainties associated with weak-
ness in the labor market—an increasing number of layoffs, shorter
workweeks, and a rise in unemployment. These, together with the
anxieties that they generated in many who were not directly affected,
may have served to keep the saving rate close to its spring peak. Fi-
nally, in the fourth quarter, shortages of new cars resulting from the
auto strike may have kept the over-all saving rate up despite slower
growth in disposable income.

A counterpart in 1970 of the high personal saving rate and the
large dollar volume of personal saving was a very sharp increase in
net financial investment by the consumer sector, as may be seen in
the table. A similar spurt had occurred in 1967, when the saving
rate also was relatively high.

The sharp increase in net financial investment in 1970—about
double the 1969 pace—took the form partly of a larger flow of
funds into financial assets, particularly interest-bearing deposit ac-
counts. Much of the higher saving was also reflected in a lower rate
of borrowing, the lowest in the past 5 years. Thus, the increase in
outstanding consumer instalment credit was the smallest since 1961,
and home mortgage debt, constrained by the high cost and earlier re-
stricted availability of such funds, increased at a somewhat slower
rate than in 1969.

TABLE 10: CONSUMER FINANCIAL INVESTMENT

In billions of dollars

Type

Net financial investment

Net acquisition of financial assets
Demand deposits and currency.
Time deposits
Market instruments

Net increase in liabilities
Consumer instalment credit
Mortgage debt
Other

1966

25.6

49.3
3.1

19.1
11.9

23.6
6.2

13.6
3.8

1967

37.0

60.7
11.4
32.5

- 1 . 3

23.7
3.4

11.7
8.6

1968

24.2

58.9
6.9

27.7
5.4

34.6
9.0

16.0
9.6

1969

20.3

50.3
3.4

11.3
18.8

30.0
8.3

17.4
4.3

19701

44.4

66.7
4.7

31.4
12.2

20.0
3.0

13.0
4.0

1 Preliminary.
NOTE.—Flow of funds data for households, personal trusts, and nonprofit organizations.
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The extent to which consumer spending will rebound in 1971 is a
critical question in appraising the likely speed of economic recovery.
This will depend not only on the extent of future increases in per-
sonal disposable income, but also on the confidence with which con-
sumers view the future. Certainly the improvement in financial posi-
tions, taking into account the sharp recovery in stock prices over
recent months, should tend to make consumers more willing to in-
crease spending and to reduce their rate of saving. Really vigorous
support for the economy from consumption, however, probably must
await progress in dampening fears that family budgets will continue
to be pressed by rapidly rising prices for the goods and services that
people must buy. •
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Responsiveness of Housing
and State and Local
Governments
The more expansive monetary policy followed during 1970 led to a
significant increase in flows of credit into markets for mortgages and
for State and local government securities. Outlays for residential con-
struction began to expand after midyear, and by the final quarter pri-
vate housing starts had risen to the highest annual rate in 20 years.
In contrast, construction expenditures by State and local government
units had not increased appreciably by the close of 1970. Easier
credit conditions, however, have led to heavy volumes of financing
by such units. Under these circumstances construction contracts and
actual outlays in this area are likely to increase in the months to
come.

HOUSING
As noted earlier, deposit inflows to savings and loan associations and
mutual savings banks increased sharply in 1970. By the fourth quar-
ter these inflows had reached the highest rate since 1967 and were
permitting the thrift institutions to rebuild their depleted liquidity po-
sitions and to increase their lending on both new and existing resi-
dential properties.

At the year-end the thrift institutions had accumulated a substan-
tial backlog of mortgage commitments. Such a backlog pointed
toward a continued, if not enlarged, flow of credit to the housing
market. Other lenders—including commercial banks—also appeared
to be showing more interest in residential mortgages, as yields on
such loans were declining less sharply than returns on other types of
capital market instruments, and hence were becoming relatively more
attractive. In addition, weaknesses in business loan demands made
more funds available to commercial banks for investment in mort-
gages.
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8. THRIFT-INSTITUTION ACTIVITY;
HOUSING STARTS

BILLIONS OF DOLLARS

3 0 -

2 0 -

1 0 -

RATIO SCALES

THRIFT INSTITUTIONS:

" ^ - —
MORTGAGES CLOSED

MILLIONS OF UNITS

1.0

1966 1968 1970

Quarterly averages of monthly data at seasonally adjusted annual rates. Thrift institu-
tions include savings and loan associations and mutual savings banks (New York State
banks only for mortgages closed).

Sources: S&Ls, Federal Home Loan Bank Board; savings banks, National Association of
Mutual Savings Banks and Savings Banks Association of the State of New York; private
farm and nonfarm housing starts, Bureau of the Census.

As the availability of private credit expanded, market support
from the Federal National Mortgage Association and the Federal
home loan banks slackened in the latter months of 1970. Support
provided by these institutions had been an important factor limiting
the decline in housing starts in 1969 relative to 1966, even though
deposit growth at the thrift institutions—the dominant group that
lends on residential mortgages—dropped sharply in each of these
years. To finance this support, the two housing-related agencies to-
gether had borrowed a net of more than $7 billion in 1969. In 1970
they borrowed a similar amount. During 1971, however, these insti-
tutions are more likely to be net repayers of debt, in view of the ex-
pectation of some net repayment to the home loan banks of out-
standing advances made to member savings and loan associations and
of a reduced volume of FNMA purchases in the secondary market.

In early 1971 the low rate of housing vacancies, the accelerated
pace of inflows of funds to thrift institutions, the high level of out-
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standing mortgage commitments, and the increased momentum in
builder planning and activity all suggested that the pace of housing
starts would continue at advanced levels. The demand for housing in
1971, however, will be tested critically by consumer concern about
unemployment and by record levels of housing costs, prices, and
rents. Mortgage interest rates, though somewhat reduced, also con-
tinue at levels that are high by historical comparison. During 1970,
new home buyers were already tending to focus on smaller units that
carry lower average prices, and it also became more difficult for
owners of new apartments in the highest rent brackets to lease such
units. A sharply increased portion of the market for lower-priced or
lower-rent dwellings was aided in 1970 by Federal subsidies—a type
of support that appears likely to expand further in 1971.

STATE AND LOCAL GOVERNMENTS

By the final months of 1970, gross long-term borrowing by State and
local governments had risen to new highs. The increased volume of

9. STATE AND LOCAL GOVERNMENTS
BILLIONS OF DOLLARS

LONG-TERM BORROWING (GROSS)

1964 1966 1968

All figures for 1970 are preliminary. Borrowings: from Investment Bankers Associa-
tion; quarterly data, at annual rates not seasonally adjusted. Construction outlays: Bureau
of the Census estimates; semiannual data, at annual rates seasonally adjusted.
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such borrowing and the strong pace expected in 1971 reflect several
factors.

In 1970 many State and local governments took advantage of de-
clining interest rates—and record purchases of tax-exempt bonds by
commercial banks—to market issues that had been postponed the
previous year. In 1969, according to Federal Reserve surveys, the
rapid increase of market interest rates had contributed directly and
indirectly to the first year-to-year declines in gross long-term borrow-
ing by State and local governments since 1960. In addition, many
units had resorted to short-term financing to cover their most urgent
needs in 1969 and early 1970 and were under pressure to issue
long-term bonds as market interest rates declined in the second half
of 1970. Moreover, the ability of State and local units to borrow had
been improved since the fall of 1969, as the ceiling rates that many
units could pay on their securities had been increased or temporarily
suspended. Thus, by the end of 1970 many States and their subdivi-
sions had a greater amount of flexibility to market new long-term
bond issues, particularly in view of the fact that interest rates on
such issues had declined substantially below their earlier peaks.

Construction outlays by State and local governments, which are
financed in large part by borrowing, had increased at an average an-
nual rate of more than 9 per cent from 1962 to 1968. The shortfall
in their borrowing in 1969 restrained such expenditures, however,
and these outlays rose little further even in current dollars. Despite
the increased pace of borrowing in 1970, total outlays showed no
significant change—and actually declined in real terms—because of
the long lags between fund availability and expenditures. In view of
the increased borrowing undertaken since mid-1970, however, it ap-
pears likely that construction outlays in 1971 will move back toward
their earlier pattern of growth. Indeed, a period of unusual expan-
sion in such outlays could well develop as shortfalls from previous
capital budget plans are made up. •
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Easing in Credit Availability
at Banks
Deposit inflows to, and the availability of credit from, commercial
banks improved progressively during 1970 as a result of the cumula-
tive effects of the general easing in monetary policy, of bank regula-
tory changes, and of the broad decline in market rates of interest.
Because inflows of deposit funds were strong and loan demands were
relatively weak, banks reduced sharply their reliance on nondeposit
sources of funds after midyear and restored severely depleted liquid-
ity positions. In light of these developments, banks by the end of
1970 were in a considerably better position to meet the credit needs
of an expanding economy.

SOURCES OF FUNDS

Total deposits at banks rose sharply in 1970, in contrast to the de-
cline during 1969 when monetary policy was quite restrictive. While
demand deposits resumed their growth as market rates of interest de-
clined and the public sought increased liquidity, the bulk of the in-
crease in inflows at banks was attributable to the sharp rise in time
and savings deposits.

Time and savings deposits other than large-denomination CD's—
principally consumer-type time and savings deposits—grew rapidly
after the first quarter of 1970. Banks generally raised the interest
rates offered on these deposits shortly after the Board acted in Janu-
ary to liberalize ceiling rates under Regulation Q. Other authorities
raised interest rate ceilings for savings and loan associations and mu-
tual savings banks at the same time, and all three types of depositary
institutions subsequently experienced increased rates of deposit in-
flow.

Growth in total time deposits surged after midyear when banks
became able to compete aggressively for large CD's. Even though
ceiling rates on large CD's had been raised in January, along with
rates on other time and savings deposits, banks could sell only lim-
ited volumes of CD's because interest rates on competing money
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10. INTEREST-BEARING SOURCES OF
BANK FUNDS

BILLIONS OF DOLLARS

210

TIME AND SAVINGS OTHER THAN C0fS>
190

I
1968 1969 1970

Seasonally adjusted monthly averages of daily figures for all commercial banks. Time and
savings deposits other than CD's exclude both those due to domestic commercial banks and
the U.S. Govt. and balances accumulated for repayment of personal loans. Nondeposit
sources include borrowings from foreign branches and * beginning June 1969, bank-related
commercial paper, loan repurchase agreements, and borrowings from foreign banks and
branches in U.S. territories and possessions.

market instruments remained significantly above the rates that banks
were permitted to offer. Following the suspension of the Regulation
Q ceilings on large 30- to 89-day CD's in late June, banks quickly
raised their offering rates on short-term CD's to competitive levels.

As a result banks were able to increase their outstanding CD's by
$4.9 billion during the month of July alone. There are indications
that part of these CD's were acquired by investors who did not want
to roll over their commercial paper in the wake of the substantial de-
terioration of confidence in such paper following the announced in-
solvency of a major railroad. In addition to CD inflows, banks dur-
ing the summer used the Federal Reserve discount facility to meet
unusual loan demands from customers who were unable to refund
maturing issues in the commercial paper market.

But even after the pressures associated with the commercial paper
crisis subsided, banks continued to issue large CD's in volume. They
used a sizable portion of these inflows to restructure their liabilities,
with particular emphasis on repaying higher-cost Euro-dollar borrow-
ings and bank-related commercial paper. Many banks had relied
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heavily on such funds during 1969 and early 1970 to supplement the
funds they acquired through normal deposit channels. Repayments of
borrowings from nondeposit sources were accelerated in September,
when bank-related commercial paper was made subject to reserve re-
quirements.

Total deposit inflows continued strong in late 1970. In view of the
continuing weakness in demands for loans and the substantial read-
justment of portfolios already accomplished, banks made sharp re-
ductions near the year-end in rates paid on large CD's to moderate
inflows of such deposits. By the year-end they had more than re-
placed the volume of CD's that had run off in 1969 and early 1970,
and outstanding CD's were at a seasonally adjusted monthly average
of $26.0 billion in December—a new peak.

BANK CREDIT

Bank credit developments in 1970 and early 1971 have reflected
principally the marked increase in fund availability and the lessening
of loan demands. Total loans and investments at all commercial
banks, including loans sold to bank affiliates or subsidiaries, in-
creased by $30 billion in 1970, or nearly twice the increase over the
preceding year. A substantial portion of this growth represented
bank acquisitions of securities, which had registered a considerable
decline In 1969.

Participating heavily in U.S. Treasury financing operations, banks
acquired a net of more than $7 billion, seasonally adjusted, of U.S.
Government securities during the middle two quarters of 1970. And
throughout the year they increased sharply the rate of acquisition of
other securities—principally State and local government obligations
—after having maintained their holdings of such securities virtually
unchanged in 1969. In large measure, banks concentrated on acquir-
ing shorter-term investments so as to restore their depleted liquidity
positions. The large rise in liquid assets along with concerted efforts
to reduce reliance on borrowed funds resulted in an appreciable im-
provement in over-all bank liquidity and contributed significantly to
banks' willingness to extend a larger volume of loans.

Although the substantial rebuilding of liquidity was in large part
desired, it also reflected the general weakness in demand for loans.
Total loans at all commercial banks, including loans held by affiliates
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11. BANK CREDIT, 1969-70
CHANGE, BILLIONS OF DOLLARS
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Seasonally adjusted data for all commercial banks. Beginning June 1969, loan items
have been adjusted to include loans sold to bank affiliates, subsidiaries, holding companies,
and foreign branches.

and subsidiaries, grew slowly in the first half of 1970, then rose by
$7 billion in the third quarter. During the latter period banks ex-
tended a large volume of credit to securities dealers as well as to
finance companies and other borrowers experiencing difficulty in the
commercial paper market. But in the fourth quarter loans at com-
mercial banks declined on a seasonally adjusted basis.

The reduction in loans at banks in the fall reflected the general
weakness in economic activity and the associated decline in credit re-
quirements, together with the effects of the auto strike in the fourth
quarter. In addition, banks have experienced substantial business
loan repayments out of the proceeds of capital market financings as
corporations placed considerable emphasis on lengthening their debt
structure and improving liquidity positions.
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12. LIQUIDITY RATIO
Weekly reporting banks

1968 1969 1970

Monthly averages of Wednesday figures for all weekly reporting banks. Ratio of liquid
assets to total liabilities less capital accounts and valuation reserves. Liquid assets include
Federal funds, Treasury bills, Treasury certificates, Treasury notes and bonds maturing within
1 year, loans to brokers and dealers, loans to domestic commercial banks, balances with
domestic banks, bankers acceptances, and tax warrants and bond anticipation notes.

Other loan categories have also shown limited growth, particularly
consumer and mortgage loans. Demand for consumer credit was re-
strained by the weakness in sales of durable goods and in the fourth
quarter by the additional effects of the auto strike. Whereas banks
had sharply curtailed their extension of mortgage credit in 1969 and
early 1970, when their fund inflows were constrained, since the au-
tumn they have indicated an increased willingness to extend mort-
gage credit. The increase in mortgage loan portfolios did not pick up
appreciably until late in the year, but this appears to reflect the long
lags between mortgage commitments and the actual takedown of
funds.

These changes in bank asset positions were an important factor in
the decline in the prime rate of interest from Wi per cent in early
1970 to 6 per cent in January 1971. Other loan terms and condi-
tions also have been eased, and banks are now more willing to un-
dertake loan commitments that they would not have made earlier, in-
cluding extensions of term loans to business. However, with concern
over the quality of loan portfolios heightened by the well-publicized
difficulties of several major firms, banks reportedly are continuing to
emphasize quality standards. Q
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Adjustments in the
Business Sector
In the business area, financing problems had become much less acute
by early 1971. The increased availability and declining cost of
short-term credit, especially in the latter half of 1970, has made it
easier for businesses to finance the current level of activity and
should facilitate the return to a more normal rate of sales growth. In
addition, the flow of internal funds, after having remained stable for
several years, seems likely to increase in 1971, and this, together
with the anticipated leveling off in fixed investment expenditures and
the improved access to short-term credit, should moderate corporate
needs for capital market funds.

During 1970, in contrast, corporate financing operations in money
and capital markets were characterized by a large increase in new is-
sues of long-term securities and by greatly reduced financing in
shorter-term markets. This pattern reflected several factors: the con-
tinued sharp rise in spending for plant and equipment by certain in-
dustries, the slow growth in current sales, and the funding of a por-
tion of the large volume of short-term debt incurred in 1969.

In the closing months of 1970 business corporations floated a
record volume of long-term securities while apparently repaying
short-term debt on balance. Much of the year-end weakness in busi-
ness demand for short-term credit, however, was attributable to the
continued influence of the auto strike. But by early 1971 the situa-
tion had changed considerably: The auto strike was over; plant and
equipment expenditures were expected to show little or no further
rise, but it seemed likely that inventory accumulation would resume;
and there would probably be some improvement in the flow of inter-
nal funds, in part because of the revised depreciation schedules that
became effective in early 1971.

Hence there should be increased needs for—and greater availabil-
ity of—short-term credit and some reduction in corporate demands
on long-term capital markets in 1971. Some corporations may still
wish to lengthen the maturity of their debt or otherwise improve
their liquidity positions. But pressures to do so have subsided since
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13. CORPORATE EXTERNAL FINANCING
BILLIONS OF DOLLARS
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Flow of funds data for nonfinancial corporations. Quarterly data seasonally adjusted at
annual rates. "Other borrowing" comprises bank loans n.e.c, open market paper, and other
loans. Q4 1970 preliminary.

the easing of monetary policy has made renewal of maturing short-
term debt more manageable and additional liquidity more readily
available.

BUSINESS INVESTMENT

As of early 1971 business firms in the aggregate were planning al-
most no increase in spending for fixed assets during the year. This
weakness reflects mainly developments in manufacturing. With their
margin of unused capacity at the highest average level since early
1958, and with their profits greatly reduced, manufacturers were
planning reductions in capital outlays in 1971 for the second consec-
utive year. In the public utility and communications sectors, on the
other hand, present capacity is inadequate to meet demands
efficiently, and as in 1970 a further substantial increase in capital ex-
penditures is scheduled for 1971. Since public utility and communi-
cations companies finance a large part of their capital outlays with
the proceeds of new bond and stock issues, the increased expendi-
tures they have planned for 1971 are likely to be reflected in heavier
corporate demands on long-term securities markets than would other-
wise be suggested by the expected minimal growth in over-all busi-
ness fixed investment.
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Inventory accumulation (GNP basis) by nonfarm businesses de-
clined in 1970 to the lowest rate since 1961. Weakness in the growth
of final sales appears to have been a primary factor in the cutback,
but other influences also contributed to the reduced rate. These in-
cluded the depletion of auto stocks in the fall as a result of the strike,
reluctance to incur additional short-term debt, the desire to conserve
available funds for more pressing needs and, as the year progressed,
some waning of inflationary expectations. Nevertheless, reflecting to
a considerable extent the sluggishness in sales, inventory/sales ratios
remained high by historical standards.

INTERNAL FUNDS
Although corporate profits declined less in 1970 than in most earlier
periods of economic slowdown, the over-all profits picture—espe-
cially with respect to undistributed profits—has been exceptionally
weak for some time. The profits share of income originating in nonfi-
nancial corporate business has declined almost steadily in recent
years, from 20 per cent or more in 1965 and 1966 to 14 per cent in
1970. Profits retained after payment of taxes and dividends have de-
clined more than 50 per cent since 1966. Offsetting this decline has
been a continued growth in capital consumption allowances. As a re-
sult, the total volume of internal funds has been static for several
years.

Weakness in profits has been evident particularly in the manufac-
turing sector where both the ratio of profits to sales and the rate of
return on net worth have declined to levels near the lowest since
World War II. The erosion in profit margins has paralleled the de-
cline in the capacity utilization rate, and if one judges from past ex-
perience, profit margins are not likely to rise to any significant extent
until the utilization rate also rises sharply.

Nevertheless, trends within 1970 suggest a strengthening in profits
and internal funds that should carry over into 1971. Abstracting the
adverse developments in the fourth quarter because of the auto
strike, the decline in profit margins slowed as the year progressed,
reflecting efforts to reduce expenses and the faster growth in produc-
tivity; the share of profits in income, as well as total corporate profits
before taxes (and before inventory profits), changed little after the
first quarter; and total internal funds rose throughout the year from
their first-quarter low. With somewhat faster growth in sales volume,
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14. CORPORATE PROFITS
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Quarterly except 1962-68 return on net worth, which is semiannual. Share of income:
ratio of profits (before tax) and inventory valuation adjustment to income originating in
nonfinancial corporate business, which is sum of profits, compensation of employees, and
net interest paid; based on Dept. of Commerce seasonally adjusted data. Return on net
worth: ratio of profits after tax, at annual rate, to stockholders' equity; not seasonally
adjusted; source, FTC-SEC Quarterly Financial Report for Manufacturing Corporations.

and especially with the recent liberalization in depreciation sched-
ules for tax purposes, the flow of internal funds to nonfinancial cor-
porations in 1971 may show the first significant increase since 1966.

EXTERNAL FINANCING

The failure of internal funds to grow in the face of a continued rise
in spending for additions to fixed and working assets during recent
years has required increased reliance by nonfinancial corporations on
external sources of funds. In 1970 these businesses financed about
35 per cent of their total spending with funds raised in money and
capital markets. This was the same as the record proportion in 1969,
but the composition was quite different. Long-term financing in capi-
tal markets was three-fifths again as large as in 1969, whereas bor-
rowing in short-term forms was the least since 1964.

The sharply reduced volume of borrowing by corporations from
banks and other short-term lenders in 1970 reflected only in part the
lower rate of inventory accumulation and the direct and indirect ef-
fects of the auto strike in the fourth quarter. An equally important
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15. CAPITAL OUTLAYS AND INTERNAL
FUNDS

BILLIONS OF DOLLARS
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Flow of funds data for nonfinancial corporations, seasonally adjusted at annual rates.
"Outlays" comprise plant and equipment expenditures and change in inventories. "Funds"
are sum of capital consumption allowances and undistributed profits, which are after inven-
tory valuation adjustment and inclusion of foreign branch profits. Q4 1970 preliminary.

factor was the desire to limit further expansion of short-term debt,
following the exceptionally large growth in such debt in 1969, and to
lighten the pressure of frequent maturities by repaying short-term
debt to the extent feasible.

Business demand for short-term credit remained weak through
1970. But the increased supply of such funds at declining cost, to-
gether with the return of confidence in financial markets, should re-
sult in a strengthening of credit demands in this area as sales pros-
pects improve and inventory policies become more expansive.

Demands for long-term external funds, on the other hand, seem
likely to moderate somewhat although remaining large by historical
standards. A large share of the increase in long-term financing by
corporations in 1970 reflected the expanded needs of public utility
and communications companies, which rely heavily on such funds to
finance plant and equipment outlays, and which will need to sell a
substantial volume of security issues in 1971 too. But offerings by
manufacturing corporations may be below the unusually large 1970
volume. Real estate investment trusts, whose offerings helped to
swell the volume of new stock issues in 1970 to the largest total in
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many years, may also do less financing in 1971 in view of the in-
creasing availability of conventional mortgage financing. On the
other hand, financial corporations, which did little long-term financ-
ing in 1970, may step up their offerings in 1971.

CORPORATE LIQUIDITY

Corporations added moderately to their holdings of liquid assets in
1970, largely in the form of time deposits at commercial banks. The
ratio of liquid assets to total current liabilities rose somewhat in the
fourth quarter, but not enough to offset the declines that had oc-
curred earlier in the year. Thus, despite the switch from short- to
long-term market financing, the over-all corporate liquidity ratio
reached a new end-of-year low in 1970, though the deterioration was
much less than in 1969. The ratio of total current assets to total cur-
rent liabilities also declined to a new low, primarily because the
slowdown in economic activity resulted in an even slower growth in
accounts receivable than in total current liabilities. •
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U.S. Balance of Payments
Developments in U.S. transactions with the rest of the world in 1970
illustrated the tenacity and complexity of problems involved in
achieving a satisfactory over-all balance of payments position. There
was indeed some strengthening of the merchandise trade surplus and
of net receipts on international investments, but the cyclical situation,
both here and abroad, that led to such gains also resulted in adverse
shifts in capital flows. Meanwhile, other elements in the U.S. interna-
tional accounts—notably military expenditures and U.S. Government
aid and private transfers to foreign countries—which are not so re-
sponsive to business conditions here and abroad, continued to cause
a large outflow of dollars.

MERCHANDISE TRADE

Events in 1970 underline the extent to which the traditional U.S.
trade surplus had weakened during the period of excess domestic de-
mand in the latter half of the 1960's and also show the sensitivity of
trade flows to economic conditions in other industrial countries.
Studies of the effects on U.S. trade of the demand inflation of the
late 1960's, which followed an extended period of relative price sta-
bility, suggest that a large part—perhaps most—of the deterioration
in the trade balance from its 1964 peak was associated with strong
and sustained upward pressures on prices and wages in U.S. markets.
The adverse effects of such developments in the international compet-
itive position of U.S. industry can be overcome only with the passage
of time.

In 1970 the U.S. trade balance with other countries responded
well through midyear to the slowing of domestic demand and to the
strong growth of demand in most other industrial countries. For
most of the year policy in most countries was directed toward reduc-
ing inflationary pressures, and only as the year ended—with produc-
tion in many industrialized countries flattening out—was attention
abroad shifting to the problem of averting a general slowdown in
economic growth. This course of events was reflected in the U.S.
trade performance—leading to some erosion of the gains made in the
first half of the year as foreign demands weakened.
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16. INDUSTRIAL PRODUCTION
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U.S. exports in 1970 benefited from record shipments of agricul-
tural products and a spurt in exports of large jet aircraft. The major
support for foreign sales, however, was the demand in industrial
countries for machinery and industrial materials. Even so, as the
year progressed, and some slack developed in supply capabilities
abroad, demand for these products decreased. New orders for ma-
chinery tended to level off, and easier supply conditions for steel
abroad not only reduced U.S. exports but also supported a renewed
surge of shipments from Europe and Japan to the United States.

The level of U.S. imports tended upward during the year, but it
appears that perhaps three-quarters of the rise was accounted for by
higher prices of imports. In the last quarter of the year, even though
there was a decline in real economic activity, imports rose somewhat,
reflecting especially strong demand for foreign steel, automobiles,
and petroleum.

These trends indicate the difficulty of restoring a reasonable trade
balance after a long period of domestic inflation, especially when
growth rates and domestic demands in countries abroad are slowing.
There were, however, some favorable indications in 1970 for the fu-
ture of the trade balance. Import prices rose more rapidly than U.S.
export prices, and while this factor may reduce the trade surplus in
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current-dollar terms over the short run, over the longer run it may
benefit the trade position as the relative advantage of foreign goods
is diminished. With improved economic performance in the United
States and resumption of stronger economic growth rates abroad, the
U.S. trade balance should make further gains over time.

CAPITAL FLOWS

Flows of capital between the United States and foreign countries also
respond to the cyclical situation. Indeed, the response may be so
large and rapid as to overmatch changes in the current account. This
is increasingly true of the immense stock of mobile funds that re-
spond quickly to changes in interest rate levels in the important
monetary centers, utilizing the convenient mechanism of the Euro-
dollar market. Such flows of funds complicate the management of
monetary policy and result in sudden, large shifts of international re-
serves (largely dollar holdings) among central banks.

In 1970 the need for the United States to pursue a relatively ex-
pansionary monetary policy, while other countries did not move in
that direction until the closing months of the year, led to a return
flow to foreign commercial banks of some $6 billion of funds bor-
rowed earlier by U.S. banks. This flow helped to restore needed re-
serves to some countries—notably the United Kingdom and France
—and added to the reserve gains of other countries with continued
strong basic positions—notably Germany.

These flows of liquid funds were not inspired—as were those of
other recent years—by financial crises and currency speculation, but
rather by market considerations. Under present-day conditions, when
investors and borrowers are free to seek the most advantageous mar-
ket, such flows respond readily to changing interest differentials
among countries. These flows tend to be reversible as interest rate
relationships change, and they do not have the same significance for
the balance of payments as more deep-seated shifts in other transac-
tions affecting reserves. A large part of the Euro-dollar reflows in
1970 represented a readjustment of the U.S. domestic banking sys-
tem to its renewed regulatory and economic ability to compete for
funds in domestic money markets. As noted earlier, the Federal Re-
serve took steps to moderate the rate at which U.S. banks were re-
paying their borrowings, in order to help offset the unsettling effect
that might occur if large reflows continued over a short period.
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Longer-term capital flows are also highly responsive to variations
in economic activity here and abroad, and also to corresponding var-
iations in the cost of funds. The outflow of U.S. funds in response to
such variations remains inhibited by Government restraints, which
have been retained in 1971 because of the persistence of large defi-
cits in the U.S. balance of payments. U.S. industrial firms have indi-
cated that they plan to carry out major programs to expand their
foreign productive facilities in 1971. With domestic demand for
loans relatively weak, it is to be expected that U.S. banks would
wish to enlarge their foreign credits if there were no guidelines con-
cerning foreign credit restraint. Though there was some increase in
the outflow of capital for these purposes in 1970, it was probably
much less than would have occurred without the restraint programs.
In the case of U.S. purchases of foreign securities, the outflows were
smaller than in other recent years, in part because of the restraints
but also because Canadian borrowers made more use of their own
capital markets.

The principal change in flows of foreign capital in response to
changes in the economic situation—apart from flows of liquid funds
—was in transactions in U.S. equity securities. Foreign investors
shifted from net sales of $0.2 billion in the first half to net purchases
of $0.8 billion in the second half, once the U.S. equity market began
to show basic strength again.

Taking U.S. and foreign private long-term investments together,
there appears to have been a net increase in outflows of some $1.5
billion from 1969 to 1970. Of course, the adverse shift in flows of
short-term funds was much greater. Looking ahead, it seems likely
that the outflow of LT.S. private capital will continue to be large in
1971, though the amount will be limited by the restraint programs.
However, with recovery in the U.S. economy, some increase in the
inflow of funds for investment in corporate securities would be ex-
pected. Also, there is much less scope for return flows of borrowed
private foreign short-term funds, after the attrition of 1970.

OVERALL BALANCE

The net result of divergent changes in the U.S. trade and capital ac-
counts in 1970 was a moderate improvement in the liquidity balance
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—apart from special transactions and the initial allocation of SDR's.
Over the years there has been a tendency for the current and capital
accounts of the U.S. balance of payments to move in opposite direc-
tions, as the cyclical conditions favoring improvement in the current
account have, at the same time, tended to encourage net capital out-
flows. Given the large dollar outflows that are not related to eco-
nomic conditions, large liquidity deficits tend to persist. From an-
other point of view, the desire of foreign governments and private
holders of assets to add to their liquid reserves, with the dollar a
principal vehicle for doing so, is a factor in the continuation of U.S.
balance of payments deficits.

17. U.S. BALANCE OF PAYMENTS

LIQUIDITY BAtANCE-
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1 Excludes special transactions with foreign governments and the SDR allocation.
2 Excludes SDR allocation.

The U.S. balance of payments reflects a great diversity of eco-
nomic and political decisions here and abroad—a diversity that is
unique because of the pivotal role of the dollar in the world's mone-
tary system. The large flow of dollars into foreign official accounts in
1970 was accommodated with relative smoothness, though not with-
out concern that the continuation of such flows would disrupt the
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progress being made toward an improved monetary system. Contrib-
uting to generally calm foreign exchange markets in 1970 were the
exchange rate adjustments accomplished in 1969, increased consulta-
tion and cooperation among national authorities, and the introduc-
tion of SDR's. •
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Record of Policy Actions of the
Board of Governors

J A N U A R Y 7, 1970

AMENDMENTS TO REGULATION D, RESERVES OF
MEMBER BANKS, AND REGULATION Q, INTEREST
ON DEPOSITS.

Effective February 12, 1970, the Board amended Regulations D and Q
to narrow the category of "Federal funds" transactions that are exempt from
the reserve requirements and interest rate limitations prescribed by these
regulations.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

A Federal funds transaction is one involving the transfer of member
bank deposits at Federal Reserve Banks (or other immediately available
funds) for a brief period, usually one business day.

In September 1969 the Board had published for comment proposed
amendments to bring within the coverage of its regulations prescribing
reserve requirements and interest rate limitations such transactions with
any person other than a bank and its subsidiaries, various governmental
institutions, or a securities dealer in certain cases. The proposed amend-
ments were published in light of indications that member banks were
conducting Federal funds transactions with various business customers,
thereby obtaining funds from such sources in avoidance of reserve re-
quirements and interest rate limitations.

The comments received had to do principally with broadening the
definition of "bank" for purposes of the exemption from Regulations D
and Q. Upon consideration of those comments, a "bank" was defined
in the amendments now adopted to include a member bank, a nonmem-
ber commercial bank, a savings bank (mutual or stock), a building or
savings and loan association or cooperative bank, the Export-Import
Bank of the United States, or a foreign bank.
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JANUARY 16, 1970

AMENDMENT TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective January 16, 1970, the Board amended Regulation Q to make
clear that only foreign national governments and agencies thereof with na-
tional jurisdiction are exempt from the interest rate limitations prescribed in
that regulation.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, and Brimmer. Votes against
this action: None. Absent and not voting: Mr.
Sherrill.

In 1969 the Board had amended Regulation Q to broaden the exemp-
tion from interest rate limitations for foreign governments and agencies
thereof, as well as for certain international institutions. Question arose
whether the 1969 amendments were intended to extend only to foreign
national governments as contrasted with foreign state, provincial, or
local government units. The current amendment clarified the Board's
intent.

J A N U A R Y 20, 1970

AMENDMENT TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective January 21, 1970, the Board amended the Supplement to Regu-
lation Q to change the maximum rates of interest payable by a member
bank on deposits. Specifically, the changes (1) raised from 4 to AV2 per
cent the maximum rate of interest permitted to be paid by a member bank
on savings deposits; (2) raised (i) from 5 to 5V2 per cent the maximum
rate on single-maturity time deposits of less than $100,000 with maturity of
1 year but less than 2 years, and (ii) from 5 to 5% per cent the maximum
rate on such deposits with a maturity of 2 years or more; and (3) raised (i)
from 6VA to IV2 per cent the maximum rate of interest on a single-maturity
time deposit of $100,000 or more with maturity of 1 year, and (ii) by 3A
per cent the maximum rate of interest on such deposits with maturities of
less than 1 year (30-59 days, from SVi to 6V4; 60-89 days, from 5% to
6x/2; 90-179 days, from 6 to 6%; and 180 days to 1 year, from 6V4 to 7
per cent).

62

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

1970



Votes for this action: Messrs. Martin, Mitchell,
Daane, Maisel, and Brimmer. Vote against this ac-
tion: Mr. Robertson. Absent and not voting: Mr.
Sherrill.

The increase in the maximum interest rates payable by member
banks on time and savings deposits was part of a coordinated move on
the part of the Board, the Federal Deposit Insurance Corporation, and
the Federal Home Loan Bank Board that involved general increases
in ceiling rates on deposits at both banks and nonbank thrift institu-
tions. In addition to an upward scaling of ceilings on both large-
denomination time certificates of deposit (CD's) and consumer-type
time certificates, maximum rates payable on savings deposits were
raised for the first time in several years, in an effort to introduce
greater equity into rates payable for smaller savings balances.

More broadly, these actions were designed to bring rates payable by
banks and other savings institutions more into line with rates prevail-
ing on competing market securities, in expectation that this would help
to generate the deposit funds needed to finance a moderate pick-up in
credit flows through financial institutions and encourage longer-term
savings within the framework of continued over-all credit restraint.
The revisions in the ceiling rates were held to moderate size so as not
to foster sudden and large movements of funds into the banking system
that could cause distortions in traditional financial flows or lead to an
upsurge in the volume of bank lending.

In taking the actions, the Board expressed its belief that higher rates
paid to savers by institutions generally would increase the pool of sav-
ings for investment in mortgages.

The change in the maximum interest rates payable by member banks
on time deposits was the first since April 19, 1968, when maximum in-
terest rates on deposits of $100,000 or more were increased. The change
in the maximum rate payable on passbook savings was the first since
November 24, 1964.

Governor Robertson dissented only from that part of the action rais-
ing the maximum rates payable on CD's of $100,000 or more. He
considered it imperative to avoid a premature, excessively rapid rate
of bank intermediation, lest the anti-inflationary benefits that the cur-
rent level of restraint was producing be lost. While it was not clear that
the maximum-rate increase would enable banks to sell more large
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CD's, neither was it clear that such action would not enable them to
gather in too large a volume of funds with which to expand bank
credit. Also, he foresaw a further upward ratcheting of interest rates if
the ceilings were raised sufficiently to do any good. In summary, he
believed caution was indicated in adjusting the rate ceilings, for no one
could accurately foresee the consequences.

F E B R U A R Y 26, 1970

AMENDMENT TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective retroactively to January 21, 1970, the Board amended the Sup-
plement to Regulation Q to authorize the same interest rate ceilings on 1-
and 2-year "consumer type" time certificates, with provision for automatic
renewal, as those prescribed for single-maturity certificates, that is, SVi and
53A per cent, respectively.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The previous maximum rate had been 5 per cent on both types of
instruments. For multiple-maturity time deposits maturing in from 90
days to 1 year the maximum rate remained at 5 per cent.

This action was intended as an equitable adjustment to comparable
increases, announced on January 20 and effective on January 21, in the
maximum rates member banks could pay on single-maturity time de-
posits of 1 year or more. It was taken in view of the convenience to bank
customers of the automatic renewal feature of multiple-maturity de-
posits.

M A R C H 3, 1970

AMENDMENT TO REGULATION K, CORPORATIONS
ENGAGED IN FOREIGN BANKING AND FINANCING
UNDER THE FEDERAL RESERVE ACT.

Effective immediately, the Board approved an amendment to Regulation
K regarding exemptions from its loan limits.
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Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The purpose of this amendment was to make clear that obligations
are exempt from the loan limits of the regulation to the extent that they
are insured against foreign political and credit risks by the Foreign
Credit Insurance Association, a joint enterprise of the Export-Import
Bank and a group of some 70 U.S. insurance companies.

M A R C H 12, 1970

AMENDMENT TO REGULATION Z, TRUTH IN LENDING.

Effective March 12, 1970, the Board approved an amendment to Regu-
lation Z and adopted Supplement III to the regulation; both pertained to
States exempted from provisions of the regulation. In addition, effective
April 1, 1970, the State of Maine was granted exemption under the Federal
Truth in Lending Act.

Votes for this action: Messrs. Robertson, Mitchell,
Daane, Brimmer, and Sherrill. Votes against this
action: None. Absent and not voting: Messrs. Burns
and Maisel.

Section 123 of the Truth in Lending Act provides that the Board shall
exempt from the disclosure and rescission requirements of the Act any
class of transactions within a State if the State law provides requirements
substantially similar to those imposed by the Federal law, and if there
is adequate provision for enforcement.

The amendment to Regulation Z was designed to preserve the ability
of consumers to file civil actions under the Truth in Lending Act in Fed-
eral as well as in State courts after one or more classes of credit trans-
actions within a State have been exempted by the Board from the ap-
plicable requirements of the Act. Supplement III to the regulation
listed each class of credit transaction within a specified State that would
be granted an exemption.

The State of Maine was granted the first State exemption from the
Act, applicable to all classes of credit transactions within the State
except those in which a federally chartered institution—such as a Fed-
eral credit union, Federal savings and loan association, or national bank
—is a creditor.
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The Board later granted similar exemptions to the State of Oklahoma
effective June 1, 1970, the State of Massachusetts effective July 1, 1970,
and the State of Connecticut effective August 1, 1970.

M A R C H 17, 1970

AMENDMENTS TO FOREIGN CREDIT RESTRAINT
PROGRAM GUIDELINES.

Effective immediately, the guidelines covering foreign credits and invest-
ments by U.S. banks were amended in one specific respect.

Votes for this action: Messrs. Burns, Robertson,
Daane, Brimmer, and Sherrill. Votes against this
action: None. Absent and not voting: Messrs.
Mitchell and Maisel.

The December 1969 revision of the voluntary foreign credit restraint
program guidelines had resulted in an inadvertent tightening in one
respect. The revised guidelines stated that a bank should not make new
term loans to residents of developed countries of continental Western
Europe except loans qualifying as "export term loans," whereas the
exception in the previous guidelines had applied to loans to finance
U.S. exports. Because "export term loans" were defined to exclude
loans of less than $250,000 each, the effect of the language of the re-
vised guidelines was to prohibit, unintentionally, certain term loans to
Western Europe that had earlier been permissible. The action at this
time restored the language used previously in the special restraint for
Western Europe.

The foreign credit restraint guidelines were later amended in two
other respects:

The first amendment, effective May 13, generalized principles de-
veloped earlier in specific cases under which domestic subsidiaries of
U.S. banking institutions were allowed to offset certain foreign bor-
rowings against the foreign assets that are subject to guideline restraint.
Under the amendments, domestic subsidiaries of Edge Act and agree-
ment corporations of U.S. banks, in calculating their foreign assets
that are to be consolidated with those of their parents and thereby
made subject to guideline ceilings, were allowed to deduct any of the
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subsidiaries' outstanding foreign borrowings with an original maturity
of 3 years or more.

The second amendment, made on September 16 effective with the
then-current monthly reporting period, permitted U.S. banks to count
export term loans of any size against their export-term-loan ceilings.
Previously, only such loans of $250,000 or more were to be counted.
The $250,000 floor had been carried over, along with other criteria,
from a Treasury Department reporting requirement that had been
adopted because it was already in wide use among banks when the
export-term-loan ceilings were created in 1969. The dropping of the
dollar floor was intended to provide some benefit for banks, particu-
larly smaller banks, as well as for smaller exporters seeking to arrange
credits for their foreign customers.

M A R C H 26, 1970

EMERGENCY CREDIT FACILITIES FOR NONMEMBER
DEPOSITARY INSTITUTIONS.

The Board extended to August 1, 1970, its authorization to the Federal
Reserve Banks to provide, in accordance with certain specified principles,
emergency credit facilities to nonmember depositary institutions.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

As detailed on pages 92 and 93 of the Board's ANNUAL REPORT for
1969, on December 24, 1969, the Board authorized the Federal Reserve
Banks to provide emergency credit facilities, in accordance with spec-
ified principles, to nonmember depositary institutions that might be in
difficulty as to the adequacy of their liquidity reserves. The authority
was effective until April 1, 1970.

No extensions of credit had been necessary under the emergency
arrangements, and there appeared to be no strong prospect that any
would be required in the months ahead. However, it seemed desirable
that the Reserve Banks be able to respond quickly if any emergency
situation should arise. Accordingly, the authority granted in December
1969 was extended to August 1, 1970.

The authority was subsequently extended again to February 1,
1971.
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A P R I L 9, 1970

AMENDMENT TO REGULATION A, ADVANCES AND
DISCOUNTS BY FEDERAL RESERVE BANKS.

Effective April 16, 1970, the Board amended Regulation A to eliminate
the regulatory requirement that paper offered by member banks to the Fed-
eral Reserve Banks for discount or as collateral for advances under Section
13 of the Federal Reserve Act must in all cases be negotiable.

Votes for this action: Messrs. Burns, Robertson,
Daane, Maisel, and Brimmer. Votes against this
action: None. Absent and not voting: Messrs.
Mitchell and Sherrill.

The Federal Reserve Act does not require that paper offered by
member banks to the Federal Reserve Banks for discount or as collat-
eral for advances under Section 13 of the Act must in all cases be nego-
tiable. Under the Board's Regulation A, nonnegotiable paper had not
been permitted for discounts and advances under Section 13 of the
Act, but was permitted as collateral for advances under Section 10(b)
of the Act, although at a rate of interest higher than the regular Reserve
Bank rate.

This action recognized that it appeared unnecessary and undesira-
ble to require for discounts and advances under Section 13 that paper
otherwise eligible and of good quality must in all instances meet tech-
nical requirements as to negotiability in order to be discounted or used
as collateral for advances at the regular discount rate. Elimination of
the regulatory requirement, however, did not preclude a Reserve Bank
in individual cases from declining to accept nonnegotiable paper for
discount or as collateral for advances.

A P R I L 9, 1970

AMENDMENT TO REGULATION T, CREDIT BY BROKERS
AND DEALERS.

Effective May 15, 1970, the Board amended Regulation T to permit life
insurance companies subject to registration with the Securities and Ex-
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change Commission under Section 15 of the Securities Exchange Act of
1934 (because they offer or sell variable annuity contracts) to extend, main-
tain, or arrange for credit subject to Regulation G rather than to Regulation
T, where the securities credit they extend is unrelated to transactions involv-
ing a variable annuity or a general securities business.

Votes for this action: Messrs. Burns, Robertson,
Daane, Maisel, and Brimmer. Votes against this
action: None. Absent and not voting: Messrs.
Mitchell and Sherrill.

When Regulation T was amended in 1969 to include over-the-counter
stock, its coverage was extended from brokers who were exchange
members, or did business through exchange members, to encompass all
stockbrokers registered with the Securities and Exchange Commission.
In an unrelated development in the securities field, large life insurance
companies had recently been determined in the courts to be brokers
because they offered certain equity products as part of their insurance
line. As a result, unless the Board provided relief, all lending activities
of such insurance companies could have been subject to Regulation T.

The strict rules of Regulation T cover many aspects of loans in addi-
tion to initial margin and are inappropriate for the conventional activities
involving portfolio investments of insurance companies. Nevertheless,
under the terms of the regulation, as they existed, such activities were
subject to those rules when credit to purchase or carry securities was
involved.

In the latter part of 1969 the Board had published for comments
a proposal to subject brokerage activities of insurance companies to
Regulation T and their conventional lending activities to Regulation G,
relating to securities credit extended by persons other than banks,
brokers, or dealers. No adverse comments had been received, and the
amendment now adopted reflected only technical changes from the orig-
inal proposal. A temporary suspension of Regulation T as applied to
insurance companies, granted by the Board in July 1969, was extended
until the effective date of the amendment.
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MAY 1, 1970

AMENDMENTS TO REGULATION T, CREDIT BY
BROKERS AND DEALERS, AND REGULATION U,
CREDIT BY BANKS FOR THE PURPOSE OF
PURCHASING OR CARRYING MARGIN STOCKS.

Effective immediately, the Board amended Regulations T and U to per-
mit arbitrage transactions without regard to margin requirements up to 180
days in certain circumstances.

Votes for this action: Messrs. Robertson, Daane,
Maisel, and Sherrill. Vote against this action: Mr.
Brimmer. Absent and not voting: Messrs. Burns and
Mitchell.

Transactions in a special arbitrage account are exempt from margin
requirements under certain conditions. One requirement for exemp-
tion had been that the security purchased must be exchangeable or
convertible within 90 days into the security sold in creating the arbitrage.
The effect of the amendments approved at this time was to permit a
180-day exchange or conversion period when the security purchased is
a due bill or other evidence of the right to receive the security sold,
and when the security sold is trading as a when-issued security.

The amendments had been proposed for consideration at this time
because of the unusual characteristics of the financing instrument being
offered currently by a utility company and the effect of deteriorating
market conditions on the likely success of the offering, which was the
largest in history. The Board concluded that the type of arbitrage trans-
action within the added exception was not of the type intended to be
restricted by the 90-day provision relating to arbitrage transactions when
that provision was adopted in 1961. It decided, therefore, that in the
circumstances the adoption of these limited technical amendments was
justified in the public interest.

Governor Brimmer voted against the amendments because he felt
it was inappropriate to take such an action if the specific effect would be
to minimize the risk of loss to a private corporation, especially when
certain options appeared to be available to the company.
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M A Y 5, 1970

AMENDMENTS TO MARGIN REGULATIONS.

Effective May 6, 1970, the Board amended the Supplements to Regula-
tion G, Securities Credit by Persons Other Than Banks, Brokers, or Dealers,
Regulation T, Credit by Brokers and Dealers, and Regulation U, Credit by
Banks for the Purpose of Purchasing or Carrying Margin Stocks, to lower
the margin requirement from 80 to 65 per cent for credit extended by
brokers, dealers, banks, and other lenders to finance the purchase or carry-
ing of stocks and from 60 to 50 per cent for credit extended by such persons
to finance the purchase or carrying of convertible bonds. No change was
made in the 70 per cent retention requirement applicable to undermargined
accounts.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

In the Securities Exchange Act of 1934, Congress granted the Board
of Governors authority to impose margin requirements "for the purpose
of preventing the excessive use of credit for the purchase or carrying
of securities."

Since June 1968, when the margin requirements were increased from
70 to 80 per cent for stocks and from 50 to 60 per cent for convertible
bonds, margin credit extended by brokers had dropped from $6.7 billion
to $4.5 billion in March 1970, the latest month for which such informa-
tion was available, and the number of margin accounts had dropped
from 940,000 to 820,000. Meanwhile, credit extended by banks for
purchasing or carrying securities had declined from a high of $2.8 billion
in February 1969 to $2.4 billion in March 1970. In view of the sharp
reduction in the use of credit for stock purchases, which reduction had
been accompanied by a rapid drop in stock prices in recent months, the
Board concluded that a move to less restrictive margin requirements
would be appropriate.

The action covered new extensions of credit by brokers and dealers
(Regulation T) and loans by banks and other lenders (Regulations U
and G, respectively) for the purpose of purchasing or carrying securities
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registered on a national stock exchange or named in the Board's over-
the-counter margin list.

No change was made in the 70 per cent "retention requirement"
applicable to undermargined accounts. That requirement specifies the
portion of the proceeds of a sale of securities from a margin account
that must be retained in the account if the equity in that account does
not match the margin requirements.

J U N E 4, 1970

AMENDMENT TO REGULATION V, LOAN GUARANTEES
FOR DEFENSE PRODUCTION.

Effective June 4, 1970, the Board amended the Supplement to Regulation
V to permit the governmental agency guaranteeing a loan under the Defense
Production Act of 1950, as amended, to prescribe from time to time a
higher interest rate than would otherwise be payable on such a loan if the
agency determines that such higher rate is necessary to obtain V-loan financ-
ing of a contract or other operation essential to the national defense.

Votes for this action: Messrs. Robertson, Mitchell,
Daane, Maisel, and Sherrill. Votes against this action:
None. Absent and not voting: Messrs. Burns and
Brimmer.

In 1969 the Supplement to Regulation V had been amended to pro-
vide that an agency guaranteeing a particular loan may from time to time
prescribe a rate higher than IVi per cent if it determines the loan to be
necessary in financing an essential defense production contract.

The current amendment was intended to make clear that the agency
guaranteeing a particular loan may from time to time prescribe a higher
rate if it determines the loan to be necessary for the purpose of financing
any contractor, subcontractor, or other person in connection with the
performance of any contract or other operation deemed by the guaran-
teeing agency to be necessary to expedite production and deliveries
or services under Government contracts for the procurement of mate-
rials or the performance of services for the national defense.
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J U N E 12, 1970

AMENDMENTS TO REGULATION D, RESERVES OF
MEMBER BANKS, AND REGULATION Q, INTEREST
ON DEPOSITS.

Effective June 30, 1970, the Board amended Regulations D and Q to
narrow the category of member bank subordinated notes that are exempt
from reserve requirements and interest rate limitations.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The effect of these amendments was to prescribe conditions that must
be met if subordinated notes or debentures issued by a member bank
are to be exempt from interest rate controls (Regulation Q) and
reserve requirements (Regulation D) . The new conditions were de-
signed to distinguish clearly between capital-type funds and deposit-type
funds.

The basic rule for new issues provided that, in order to be exempt
from Regulations Q and D, a subordinated note must have an original
maturity of 7 years or more and be in an amount of at least $500. Cer-
tain statements designed to assure that an investor in such notes would
understand the nature of his investment were required to be included in
each note, and the issuance of such notes had to be approved in ad-
vance by the member bank's primary Federal bank supervisor. In
exigent circumstances, the supervisor could permit the issuance of non-
deposit subordinated notes with a maturity of less than 7 years.

Formerly, the exemption for subordinated notes had applied if the
maturity of the obligation was more than 2 years. The changes were
considered necessary in view of recent evidence that member banks
had been able to market such obligations to acquire deposit-type funds.
The changes were adopted following extensive consideration by the In-
teragency Coordinating Committee on Bank Regulation, which in-
cludes representatives of the three Federal bank supervisory agencies
and the Federal Home Loan Bank Board.
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JUNE 23, 1970

AMENDMENT TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective June 24, 1970, the Board amended the Supplement to Regula-
tion Q to suspend the maximum limitations theretofore prescribed on the
rate of interest that member banks may pay on single-maturity deposits of
$100,000 or more that mature 30 days or more but less than 90 days after
the date of deposit. Prior to the amendment, such deposits maturing in
30-59 days had been subject to a maximum limitation of 6V4 per cent, and
those maturing in 60-89 days to a maximum limitation of 6V2 per cent.

Votes for this action: Messrs. Burns, Mitchell,
Daane, Maisel, Brimmer, and Sherrill. Vote against
this action: Mr. Robertson.

The Board took this action in order to place member banks in a
better position to obtain funds with which to meet unusual demands
upon them for short-term credit accommodation as a consequence of
serious current uncertainties in financial markets.

Particular concern was centered in the market for commercial pa-
per, which had been shaken by the insolvency proceedings instituted
over the preceding weekend by a major railroad corporation. Since it
appeared that pressures might pyramid in the commercial paper mar-
ket, banks were assured promptly that the Federal Reserve discount
window would be available to assist them in meeting the needs of
businesses unable to roll over their maturing paper. The Regulation Q
action, taken shortly thereafter, was intended to enable banks to obtain
funds that investors had become reluctant to place in other markets
and to rechannel those funds to borrowers previously dependent upon
the issuance of commercial paper. Thus the resulting increases in bank
credit would not constitute an increase in total credit flows, to the ex-
tent that they represented simply a transfer of borrowings from other
financing avenues. Under such circumstances, appropriate accommo-
dation through bank lending would be a constructive element in the
process of adjustment to changing financial conditions and would not
interfere with the continuing objective of curbing inflation.

The Board's action was taken after consultation with the Federal De-
posit Insurance Corporation and the Federal Home Uoan Bank Board,
as required by law.
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No change was made in the ceilings applicable to longer-term CD's
of $100,000 or more, which remained at 63A per cent for maturities of
90 to 179 days, 7 per cent for 180 days to 1 year, and IVi per cent for
1 year or more. Likewise, no change was made in the ceilings on savings
deposits or time deposits (including CD's) of less than $100,000, on
which the maximum rates payable ranged from Al/z to 534 per cent.

Governor Robertson's position was that the regulatory action should
not be taken until the circumstances that might impel it were clear, rather
than conjectured, and that its desirability should be weighed from the
broader standpoint of monetary policy and the struggle against infla-
tion. Efforts by banks to sell CD's could generate unsettling pressures
in other domestic short-term markets, including the commercial paper
market, and if banks thereby gained loanable funds domestically, they
were likely to pay back their more expensive Euro-dollar borrowings,
thus aggravating the already adverse balance of payments situation. He
believed such developments would interfere substantially with the
broader objective of fostering only moderate growth in bank credit and
money in the interest of curbing inflation and encouraging an orderly
resumption of sustainable economic growth.

A U G U S T 17, 1970

AMENDMENTS TO REGULATION D, RESERVES OF
MEMBER BANKS.

Effective September 17, 1970, the Board amended Regulation D to apply
a 5 per cent reserve requirement against funds obtained by member banks
through the issuance of commercial paper by their affiliates. Effective Octo-
ber 1, 1970, it amended the Supplement to Regulation D to reduce from 6
to 5 per cent the reserves required to be maintained by member banks
against time deposits in excess of $5 million.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

In imposing reserve requirements against funds obtained by member
banks through the issuance of commercial paper or similar obligations
by their affiliates, the Board used for the first time the authority con-
tained in the Act of December 23, 1969, which explicitly authorized
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such action. In January the Board had published for comment a pro-
posal to apply reserve requirements to such paper, but it subsequently
deferred action on the proposal in order to avoid additional stringency in
money and credit conditions.

The main purpose of the action now taken was to maintain the
effectiveness of the reserve requirement instrument. About $7.5 billion
of bank-related commercial paper was outstanding, the total having risen
by $5.5 billion during the preceding 12 months. The application of the
5 per cent reserve requirement to such paper was expected to increase
the required reserves of the affected member banks by roughly $350
million. Since most commercial paper is issued in denominations of
$100,000 or more, the extension of reserve requirements to bank-
related commercial paper served to put instruments of this kind on a
more nearly equal footing with negotiable CD's issued by banks.

The action to reduce reserve requirements against time deposits in
excess of $5 million, which coincided in terms of effective date with the
beginning of the fall period of seasonal expansion of deposits and re-
quired reserves, was expected to release reserves to the extent of about
$300 million at banks issuing commercial paper and in the amount of
about $400 million at other member banks.

Accordingly, the dual action was estimated to result in a reduction
in required reserves of about $350 million for the banking system as a
whole. The greater portion of the net reserves thus released would
become available to banks that in the current circumstances might be
expected to use a sizable share of the available funds in financing hous-
ing and State and local governments.

O C T O B E R 1, 1970

AMENDMENT TO REGULATION D, RESERVES OF
MEMBER BANKS.

Effective November 9, 1970, the Board amended the definition of the
term "savings deposit" contained in Regulation D.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, and Brimmer. Votes against this
action: None. Absent and not voting: Messrs. Maisel
and Sherrill.
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The amendment was designed to prevent the use of funds deposited
by a trust department of a member bank in a savings deposit in the
commercial department of that bank in tandem with a checking account
so as to avoid the higher demand deposit reserve requirements. The
amendment, as adopted, was narrower in scope than a version that had
previously been published for comment. The effect of confining the
amendment to savings deposits was that the trust department of a
member bank could continue to classify a certain portion of the funds
on deposit in its commercial department as a time deposit, in accordance
with an interpretation issued by the Board in 1959.

O C T O B E R 23, 1970

AMENDMENT TO REGULATION Z, TRUTH IN LENDING.

Effective October 23, 1970, the Board amended Regulation Z to allow
creditors of open-end accounts to reduce the periodic rate or rates applica-
ble to those accounts without the necessity of giving advance notice.

Votes for this action: Messrs. Burns, Robertson,
Daane, Maisel, and Sherrill. Votes against this action:
None. Absent and not voting: Messrs. Mitchell and
Brimmer.

Regulation Z provided that if any change was to be made in the terms
of an open-end credit account plan previously disclosed to the customer,
the creditor must give the customer written disclosure of such proposed
change not less than 30 days prior to the effective date of such change
or 30 days prior to the beginning of the billing cycle within which such
change would become effective, whichever date was earlier. Pursuant to
the amendment now adopted, no notice was necessary if the only change
was a reduction in the periodic rate or rates applicable to the account,
thereby benefiting the customer.

N O V E M B E R 10, 1970

REDUCTION IN RATES ON DISCOUNTS AND ADVANCES
BY FEDERAL RESERVE BANKS.

Effective November 11,1970, the Board approved actions that had been
taken by the boards of directors of the Federal Reserve Banks of Boston,

77

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

1970



Richmond, Atlanta, St. Louis, Minneapolis, and San Francisco establishing
a rate of 53A per cent (rather than 6 per cent) on discounts for and ad-
vances to member banks under Sections 13 and 13a of the Federal Reserve
Act.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill. Votes
against this action: None.

The Board later approved similar actions by the directors of the
Federal Reserve Banks of New York, Cleveland, Chicago, Kansas City,
and Dallas effective November 13, and by the directors of the Federal
Reserve Bank of Philadelphia effective November 16, 1970.

Effective the same dates the Board approved for the respective Federal
Reserve Banks a rate of 6lA per cent (rather than 6*/2 per cent) on
advances to member banks under Section 10(b) of the Federal Reserve
Act. In addition the Board approved for most of the Banks reductions
in rates on advances to individuals, partnerships, and corporations other
than member banks under the last paragraph of Section 13 of the Act.

(In accordance with the provisions of the Federal Reserve Act, the
Federal Reserve Banks are required to establish rates on discounts for
and advances to member banks at least every 14 days and to submit such
rates to the Board for review and determination. Prior to this date the
most recent rate changes were made in April 1969, as described on pages
74-76 of the Board's ANNUAL REPORT for 1969.)

The reduction in the discount rate—the rate charged member banks
for borrowing from their district Reserve Banks—was made within the
general framework of the moderately expansive monetary policy that
had been initiated earlier in the year. More specifically, the action was
taken in recognition of the reductions that had occurred recently in
other short-term interest rates, including particularly the 3-month
Treasury bill rate, and was designed to bring the discount rate into
better alignment with short-term rates generally.

The action had the effect of assuring that the Federal Reserve did
not desire to resist the interest rate declines that were being manifested
in various markets, in an environment in which signs of economic weak-
ness were becoming more apparent. Business spending was faltering,
and labor demand and consumer spending continued sluggish. In addi-
tion, recent evidence suggested that growth in bank credit and money

78

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

1970



was falling short of monetary policy targets for the fourth quarter. On
the other hand, there was some reason to anticipate that the economy
would show more strength once the strike against a major automobile
manufacturer was settled, and inflationary attitudes remained a prob-
lem. A larger discount rate reduction would have increased the risk of
rekindling inflationary expectations at a time when it appeared that some
progress in dampening them was being made.

The current reduction in the discount rate was the first since August
1968, when the rate was lowered from 51/* to 5V4 per cent. Since then
the rate had been increased to 5V2 per cent in December 1968, and to
6 per cent in April 1969.

N O V E M B E R 22, 1970

AMENDMENTS TO REGULATION A, ADVANCES AND DIS-
COUNTS BY FEDERAL RESERVE BANKS.

Effective November 23, 1970, the Board amended Regulation A so as to
facilitate a simplification of procedures with respect to extensions of Reserve
Bank credit by elimination of regulatory language that implied that a formal
written application must be submitted by a member bank in connection with
each borrowing from a Reserve Bank and that a promissory note must be
executed in connection with each such borrowing.

Votes for this action: Messrs. Burns, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill. Votes
against this action: None.

The amendments represented essentially procedural and technical
improvements and reflected no change in the Federal Reserve's general
monetary and credit policies. They were intended to facilitate the adop-
tion by the Federal Reserve Banks of a uniform, continuing lending
agreement in lieu of formal applications and promissory notes, along
with procedures under which (1) the Reserve Banks would accrue in-
terest on advances and collect such interest at the time of repayment
instead of computing and charging interest on a discount basis at the
time of the advance, and (2) all changes in the discount rate would be
made immediately applicable to outstanding loans. In order to provide
sufficient lead time for all concerned, including member banks, to
familiarize themselves with the new procedures, the Board, after con-
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sultation with the Reserve Banks, expressed the view that February 4,
1971, would be an appropriate date for inauguration of the new proce-
dures at all Reserve Banks.

N O V E M B E R 30, 1970

REDUCTION IN RATES ON DISCOUNTS AND ADVANCES
BY FEDERAL RESERVE BANKS.

Effective December 1, 1970, the Board approved actions that had been
taken by the boards of directors of the Federal Reserve Banks of Boston,
Cleveland, Atlanta, Minneapolis, and Dallas establishing a rate of 5Vi per
cent (rather than 5% per cent) on discounts for and advances to member
banks under Sections 13 and 13a of the Federal Reserve Act.

Votes for this action: Messrs. Burns, Robertson,
Daane, Maisel, Brimmer, and Sherrill. Votes against
this action: None. Absent and not voting: Mr.
Mitchell.

The Board later approved similar actions by the directors of the Fed-
eral Reserve Banks of New York, Philadelphia, and San Francisco
effective December 4, by the directors of the Federal Reserve Bank of
Kansas City effective December 10, and by the directors of the Federal
Reserve Banks of Richmond, Chicago, and St. Louis effective December
11,1970.

Effective the same dates the Board approved for the respective Fed-
eral Reserve Banks a rate of 6 per cent (rather than 6V4 per cent) on
advances to member banks under Section 10(b) of the Federal Reserve
Act. In addition the Board approved for most of the Banks reductions
in rates on advances to individuals, partnerships, and corporations other
than member banks under the last paragraph of Section 13 of the Act.

The discount rates of the respective Federal Reserve Banks had
been reduced from 6 to 53A per cent effective during the week beginning
November 11. Since that time there had been a further downward trend
in short-term interest rates, against a background of sluggishness in
demands for money and in over-all economic activity. The further
reduction in the discount rate to 5Vi per cent was made in recognition
of the declining trend in short-term interest rates and was in keeping
with a desire to maintain a suitable alignment between the discount
rate and market rates.
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N O V E M B E R 30, 1970

AMENDMENTS TO REGULATION D, RESERVES OF MEM-
BER BANKS, AND REGULATION M, FOREIGN ACTIVITIES
OF NATIONAL BANKS.

Effective January 7, 1971, the Board amended the Supplement to Regu-
lation D and amended Regulation M for the purpose of strengthening the
inducement for U.S. banks to retain their Euro-dollar liabilities and thus
moderate the pace of repayment of Euro-dollar borrowings.

Votes for this action: Messrs. Burns, Robertson,
Daane, Maisel, Brimmer, and Sherrill. Votes against
this action: None. Absent and not voting: Mr.
Mitchell.

A matter of increasing concern was the deleterious effect on the U.S.
balance of payments of the repayment by U.S. banks of their Euro-dollar
borrowings. Such repayments had already assumed heavy proportions,
and pressure toward acceleration of that movement seemed certain to
intensify if U.S. short-term rates declined further and domestic demands
for credit continued to moderate. In the circumstances, the Board took
three interrelated actions designed to strengthen the inducement for U.S.
banks to retain their Euro-dollar liabilities.

First, the Board raised from 10 to 20 per cent the reserves required
to be maintained by member banks against Euro-dollar borrowings that
exceed the amounts that the banks are allowed as a reserve-free base.
The higher requirement was intended to give banks an added induce-
ment to preserve their reserve-free bases against a time of future need
instead of allowing their bases to be lowered automatically by repaying
their Euro-dollar borrowings. The higher requirement became effec-
tive in the 4-week reserve computation period ending December 23,
1970.

In a second step, to assure that the higher marginal reserve require-
ment did not penalize banks that had Euro-dollar liabilities above their
reserve-free bases, the Board amended its regulations so as to make
the marginal reserve requirement applicable to borrowings above either
(1) the minimum base equal to a percentage of deposits, or (2) the
average level in the reserve computation period ended November 25,
1970, whichever was higher.

Third, the Board amended its regulations to discourage repayment
of Euro-dollar liabilities not only by banks that used an historically
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determined reserve-free base originally related to their May 1969 bor-
rowings but also by those banks that operated under a minimum base
equal to 3 per cent of their over-all deposits subject to reserve require-
ments. The amendment applied the automatic downward adjustment to
reserve-free bases of the latter kind as well as of the former. This par-
ticular amendment became effective with the reserve computation period
ending January 20,1971.

Although the steps announced were deliberately of modest scale, the
Board noted that it had under review other measures that might be
adopted for the purpose of tempering the repayment of Euro-dollars
while avoiding penalty to banks that operated so as to retain their
reserve-free bases.

D E C E M B E R 22, 1970

AMENDMENTS TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective January 1, 1971, the Board amended Regulation Q to authorize
the use of a 360-day basis in computing simple daily interest on time and
savings deposits.

Votes for this action: Messrs. Robertson, Daane,
Maisel, Brimmer, and Sherrill. Votes against this
action: None. Absent and not voting: Messrs. Burns
and Mitchell.

The effect of the amendment was to permit, although not require,
member banks to pay simple daily interest at the applicable maximum
rate by using 360 rather than 365 as the denominator of a fraction in
which the numerator is the actual number of days the deposit earns
interest. The Board also changed an outstanding interpretation of Reg-
ulation Q so as to authorize the compounding of interest daily or con-
tinuously by use of a similar time factor.

The intent of the Board was to move in the direction of setting more
general regulatory standards for the payment of interest on deposits,
allowing reasonable flexibility thereunder for adaptation by banks to
accepted practices and competitive innovations.
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Record of Policy Actions of the
Federal Open Market Committee
The record of policy actions of the Federal Open Market Committee
is presented in the ANNUAL REPORT of the Board of Governors pur-
suant to the requirements of Section 10 of the Federal Reserve Act.
That section provides that the Board shall keep a complete record of
the actions taken by the Board and by the Federal Open Market Com-
mittee on all questions of policy relating to open market operations,
that it shall record therein the votes taken in connection with the deter-
mination of open market policies and the reasons underlying each such
action, and that it shall include in its ANNUAL REPORT to the Congress
a full account of such actions.

In the pages that follow, there are entries with respect to the policy
actions taken at the meetings of the Federal Open Market Committee
held during the calendar year 1970, including the votes on the policy
decisions made at those meetings as well as a resume of the basis
for the decisions. The summary descriptions of economic and financial
conditions are based on the information that was available to the
Committee at the time of the meetings, rather than on data as they
may have been revised later.

It will be noted from the record of policy actions that in some
cases the decisions were by unanimous vote and that in other cases
dissents were recorded. The fact that a decision in favor of a general
policy was by a large majority, or even that it was by unanimous vote,
does not necessarily mean that all members of the Committee were
equally agreed as to the reasons for the particular decision or as to
the precise operations in the open market that were called for to im-
plement the general policy.

Under the Committee's rules relating to the availability of informa-
tion to the public, the policy record for each meeting is released
approximately 90 days following the date of the meeting and is subse-
quently published in the Federal Reserve Bulletin as well as in the
Board's ANNUAL REPORT.

Policy directives of the Federal Open Market Committee are issued
to the Federal Reserve Bank of New York as the Bank selected by
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the Committee to execute transactions for the System Open Market
Account. In the area of domestic open market activities the Federal
Reserve Bank of New York operates under two separate directives
from the Open Market Committee—a continuing authority directive
and a current economic policy directive. In the foreign currency area
it operates under an authorization for System foreign currency opera-
tions and a foreign currency directive. These four instruments are
shown below in the form in which they were in effect at the beginning
of 1970. No revisions were made in the foreign currency directive
during the year; changes in the other instruments are shown in the
records for the individual meetings.

CONTINUING AUTHORITY DIRECTIVE WITH RESPECT TO
DOMESTIC OPEN MARKET OPERATIONS

(in effect January 1,1970)

1. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York, to the extent necessary to carry out
the most recent current economic policy directive adopted at a meeting of
the Committee:

(a) To buy or sell U.S. Government securities in the open market,
from or to Government securities dealers and foreign and international
accounts maintained at the Federal Reserve Bank of New York, on a
cash, regular, or deferred delivery basis, for the System Open Market
Account at market prices and, for such Account, to exchange maturing
U.S. Government securities with the Treasury or allow them to mature
without replacement; provided that the aggregate amount of such securi-
ties held in such Account at the close of business on the day of a meet-
ing of the Committee at which action is taken with respect to a current
economic policy directive shall not be increased or decreased by more
than $2.0 billion during the period commencing with the opening of
business on the day following such meeting and ending with the close
of business on the day of the next such meeting;

(b) To buy or sell prime bankers' acceptances of the kinds designated
in the Regulation of the Federal Open Market Committee in the open
market, from or to acceptance dealers and foreign accounts maintained
at the Federal Reserve Bank of New York, on a cash, regular, or de-
ferred delivery basis, for the account of the Federal Reserve Bank of
New York at market discount rates; provided that the aggregate amount
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of bankers' acceptances held at any one time shall not exceed (1) $125
million or (2) 10 per cent of the total of bankers' acceptances outstand-
ing as shown in the most recent acceptance survey conducted by the
Federal Reserve Bank of New York, whichever is the lower;

(c) To buy U.S. Government securities, obligations that are direct
obligations of, or fully guaranteed as to principal and interest by, any
agency of the United States, and prime bankers' acceptances with maturi-
ties of 6 months or less at the time of purchase, from nonbank dealers
for the account of the Federal Reserve Bank of New York und^r agree-
ments for repurchase of such securities, obligations, or acceptances in
15 calendar days or less, at rates not less than (1) the discount rate of
the Federal Reserve Bank of New York at the time such agreement is
entered into, or (2) the average issuing rate on the most recent issue of
3-month Treasury bills, whichever is the lower; provided that in the
event Government securities or agency issues covered by any such agree-
ment are not repurchased by the dealer pursuant to the agreement or
a renewal thereof, they shall be sold in the market or transferred to the
System Open Market Account; and provided further that in the event
bankers' acceptances covered by any such agreement are not repurchased
by the seller, they shall continue to be held by the Federal Reserve Bank
or shall be sold in the open market.
2. The Federal Open Market Committee authorizes and directs the Fed-

eral Reserve Bank of New York to purchase directly from the Treasury for
the account of the Federal Reserve Bank of New York, or, if the New
York Reserve Bank is closed, any other Reserve Bank for its own account
(with discretion, in cases where it seems desirable, to issue participations
to one or more Federal Reserve Banks) such amounts of special short-term
certificates of indebtedness as may be necessary from time to time for the
temporary accommodation of the Treasury; provided that the rate charged
on such certificates shall be a rate XA of 1 per cent below the discount rate
of the Federal Reserve Bank of New York at the time of such purchases,
and provided further that the total amount of such certificates held at any
one time by the Federal Reserve Banks shall not exceed $1 billion.

3. In order to insure the effective conduct of open market operations, the
Federal Open Market Committee authorizes and directs the Federal Re-
serve Banks to lend U.S. Government securities held in the System Open
Market Account to Government securities dealers and to banks participat-
ing in Government securities clearing arrangements conducted through a
Federal Reserve Bank, under such instructions as the Committee may
specify from time to time.
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CURRENT ECONOMIC POLICY DIRECTIVE
(in effect January 1,1970)

The information reviewed at this meeting indicates that real economic
activity has expanded only moderately in recent quarters and that a further
slowing of growth appears to be in process. Prices and costs, however, are
continuing to rise at a rapid pace. Most market interest rates have advanced
further in recent weeks partly as a result of expectational factors, including
concern about the outlook for fiscal policy. Bank credit rose rapidly in
November after declining on average in October, while the money supply
increased moderately over the 2-month period; in the third quarter, bank
credit had declined on balance and the money supply was about unchanged.
The net contraction of outstanding large-denomination CD's has slowed
markedly since late summer, apparently reflecting mainly an increase in
foreign official time deposits. However, flows of consumer-t)'pe time and
savings funds at banks and nonbank thrift institutions have remained weak,
and there is considerable market concern about the potential size of net
outflows expected around the year-end. In November the balance of pay-
ments deficit on the liquidity basis diminished further and the official settle-
ments balance reverted to surplus, mainly as a result of return flows out of
the German mark and renewed borrowing by U.S. banks from their foreign
branches. In light of the foregoing developments, it is the policy of the
Federal Open Market Committee to foster financial conditions conducive
to the reduction of inflationary pressures, with a view to encouraging sus-
tainable economic growth and attaining reasonable equilibrium in the coun-
try's balance of payments.

To implement this policy, System open market operations until the next
meeting o:: the Committee shall be conducted with a view to maintaining
the prevailing firm conditions in the money market; provided, however,
that operations shall be modified if bank credit appears to be deviating sig-
nificantly from current projections or if unusual liquidity pressures should
develop.

AUTHORIZATION FOR SYSTEM FOREIGN CURRENCY OPERATIONS
(in effect January 1,1970)

1. The Federal Open Market Committee authorizes and directs the Fed-
eral Reserve Bank of New York, for System Open Market Account, to the
extent necessary to carry out the Committee's foreign currency directive
and express authorizations by the Committee pursuant thereto:

A. To purchase and sell the following foreign currencies in the form of
cable transfers through spot or forward transactions on the open market
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at home and abroad, including transactions with the U.S. Stabilization
Fund established by Section 10 of the Gold Reserve Act of 1934, with for-
eign monetary authorities, and with the Bank for International Settlements:

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks
Italian lire
Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold foreign currencies listed in paragraph A above, up to the
following limits:

(1) Currencies purchased spot, including currencies purchased from
the Stabilization Fund, and sold forward to the Stabilization Fund, up to $1
billion equivalent;

(2) Currencies purchased spot or forward, up to the amounts neces-
sary to fulfill other forward commitments;

(3) Additional currencies purchased spot or forward, up to the
amount necessary for System operations to exert a market influence but not
exceeding $250 million equivalent; and

(4) Sterling purchased on a covered or guaranteed basis in terms of
the dollar, under agreement with the Bank of England, up to $300 million
equivalent.

C. To have outstanding forward commitments undertaken under para-
graph A above to deliver foreign currencies, up to the following limits:

(1) Commitments to deliver foreign currencies to the Stabilization
Fund, up to the limit specified in paragraph 1B(1) above;

(2) Commitments to deliver Italian lire, under special arrangements
with the Bank of Italy, up to $500 million equivalent; and

(3) Other forward commitments to deliver foreign currencies, up to
$550 million equivalent.

D. To draw foreign currencies and to permit foreign banks to draw
dollars under the reciprocal currency arrangements listed in paragraph 2
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below, provided that drawings by either party to any such arrangement
shall be fully liquidated within 12 months after any amount outstanding at
that time was first drawn, unless the Committee, because of exceptional
circumstances, specifically authorizes a delay.

2. The Federal Open Market Committee directs the Federal Reserve
Bank of New York to maintain reciprocal currency arrangements ("swap"
arrangements) for System Open Market Account for periods up to a maxi-
mum of 12 months with the following foreign banks, which are among
those designated by the Board of Governors of the Federal Reserve Sys-
tem under Section 214.5 of Regulation N, Relations with Foreign Banks
and Bankers, and with the approval of the Committee to renew such
arrangements on maturity:

Amount of
arrangement
(millions of

Foreign bank dollars equivalent)

Austrian National Bank 200
National Bank of Belgium 500
Bank of Canada 1,000
National Bank of Denmark 200
Bank of England 2,000
Bank of France 1,000
German Federal Bank 1,000
Bank of Italy 1,000
Bank of Japan 1,000
Bank of Mexico 130
Netherlands Bank 300
Bank of Norway 200
Bank of Sweden 250
Swiss National Bank 600
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against authorized European

currencies other than Swiss francs 1,000

3. Unless otherwise expressly authorized by the Committee, all trans-
actions in foreign currencies undertaken under paragraph 1(A) above shall
be at prevailing market rates and no attempt shall be made to establish
rates that appear to be out of line with underlying market forces.
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4. It shall be the practice to arrange with foreign central banks for the
coordination of foreign currency transactions. In making operating arrange-
ments with foreign central banks on System holdings of foreign currencies,
the Federal Reserve Bank of New York shall not commit itself to maintain
any specific balance, unless authorized by the Federal Open Market Com-
mittee. Any agreements or understandings concerning the administration of
the accounts maintained by the Federal Reserve Bank of New York with
the foreign banks designated by the Board of Governors under Section
214.5 of Regulation N shall be referred for review and approval to the
Committee.

5. Foreign currency holdings shall be invested insofar as practicable,
considering needs for minimum working balances. Such investments shall
be in accordance with Section 14(e) of the Federal Reserve Act.

6. A Subcommittee consisting of the Chairman and the Vice Chairman
of the Committee and the Vice Chairman of the Board of Governors (or
in the absence of the Chairman or of the Vice Chairman of the Board of
Governors the members of the Board designated by the Chairman as alter-
nates, and in the absence of the Vice Chairman of the Committee his
alternate) is authorized to act on behalf of the Committee when it is
necessary to enable the Federal Reserve Bank of New York to engage in
foreign currency operations before the Committee can be consulted. All
actions taken by the Subcommittee under this paragraph shall be reported
promptly to the Committee.

7. The Chairman (and in his absence the Vice Chairman of the Com-
mittee, and in the absence of both, the Vice Chairman of the Board of
Governors) is authorized:

A. With the approval of the Committee, to enter into any needed agree-
ment or understanding with the Secretary of the Treasury about the divi-
sion of responsibility for foreign currency operations between the System
and the Secretary;

B. To keep the Secretary of the Treasury fully advised concerning Sys-
tem foreign currency operations, and to consult with the Secretary on such
policy matters as may relate to the Secretary's responsibilities; and

C. From time to time, to transmit appropriate reports and information
to the National Advisory Council on International Monetary and Financial
Policies.

8. Staff officers of the Committee are authorized to transmit pertinent
information on System foreign currency operations to appropriate officials
of the Treasury Department.

9. All Federal Reserve Banks shall participate in the foreign currency
operations for System Account in accordance with paragraph 3 G( l ) of the
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Board of Governors' Statement of Procedure with Respect to Foreign Re-
lationships of Federal Reserve Banks dated January 1, 1944.

10. The Special Manager of the System Open Market Account for for-
eign currency operations shall keep the Committee informed on conditions
in foreign exchange markets and on transactions he has made and shall
render such reports as the Committee may specify.

FOREIGN CURRENCY DIRECTIVE
(in effect January 1, 1970)

1. The basic purposes of System operations in foreign currencies are:
A. To help safeguard the value of the dollar in international exchange

markets;
B. To aid in making the system of international payments more effi-

cient;
C. To further monetary cooperation with central banks of other coun-

tries having convertible currencies, with the International Monetary Fund,
and with other international payments institutions;

D. To help insure that market movements in exchange rates, within the
limits stated in the International Monetary Fund Agreement or established
by central bank practices, reflect the interaction of underlying economic
forces and thus serve as efficient guides to current financial decisions,
private and public; and

E. To facilitate growth in international liquidity in accordance with the
needs of an expanding world economy.

2. Unless otherwise expressly authorized by the Federal Open Market
Committee, System operations in foreign currencies shall be undertaken
only when necessary:

A. To cushion or moderate fluctuations in the flows of international
payments, if such fluctuations (1) are deemed to reflect transitional market
unsettlement or other temporary forces and therefore are expected to be
reversed in the foreseeable future; and (2) are deemed to be disequilibrat-
ing or otherwise to have potentially destabilizing effects on U.S. or foreign
official reserves or on exchange markets, for example, by occasioning mar-
ket anxieties, undesirable speculative activity, or excessive leads and lags
in international payments;

B. To temper and smooth out abrupt changes in spot exchange rates,
and to moderate forward premiums and discounts judged to be disequili-
brating. Whenever supply or demand persists in influencing exchange rates
in one direction, System transactions should be modified or curtailed unless
upon review and reassessment of the situation the Committee directs other-
wise;
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C. To aid in avoiding disorderly conditions in exchange markets. Special
factors that might make for exchange market instabilities include (1) re-
sponses to short-run increases in international political tension, (2) differ-
ences in phasing of international economic activity that give rise to un-
usually large interest rate differentials between major markets, and (3)
market rumors of a character likely to stimulate speculative transactions.
Whenever exchange market instability threatens to produce disorderly con-
ditions, System transactions may be undertaken if the Special Manager
reaches a judgment that they may help to re-establish supply and demand
balance at a level more consistent with the prevailing flow of underlying
payments. In such cases, the Special Manager shall consult as soon as
practicable with the Committee or, in an emergency, with the members
of the Subcommittee designated for that purpose in paragraph 6 of the
Authorization for System foreign currency operations; and

D. To adjust System balances within the limits established in the
Authorization for System foreign currency operations in light of probable
future needs for currencies.

3. System drawings under the swap arrangements are appropriate when
necessary to obtain foreign currencies for the purposes stated in paragraph
2 above.

4. Unless otherwise expressly authorized by the Committee, transactions
in forward exchange, either outright or in conjunction with spot trans-
actions, may be undertaken only (i) to prevent forward premiums or dis-
counts from giving rise to disequilibrating movements of short-term funds;
(ii) to minimize speculative disturbances; (iii) to supplement existing mar-
ket supplies of forward cover, directly or indirectly, as a means of en-
couraging the retention or accumulation of dollar holdings by private
foreign holders; (iv) to allow greater flexibility in covering System or
Treasury commitments, including commitments under swap arrangements,
and to facilitate operations of the Stabilization Fund; (v) to facilitate the
use of one currency for the settlement of System or Treasury commitments
denominated in other currencies; and (vi) to provide cover for System
holdings of foreign currencies.
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MEETING HELD ON JANUARY 15, 1970

Authority to effect transactions in System Account.

Growth in real gross national product came to a halt in the fourth
quarter of 1969, according to preliminary Commerce Department
estimates, but prices and costs were continuing to rise rapidly. Staff
projections suggested that there would be little change in real eco-
nomic activity in early 1970. It appeared likely that upward pressures
on prices would persist, although perhaps moderating somewhat as
the year progressed.

Signs of weakness in the economy at the year-end were reflected
in various monthly economic series. Industrial production had de-
clined in December for the fifth successive month. Although the un-
employment rate remained at the low November level of 3.4 per cent,
nonfarm employment had edged down, and employment in manufac-
turing was reduced for the fourth month in a row. Retail sales were
about unchanged in December, and after adjustment for price in-
creases, they remained below the level of a year earlier. Housing
starts and manufacturers' new orders for durable goods had continued
downward in November, the latest month for which data were avail-
able.

Average wholesale prices rose considerably further from mid-
November to mid-December for both industrial commodities and farm
and food products. Among industrial commodities, advances were
particularly marked for nonferrous metals and for machinery and
equipment. The consumer price index again rose substantially in
November.

The Commerce Department figures for the fourth quarter indicated
that real GNP had leveled out primarily because of a reduction in
the rate of inventory accumulation by business; growth in final sales
slowed only moderately further. The staff projections for the first
half of 1970 suggested that the rate of inventory accumulation would
decline further and that growth in final sales would remain sluggish.
It appeared likely that Federal expenditures and residential construc-
tion outlays would decline in both the first and second quarters and
that growth in spending by State and local governments would remain
slow.
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There were some elements of strength in the outlook, including
reported plans by businesses to increase outlays on new plant and
equipment substantially further in 1970. In addition, under recent
legislation the income tax surcharge had been reduced from 10 to 5
per cent as of January 1 (and would be eliminated as of July 1), and
social security benefits had been raised by 15 per cent as of January
1—with the higher payments, including a retroactive payment, to
begin in April. However, the stimulating effect of this legislation
on consumer spending was expected to be offset in part by other
factors tending to slow growth in personal income and by some rise
in the saving rate.

The small surplus in U.S. foreign trade that had been recorded in
the third quarter was maintained in the first 2 months of the fourth
quarter, as both exports and imports increased moderately. With
respect to the over-all payments balance, extremely heavy capital in-
flows in the final weeks of the year resulted in large surpluses in De-
cember and in the fourth quarter as a whole on both the "liquidity"
and "official reserve transactions" bases of calculation.1 It appeared
that the year-end inflow reflected further repatriations out of German
mark holdings together with the return of funds from various sources
by U.S. corporations partly in order to comply with U.S. Govern-
ment controls on direct investments abroad. Some of the inflow was
reversed early in January.

The Treasury was expected to announce in late January the terms
on which it would refund bonds maturing in mid-February. It seemed
likely that the Treasury would decide to refund bonds maturing in
mid-March at the same time. About $6.7 billion of such securities
would mature on those two dates, of which $5.6 billion were held by
the public.

System open market operations since the mid-December meeting
of the Committee had been directed at maintaining the prevailing firm

xThe balance on the "liquidity" basis is measured by changes in U.S. reserves
and in liquid U.S. liabilities to all foreigners. The balance on the "official reserve
transactions" basis (sometimes referred to as the "official settlements" basis) is
measured by changes in U.S. reserves and in liquid and certain nonliquid liabilities
to foreign official agencies, mainly monetary authorities. The latter balance differs
from the former by (1) treating changes in liquid U.S. liabilities to foreigners
other than official agencies as ordinary capital flows, and (2) treating changes in
certain nonliquid liabilities to foreign monetary authorities as financing items
rather than ordinary capital flows.
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conditions in the money market. When seasonal forces around the
turn of the year tended to produce considerable tautness in the money
market—as reflected in effective Federal funds rates of 9.5 and 9.75
per cent on a number of days—the pressure on marginal reserve po-
sitions of member banks was eased somewhat. The average rate on
Federal funds in the 4 weeks ending January 7 was slightly below 9
per cent, little changed from the preceding 3 weeks. Average member
bank borrowings declined by about $200 million, to approximately
$1.0 billion; average net borrowed reserves declined somewhat more
as a result of a seasonal increase in excess reserves at year-end.

In the opening weeks of 1970 interest rates moved down for
Treasury securities of all maturities and for new corporate and
municipal bonds. These reductions reflected in part the demands of
small investors who were employing funds that they had withdrav/n from
depositary institutions. For corporate and municipal bonds the re-
ductions extended declines that had been under way since early and
mid-December, respectively. Yields on Treasury securities, however,
had remained under upward pressure until the end of 1969, for vari-
ous reasons—including dealer efforts to hold down inventories in the
face of high financing costs; bank sales of coupon-bearing issues in
reaction to certain provisions of the newly enacted Tax Reform Act;
and sales of Treasury bills by foreign official institutions. Three-
month Treasury bill rates had reached record highs on December 29
—8.08 per cent for the market rate and 8.10 per cent for the average
auction rate. But by the day before this meeting the market rate on
3-month bills had fallen to 7.87 per cent, about the same as it had
been a month earlier. However, yields on Treasury notes and bonds
were still above their mid-December levels.

Both commercial banks and nonbank thrift institutions—savings
and loan associations and mutual savings banks—apparently had
experienced very heavy outflows of consumer-type time and savings
funds after year-end interest and dividend crediting. Earlier, in re-
sponse to reduced net inflows of savings funds and pessimistic ap-
praisals of the outlook, the thrift institutions had cut back their new
mortgage commitments substantially. With mortgage interest rates
continuing under upward pressure, the ceiling rate on federally under-
written home mortgages was raised from IV2 to SV2 per cent, effective
January 5.

94

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

1970



In December total time and savings deposits of commercial banks
had increased for the first time in a year. Flows of consumer-type
deposits had remained weak in that month, and Holdings by domestic
depositors of large-denomination negotiable certificates of deposit
(CD's) had continued to contract. However, there was a sizable
further rise in foreign official time deposits. Over the fourth quarter
as a whole total time and savings deposits had been about unchanged.

Private demand deposits and the money stock declined during most
of December. However, they increased sharply in the final week of the
year—as a result in part of various technical factors and in part of
exceptionally large year-end money flows, apparently including the
repatriation of funds from abroad by corporations in compliance with
Government controls on foreign direct investments. The year-end
surge, which was believed likely to prove temporary, was sufficient to
cause the money stock to grow at an annual rate of about 2 per cent
from November to December and about 1 per cent over the fourth
quarter as a whole. In the third quarter the money stock had not
grown.

Bank credit, as measured by the proxy series—daily-average mem-
ber bank deposits 2—declined from November to December at an
annual rate of 0.5 per cent. After adjustment for changes in the out-
standing volume of funds obtained by banks from "nondeposit"

2 In recent years the Committee has been making use of daily-average statistics
on total member bank deposits as a "bank credit proxy"—that is, the best avail-
able measure, although indirect, of developing movements in bank credit. Because
the deposit figures are compiled on a daily basis with a very short lag, they are
more nearly current than available bank loan and investment data. Moreover,
average deposit figures for a calendar month are much less subject to the influence
of single-date fluctuations than are the available month-end data on total bank
credit, which represent estimates of loans and investments at all commercial banks
on one day—the last Wednesday—of each month. For statistics on daily-average
member bank deposits, see the table in the statistical section of the Federal Reserve
BULLETIN (p. A-17 of the January 1970 issue).

Some brief comments on the relation between the member bank deposit series
and the bank credit statistics are given in the note on p. 1460 of the BULLETIN for
October 1966. As indicated in that note, movements in total member bank de-
posits and in commercial bank credit can diverge for various reasons, including
changes in "nondeposit" liabilities of banks. Changes in U.S. bank liabilities to
foreign branches and, more recently, in funds raised by other means—particularly
the sale of commercial paper by bank affiliates—have become important sources
of such divergence. Accordingly, an "adjusted" proxy series, taking approximate
account of such changes, is also calculated for Committee use.
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sources—including a reduction in the average level of their Euro-
dollar borrowings through foreign branches and a rise in the volume
of funds obtained through sales of commercial paper by bank affili-
ates—the proxy series increased at an annual rate of 1.5 per cent from
November to December. The adjusted bank credit proxy rose at a 2
per cent annual rate during the fourth quarter, following a decline
at a 4.3 per cent rate in the third quarter.

Staff projections suggested that the adjusted bank credit proxy
would decline over the first quarter and the money stock would change
little on balance, assuming maintenance of prevailing money market
conditions and no changes in maximum interest rates payable on
time and savings deposits under the Board's Regulation Q. The ad-
justed proxy series was projected to contract at annual rates of 1 to
4 per cent from December to January and 4 to 7 per cent from Janu-
ary to February, in large part because of anticipated net reductions
in time and savings deposits.

While taking note of the leveling off in real economic activity,
the Committee agreed that any marked relaxation of monetary re-
straint would be premature at present in light of the persistence of in-
flationary pressures and expectations. At the same time, considerable
concern was expressed about the prospect that in the first quarter
both bank credit and the money stock would continue to show no
significant growth if prevailing money market conditions and Regula-
tion Q ceiling rates were maintained. In this connection it was re-
ported that the Board of Governors planned shortly to consider in-
creases in the Regulation Q ceilings.

In the discussion of open market policy, some members expressed
the view that the specific money market conditions sought—within the
range of conditions sufficiently firm to be consistent with a posture
of monetary restraint—should be those most likely to be conducive
to modest growth in bank credit and the money stock over the first
quarter. Other members thought that a slight lessening of pressures
on the money market might be accommodated, but they nevertheless
favored relying mainly on early action with respect to Regulation Q in
the effort to encourage some growth in bank credit. Still others in-
dicated that on balance they were inclined toward maintaining the
prevailing conditions in the money market.

The Committee concluded that in the conduct of open market
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operations increased stress should be placed on the objective of
achieving modest growth in the monetary aggregates, with about equal
weight being given to bank credit and the money stock. It was agreed
that operations should be directed at maintaining firm conditions in
the money market, but that they should be modified if it appeared that
the objective with respect to the aggregates was not being achieved.
It was also agreed that account should be taken of the forthcoming
Treasury refunding, and of the effects of any action by the Board
with respect to Regulation Q.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity leveled off in the fourth quarter of 1969 and that little
change is in prospect for the early part of 1970. Prices and costs,
however, are continuing to rise at a rapid pace. Most market interest
rates have receded from highs reached during December. Bank credit
and the money supply increased slightly on average in December and
also over the fourth quarter as a whole. Outstanding large-denomina-
tion CD's held by domestic depositors have continued to contract in
recent months while foreign official time deposits have expanded con-
siderably. Flows of consumer-type time and savings funds at banks
and nonbank thrift institutions have remained weak, and there ap-
parently were sizable net outflows after year-end interest crediting.
U.S. imports and exports have both grown further in recent months
but through November the trade balance showed little or no further
improvement from the third-quarter level. At the year-end the over-
all balance of payments statistics were buoyed by large temporary in-
flows of U.S. corporate funds. In light of the foregoing developments,
it is the policy of the Federal Open Market Committee to foster fi-
nancial conditions conducive to the orderly reduction of inflationary
pressures, with a view to encouraging sustainable economic growth
and attaining reasonable equilibrium in the country's balance of
payments.

To implement this policy, while taking account of the forthcoming
Treasury refunding, possible bank regulatory changes and the Com-
mittee's desire to see a modest growth in money and bank credit, Sys-
tem open market operations until the next meeting of the Committee
shall be conducted with a view to maintaining firm conditions in the
money market; provided, however, that operations shall be modified
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if money and bank credit appear to be deviating significantly from
current projections.

Votes for this action: Messrs. Martin, Hayes, Bopp,
Brimmer, Clay, Coldwell, Daane, Maisel, Mitchell,
Robertson, Scanlon, and Sherrill. Votes against this
action: None.
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MEETING HELD ON FEBRUARY 10, 1970

Authority to effect transactions in System Account.

According to information reviewed at this meeting, over-all economic
activity apparently was weakening further in early 1970 but prices and
costs were continuing to rise rapidly. Staff projections suggested that
real GNP, which had leveled off in the fourth quarter of 1969, would
decline slightly in the first half of 1970 but would begin growing again
in the second half. Some moderation in the rate of price advance was
expected over the course of the year.

Industrial production was tentatively estimated to have declined in
January for the sixth consecutive month. There were various indica-
tions that the demand for labor was continuing to ease: Total nonfarm
employment was about unchanged in January at the level reached 3
months earlier, the average length of the workweek in manufacturing
had declined sharply, and the over-all unemployment rate had risen to
3.9 per cent after 2 months at the (revised) level of 3.5 per cent. Retail
sales estimates for November and December had been revised down-
ward to levels below October, and weekly sales data for January sug-
gested only a slight advance in that month. Private housing starts de-
clined again in December, reaching their lowest level since June 1967,
and the downtrend had apparently continued in January.

Average wholesale prices continued to rise at a rapid pace from mid-
December to mid-January; the increase was exceptionally sharp for
farm products and foods. The consumer price index again advanced
rapidly in December.

Federal budget estimates recently released by the administration
showed small surpluses in both the 1970 and the 1971 fiscal years,
despite the reduction of the income tax surcharge from 10 to 5 per
cent on January 1, 1970, and its scheduled expiration on July 1. The
budget document implied tight controls over expenditures; it suggested
that Federal purchases of goods and services would decline over the
course of the 1970 calendar year, with substantial cutbacks in defense
expenditures. However, a sharp rise in transfer payments was in pros-
pect for the second quarter, reflecting an, increase in social security
benefit payments—and a retroactive payment for the period since
January 1—under legislation that had been enacted earlier.
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The staff's GNP projections for the first half of 1970 suggested fur-
ther reductions in business inventory accumulation and in residential
construction outlays as well as in defense spending. Only moderate
increases in consumer spending were projected—despite the reduction
in the surtax in the first quarter and the anticipated increase in social
security benefit payments in the second—because it appeared likely
that smaller gains in employment and shorter workweeks would tend
to slow the growth in personal income and that the personal saving
rate would rise somewhat. It was expected, however, that business capi-
tal spending would increase substantially further in the first half.

The projections of resumed growth in real GNP in the second half
of 1970 were based in part on expectations of a recovery in residential
construction outlays, some step-up in spending by State and local
governments, an end to the reduction in business inventory accumula-
tion, and the elimination of the income tax surcharge at midyear. How-
ever, the rate of increase in real GNP was expected to be held to mod-
erate proportions by continuing declines in defense spending and by a
leveling off in business capital outlays.

The surplus in U.S. merchandise trade rose in December, as imports
declined more than exports. For the fourth quarter as a whole the
trade surplus was somewhat larger than in the preceding quarter. The
over-all payments balance reverted to deficit in January on both the
liquidity and official settlements bases, as a result of cessation (and
partial reversal) of the exceptionally large year-end inflow of funds that
had produced large surpluses in December and in the fourth quarter
as a whole.

In foreign exchange markets sterling strengthened significantly after
mid-January. The Italian lira was under considerable selling pressure
throughout the month. Euro-dollar rates declined more than seasonally
in January, in part because of reduced demands for Euro-dollars by
U.S. banks.

On January 28 the Treasury announced that, in exchange for bonds
maturing on February 15 and March 15, it would offer three new
notes having, respectively, maturities of 18 months, 3Vi years, and 7
years, and yields of 8%, 8Vs, and 8 per cent. The refunding was favor-
ably received by the market, and according to preliminary estimates,
only about 15 per cent of the $5.6 billion of maturing securities held by
the public were turned in for cash.
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Interest rates on new corporate and municipal bonds and on out-
standing Treasury securities of all maturities had fluctuated over a
relatively wide range since the January 15 meeting of the Committee.
The rate declines that had been under way earlier in the month con-
tinued for a time after mid-January, against the background of addi-
tional reports indicating weakness in the economy. Subsequently, how-
ever, yields turned up under the pressure of a mounting volume of new
corporate and municipal issues and continued large-scale borrowing by
Federal agencies. Then, around the month-end, yields moved sharply
downward as market participants interpreted statements by various offi-
cials as suggesting that monetary restraint would be eased soon. On
the day before this meeting the market rate on 3-month Treasury bills
was 7.30 per cent, about 55 basis points below its mid-January level.

At both commercial banks and nonbank thrift institutions, outflows
of savings funds—which had been unusually heavy following year-end
interest and dividend crediting—continued at a significant rate through-
out January. On January 20 the Board of Governors of the Federal
Reserve System announced moderate increases in maximum interest
rates payable by member banks on time and savings deposits.1 At about
the same time the Federal Deposit Insurance Corporation and the
Federal Home Loan Bank Board announced increases in maximum
rates payable by the banks and savings and loan associations over which
they have regulatory authority. Thus far these actions had had little
observable effect on flows of time and savings funds.

*By amendment to Regulation Q effective Jan. 21, 1970, the Board of Gov-
ernors increased from 4 to AVi per cent the maximum rate payable on passbook
savings and on 30- to 89-day "consumer-type" time deposits—those of less than
$100,000—of multiple maturity. Maximum rates were increased from 5 per cent
to SVT. and 5% per cent, respectively, for 1-year and 2-year single-maturity
consumer-type deposits; for other consumer-type deposits (that is, multiple matu-
rities of 90 days and over and single maturities of less than 1 year) the previous
maximum of 5 per cent was retained. In addition, the following changes were
made in maximum rates payable on time deposits of $100,000 or more:

New Previous
Maturity maximum maximum

(per cent)
30-59 days 6V4 5x/2
60-89 days 6V2 5%
90-179 days 6% 6

180 days to 1 year 7 6YA
1 year or more IV2 6V4
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Private demand deposits and the money stock declined over the
course of January, following a sharp and sudden rise at the year-end,
and by early February they were below their average December levels.
However, the erosion of the year-end bulge in these series was slower
than expected, and from December to January on the average the money
stock increased at an annual rate of 9 per cent. Meanwhile, total time
and savings deposits contracted sharply—at an estimated annual rate of
12.5 per cent—because of the large outflow of consumer-type deposits.

Reflecting diverse movements among deposit categories, the bank
credit proxy—daily-average member bank deposits—declined from
December to January at an annual rate estimated at about 3.5 per cent.
A sharp increase in funds obtained through sales of commercial paper
by bank affiliates was nearly offset by a decline in the average level of
Euro-dollar borrowings through foreign branches. After taking into
account the net change in funds from these "nondeposit" sources, the
adjusted bank credit proxy was estimated to have declined at an annual
rate of about 3 per cent from December to January. In the fourth quar-
ter of 1969 the money stock and the adjusted proxy series had increased
at annual rates of about 1.5 and 2 per cent, respectively.

Along with the amendment to Regulation Q, on January 20 the
Board of Governors published for comment a proposed rule applying
reserve requirements to certain types of bank-related commercial paper.
It was noted that the proposed action was of a type explicitly authorized
by legislation enacted December 23, 1969. Earlier—on October 29,
1969—the Board had announced that it was considering applying in-
terest rate ceilings to certain bank-related commercial paper, but action
on that proposal subsequently was withheld while consideration was
being given to the application of reserve requirements to the same type
of paper.,

System open market operations since the preceding meeting of the
Committee had been directed at maintaining firm conditions in the
money market, with operations subject to modification if it appeared
that the Committee's objective of modest growth in the money stock
and bank credit over the first quarter was not being achieved. In fact,
not only had the average levels of two aggregates moved in opposite
directions from December to January—the money stock rising and the
bank credit proxy declining—but also, during the period since the
previous meeting, the projections for the first quarter had been revised
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upward for the money stock and downward for the proxy series. In the
4 weeks ending February 4, the Federal funds rate averaged slightly
more than 9 per cent and member bank borrowings about $1 billion,
both relatively close to their averages in the preceding 4 weeks. Average
net borrowed reserves increased somewhat as excess reserves declined
from the seasonal high they had reached at the year-end.

The latest staff projections suggested that, if prevailing money market
conditions were maintained, the average level of the money stock would
decline from January to February and would rise by a roughly equal
amount from February to March; and that over the first quarter as a
whole the money stock would expand at an annual rate of 3 to 4 per
cent. The adjusted bank credit proxy, on the other hand, was projected
to decline over the quarter at an annual rate of 2 to 4 per cent. This pro-
jection reflected an expectation that time and savings deposits—particu-
larly consumer-type deposits—would continue to contract for a time,
although there was some prospect that the decline would end in late
February or early March as the quarterly interest-crediting period
approached. It also seemed possible that by March large-denomination
CD's—particularly those of longer maturity—might become at least
marginally competitive with other market securities.

An alternative set of projections suggested that the money stock
would grow slightly more rapidly over the first quarter—at an annual
rate of 4 to 5 per cent—if money market conditions were eased some-
what at present. It was anticipated that with such a change time and
savings deposits would be stronger than otherwise in March; and that
the adjusted bank credit proxy might advance sufficiently in that month
to result in no net decline, or perhaps a slight rise, over the first quarter
as a whole. It was noted that any easing of money market conditions
would be expected to have a greater stimulative effect on bank credit
in the second quarter than in the first.

The Committee concluded that, in light of the latest economic devel-
opments and the current business outlook, it was appropriate to move
gradually toward somewhat less restraint at this time. In particular, the
Committee decided that money market conditions should be shaded in
the direction of less firmness, beginning immediately, with a view to
encouraging moderate growth in money and bank credit over the months
ahead. It was agreed that the shift toward less firm money market condi-
tions should be implemented cautiously, with close attention to succes-
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sive estimates of growth rates in the monetary and credit aggregates; and
that operations should be modified promptly if those aggregates ap-
peared to be deviating significantly from a pattern of moderate growth.

Some members expressed the view that the longer any relaxation of
prevailing money market firmness was postponed the greater the likeli-
hood that developments in the economy would necessitate an unduly
large and abrupt move toward monetary ease later on. At the same
time, some members noted that caution was needed to avoid creating
an exaggerated impression of the amount of relaxation contemplated,
since widespread misunderstanding on that score could stimulate a new
surge of inflationary expectations.

It was also agreed that in the conduct of open market operations
account should be taken of the current Treasury refunding and of any
regulatory action by the Board of Governors with respect to bank-
related commercial paper. The following current economic policy direc-
tive was issued to the Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity, which leveled off in the fourth quarter of 1969, may
be weakening further in early 1970. Prices and costs, however, are
continuing to rise at a rapid pace. Long-term market interest rates
recently have fluctuated under the competing influences of heavy de-
mands for funds and shifts in investor attitudes regarding the outlook
for monetaiy policy. Bank credit declined in January but the money
supply increased substantially on average; both had risen slightly in
the fourth quarter. Flows of time and savings funds at banks and non-
bank thrift institutions have remained generally weak since year-end,
and they apparently have been affected little thus far by the recent
increases in maximum rates payable for such funds. The U.S. foreign
trade balance improved somewhat in December, as imports fell off.
The over-all balance of payments has been in substantial deficit in
recent weeks. In light of the foregoing developments, it is the policy
of the Federal Open Market Committee to foster financial conditions
conducive to the orderly reduction of inflationary pressures, with a
view to encouraging sustainable economic growth and attaining rea-
sonable equilibrium in the country's balance of payments.

To implement this policy, while taking account of the current
Treasury refunding, possible bank regulatory changes and the Com-
mittee's desire to see moderate growth in money and bank credit over
the months ahead, System open market operations until the next meet-
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ing of the Committee shall be conducted with a view to moving
gradually toward somewhat less firm conditions in the money market;
provided, however, that operations shall be modified promptly to resist
any tendency for money and bank credit to deviate significantly from
a moderate growth pattern.

Votes for this action: Messrs. Burns, Bopp, Clay,
Daane, Maisel, Mitchell, Robertson, Scanlon, and
Sherrill. Votes against this action: Messrs. Hayes,
Brimmer, and Coldwell.

The members who dissented from the policy directive did so pri-
marily because they felt that any overt move toward less firm money
market conditions was premature at this time and could strengthen
market expectations of substantial easing. While recognizing some
areas of weakness in the economy, they were impressed by the strength
of inflationary expectations, the continuing increases in prices and wages,
business plans for a large volume of capital spending, and the prospec-
tively large balance of payments deficit. They were also concerned about
the prospects for adequate fiscal restraint, even though the budget called
for a small surplus. They agreed with the majority of the Committee
that some growth in the monetary and credit aggregates was called for,
but in their view this objective could have been covered adequately by a
directive similar to the one the Committee had adopted at its January
meeting. Thus, they preferred not to relax restraint at this time because
of the risk of encouraging resurgent growth in over-all demand before
inflationary pressures and expectations had been adequately dampened.
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MEETING HELD ON MARCH 10, 1970

1. Authority to effect transactions in System Account.

The latest information lent support to the view that over-all economic
activity was weakening further in early 1970 after leveling off in the
fourth quarter of 1969. As before, staff projections suggested that real
GNP would decline somewhat in the first half of the current year, but
would then rise at a moderate rate in the second half. While prices
and costs were continuing to increase at a rapid pace, some slowing of
their advance was still expected over the course of the year.

In February, according to tentative estimates, industrial production
fell for the seventh consecutive month. Employment and hours of
work in manufacturing declined substantially. Total nonfarm employ-
ment was about unchanged, and the over-all rate of unemployment
rose further from 3.9 to 4.2 per cent, its highest level since October
1965. Incomplete weekly data suggested that retail sales, which had
declined in January, might have fallen further in February. Private
housing starts continued downward in January, reaching their lowest
level since April 1967, and new orders received by manufacturers of
durable goods dropped considerably after 3 months of moderate re-
ductions.

Preliminary calculations indicated that wholesale prices of both in-
dustrial commodities and farm products and foods had risen further
from mid-January to mid-February but that the increases were less
than in the previous month. On a seasonally adjusted basis, the con-
sumer price index continued to rise about as fast in January as in the
two preceding months.

According to the latest Commerce-SEC survey, taken in February,
businesses planned to increase their spending on new plant and equip-
ment by about 10.5 per cent in the full year 1970 but at a slower rate
in the first half. However, it seemed unlikely that such spending would
accelerate in the second half, as implied by the survey—particularly
in view of recent declines in new orders for machinery and equipment
and a reported reduction in the fourth quarter of 1969 in manufac-
turers' appropriations for capital spending.

The staff projections still allowed for relatively rhjHd increases in
business fixed investment outlays in the first half and a leveling off in
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such outlays later in the year. The projections also continued to sug-
gest that the rate of inventory accumulation would decline further in
the first half and stabilize in the second; that residential construction
outlays would fall sharply further in the first half and then turn up;
and that defense spending would decline throughout the year. It was
expected that consumer spending would be stimulated somewhat in
the second quarter by the increase in social security benefit payments,
and in the third quarter by the elimination of the remaining 5 per cent
income tax surcharge at midyear. It appeared likely, however, that
growth in consumer spending would remain moderate in the year as
a whole as a result of both smaller gains in wage and salary income
and an increase in the saving rate.

U.S. imports rose more than exports in January, and the surplus
in U.S. merchandise trade narrowed. According to tentative estimates,
the over-all balance of payments—which had been in substantial deficit
in January on both the liquidity and official settlements bases—con-
tinued in deficit in February.

In foreign exchange markets, demand for sterling remained strong
during February. Inflows of funds to the United Kingdom became ex-
ceptionally large in early March, and on March 5 the Bank of England
reduced its discount rate to IVi per cent from the 8 per cent rate that
had been in effect for about a year. On March 6 the German monetary
authorities announced that certain credit-tightening measures, including
an increase in the discount rate of the German Federal Bank from 6
to IV2 per cent, were being taken in light of domestic inflationary
pressures and of the continued expansion in bank credit. The Italian
lira had remained under heavy selling pressure in recent weeks and—
also on March 6—the Bank of Italy announced that it was raising its
discount rate from 4 to 5Vi per cent.

In markets for domestic securities both long- and short-term interest
rates had declined considerably on balance since the beginning of
February, despite a very heavy calendar of new corporate bond offer-
ings and a continuing sizable volume of municipal and Federal agency
issues. The rate declines reflected the increasing signs that the economy
was weakening and the growing belief among investors that monetary
restraint would shortly be—or had ^already been—relaxed. Treasury
bill rates fell steadily during much of February, but these rates tended
to stabilize later in the month when the Treasury followed its suc-
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cessful refunding operation by a sale of $1.75 billion of additional tax-
anticipation bills due in April and by an increase in the size of its
regular auctions of 6-month and 1-year bills. On the day before this
meeting the market rate on 3-month bills, at about 6.85 per cent, was
45 basis points below its level 4 weeks earlier and about 85 basis
points below its early February level.

The outflows of time and savings funds at banks and at nonbank
thrift institutions, which had been very large in January, apparently
came to an end in February—as a consequence of both the declines
in yields on competing market instruments and the advances in rates
offered by these institutions under the new higher ceilings that be-
came effective in late January. Preliminary figures indicated that there
were relatively small net inflows of funds to savings and loan associa-
tions and mutual savings banks in early February. In January net
acquisitions of mortgages by savings and loan associations were the
smallest for any month in nearly 3 years, and the volume of outstanding
commitments was at a 2-year low.

At commercial banks time and savings deposits expanded almost as
rapidly over the course of February as they had declined in January,
and their average level in February was only fractionally below that in
the previous month. There were net increases during February in
consumer-type deposits—particularly at country banks—and in the
volume of large-denomination CD's outstanding. It appeared that the
volume of CD's held by foreign official institutions had increased con-
siderably.

In contrast to time deposits, the average levels of private demand
deposits and the money stock contracted sharply from January to
February—at estimated annual rates of about 15 and 10 per cent,
respectively. The bank credit proxy—daily-average member bank de-
posits—was estimated to have declined from January to February at
an annual rate of more than 9 per cent, and after adjustment for a net
increase in funds raised from nondeposit sources, at a rate of more
than 6 per cent.

System open market operations since the February 10 meeting of
the Committee had been directed at fostering somewhat less firm con-
ditions in the money market, in accordance with the Committee's deci-
sion at that meeting and in light of the unfolding evidence of weakness
in both the money stock and the adjusted bank credit proxy. The
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money market remained firm for a time as the effects of large-scale
reserve supplying operations were offset by such factors as unexpectedly
sharp declines in float, but market conditions subsequently eased.
Thus, in the latter part of February and early March the average
Federal funds rate fell below 8.50 per cent from levels well above 9
per cent earlier in February, and in the week ending March 5 member
bank borrowings averaged about $835 million, compared with average
weekly levels of more than $1 billion during February.

Staff projections suggested that money and bank credit would grow
at moderate rates over the months ahead if the somewhat less firm
conditions recently achieved in the money market were maintained.
Specifically, the projections suggested that the money stock would
rise on the average from February to March at an annual rate of 4
to 7 per cent, resulting in growth during the first quarter as a whole
at a rate of about 2 per cent; and that money would continue to ex-
pand in the second quarter, at a rate of about 3 per cent. The adjusted
bank credit proxy was projected to increase from February to March
at an annual rate of 8 to 11 per cent—resulting in a first-quarter growth
rate of 0.5 per cent—and at a rate of about 5 per cent in the second
quarter. The projections for the adjusted proxy series were influenced
to an important degree by the expectation that time and savings deposits
would continue to expand rapidly, but that this would be partly offset
by slower expansion and then some decline in bank use of nondeposit
funds.

The Committee agreed that growth of money and bank credit during
coming months at about the rates projected would be appropriate in
the current economic environment. Concern was expressed in the dis-
cussion about the risks of unduly large changes in money market con-
ditions. Concern also was expressed about both the danger of excessive
growth in the aggregates and the risk of shortfalls from desirable growth
rates, which some members thought were particularly likely for the
money stock in a period of economic weakness such as the present.
In view of the importance attached to avoiding such extremes, the
Committee decided to convey in its directive the objective of achieving
growth in money and bank credit over the months ahead at about
the moderate rates indicated, and to call for maintenance of money
market conditions consistent with that objective.
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The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity, which leveled off in the fourth quarter of 1969, is
weakening further in early 1970. Prices and costs, however, are
continuing to rise at a rapid pace. Market interest rates have declined
considerably in recent weeks, partly as a result of changing investor
attitudes regarding the outlook for economic activity and monetary
policy. Both bank credit and the money supply declined on average in
February, but both were tending upward in the latter part of the
month. Outflows of time and savings funds at banks and nonbank
thrift institutions, which had been sizable in January, apparently
ceased in February, reflecting advances in rates offered on such
funds following the recent increases in regulatory ceilings, together
with declines in short-term market interest rates. The U.S. foreign
trade surplus narrowed in January and the over-all balance of pay-
ments deficit has remained large in recent weeks. In light of the
foregoing developments, it is the policy of the Federal Open Market
Committee to foster financial conditions conducive to orderly reduc-
tion in the rate of inflation, while encouraging the resumption of
sustainable economic growth and the attainment of reasonable equi-
librium in the country's balance of payments.

To implement this policy, the Committee desires to see moderate
growth in money and bank credit over the months ahead. System
open market operations until the next meeting of the Committee
shall be conducted with a view to maintaining money market con-
ditions consistent with that objective.

Votes for this action: Messrs. Burns, Hayes,
Brimmer, Daane, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Kimbrel. Votes
against this action: None.

Absent and not voting: Mr. Francis. (Mr. Kim-
brel voted as his alternate.)

2. Amendment to continuing authority directive.

At its meeting on October 7, 1969, the Committee had modified para-
graph 2 of the continuing authority directive regarding domestic open
market operations by adding language authorizing Reserve Banks other
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than the New York Bank to purchase special short-term certificates of
indebtedness from the Treasury for their own account at times when
the New York Bank was closed. At this meeting the Committee amended
the language adopted at that time for purposes of clarification. After
this amendment, paragraph 2 read as follows:

The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York, or, if the New York Reserve
Bank is closed, any other Federal Reserve Bank, to purchase directly
from the Treasury for its own account (with discretion, in cases
where it seems desirable, to issue participations to one or more
Federal Reserve Banks) such amounts of special short-term certif-
icates of indebtedness as may be necessary from time to time for the
temporary accommodation of the Treasury; provided that the rate
charged on such certificates shall be a rate VA of 1 per cent below
the discount rate of the Federal Reserve Bank of New York at the
time of such purchases, and provided further that the total amount
of such certificates held at any one time by the Federal Reserve Banks
shall not exceed $1 billion.

Votes for this action: Messrs. Burns, Hayes, Brim-
mer, Daane, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Kimbrel. Votes
against this action: None.

Absent and not voting: Mr. Francis. (Mr. Kim-
brel voted as his alternate.)

Another amendment to the continuing authority directive that had
been made on October 7, 1969, involved the addition of a paragraph 3
authorizing the Reserve Banks to engage in lending of U.S. Govern-
ment securities held in the System Open Market Account, under such
instructions as the Committee might specify from time to time. That
action had been taken on the basis of a judgment by the Committee
that in the existing circumstances such lending of securities was reason-
ably necessary to the effective conduct of open market operations and
to the effectuation of open market policies, and on the understanding
that the authorization would be reviewed periodically. At this meeting
the Committee concurred in the judgment of the Manager of the System
Open Market Account that the lending activity in question remained
necessary and, accordingly, that the authorization should remain in
effect subject to periodic review.
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The Committee also approved certain modifications that had been
recommended by the Manager, in light of the operating experience
to date, in the instructions it had issued in conjunction with this authori-
zation. Among the more important of these were an increase from $75
million to $150 million in the dollar limit on the par value of securities
involved in outstanding loans to any individual dealer at any time; a
lengthening from three to five business days of the limit on the duration
of loans to dealers, with loans remaining subject to renewal; and
certain revisions in the rates to be charged on contracts renewed beyond
their initial maturity.

3. Amendment to authorization for System foreign currency
operations.

The Committee approved an increase from $1,000 million to $1,250
million equivalent in the System swap arrangement with the Bank of
Italy, and the corresponding amendment to paragraph 2 of the authori-
zation for System foreign currency operations, subject to the under-
standing that the action would become effective upon a determination
by Chairman Burns that it was in the national interest. Chairman
Burns made the indicated determination later on the day of this
meeting. As a result of this action, paragraph 2 read as follows:

The Federal Open Market Committee directs the Federal Reserve
Bank of New York to maintain reciprocal currency arrangements
("swap" arrangements) for System Open Market Account for periods
up to a maximum of 12 months with the following foreign banks,
which are among those designated by the Board of Governors of the
Federal Reserve System under Section 214.5 of Regulation N, Rela-
tions with Foreign Banks and Bankers, and with the approval of the
Committee to renew such arrangements on maturity:

Foreign bank

Austrian National Bank
National Bank of Belgium
Bank of Canada

Amount of
arrangement
(millions of

dollars equivalent)

200
500

1,000
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Foreign bank

National Bank of Denmark
Bank of England
Bank of France
German Federal Bank
Bank of Italy
Bank of Japan
Bank of Mexico
Netherlands Bank
Bank of Norway
Bank of Sweden
Swiss National Bank

Amount of
arrangement
(millions of

dollars equivalent)

200
2,000
1,000
1,000
1,250
1,000

130
300
200
250
600

Bank for International Settlements:
Dollars against Swiss francs 600
Dollars against authorized European currencies

other than Swiss francs 1,000

Votes for this action: Messrs. Burns, Hayes,
Brimmer, Daane, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Kimbrel. Votes
against this action: None.

Absent and not voting: Mr. Francis. (Mr. Kim-
brel voted as his alternate.)

This action was taken on recommendation of the Special Manager,
who advised that it should prove helpful in providing against destabiliz-
ing short-run pressures on the lira. It was understood that the U.S.
Treasury would concurrently make available a $250 million swap
facility to the Bank of Italy.

4. Review of continuing authorizations.

This being the first meeting of the Federal Open Market Committee
following the election of new members from the Federal Reserve Banks
to serve for the year beginning March 1, 1970, and their assumption
of duties, the Committee followed its customary practice of reviewing
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all of its continuing authorizations and directives. The actions taken
with respect to the continuing authority directive for domestic open
market operations and the authorization for System foreign currency
operations have been described in the preceding portions of the record
for this date. Except for the changes resulting from those actions, the
Committee reaffirmed the two instruments, and also the foreign cur-
rency directive, in the form in which they were outstanding at the
beginning of the year 1970.

Votes for these actions: Messrs. Burns, Hayes,
Brimmer, Daane, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Kimbrel. Votes
against these actions: None.

Absent and not voting: Mr. Francis. (Mr. Kim-
brel voted as his alternate.)
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MEETING HELD ON APRIL 7, 1970

1. Authority to effect transactions in System Account.

The available information continued to suggest that over-all economic
activity had weakened further in the first quarter of 1970 and that
prices and costs had continued to rise rapidly. Staff projections of real
GNP for the remainder of the year had been revised upward some-
what, chiefly in response to recent fiscal developments. However, it
was still expected that growth would be moderate and that the rate of
price advance would slow somewhat as the year progressed.

Partial data for March suggested that industrial production declined
a little further and that retail sales were about unchanged from Feb-
ruary. The unemployment rate increased in March for the third con-
secutive month, to 4.4 per cent. On the other hand, both private hous-
ing starts and new orders received by manufacturers of durable goods
turned up in February, the latest month for which data were available.

Average wholesale prices of both industrial commodities and farm
products and foods rose further from mid-February to mid-March, but
the increases were smaller than in the previous month. On a seasonally
adjusted basis, the consumer price index advanced in February at
about the same rate as during the past year but a little less rapidly than
in immediately preceding months.

The staff projections, as revised, suggested that real GNP would
edge up, rather than decline slightly further, in the second quarter and
that expansion would be somewhat faster in the third and fourth quar-
ters than had been thought earlier—although it would still be well
below the economy's growth potential. The major development that
led to the revisions in the projections was the announcement, in the
wake of the postal strike that occurred in mid-March, of proposed pay
increases for postal workers and other Federal civilian and military
employees, retroactive to the beginning of the year. It appeared that
the planned pay raise would add appreciably to consumer expenditures
during the 1970 calendar year and that the new revenue measures
concurrently proposed would have little impact before 1971. Also, a
sharp decline in total business inventories in January, together with
the increase in new orders for durable goods in February, suggested
that the inventory adjustment might have been proceeding faster than
expected and thus might come to an end sooner.

115

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

1970



The U.S. foreign trade surplus expanded sharply in February, as a
result of a steep rise in exports and some decline in imports. With
respect to the over-all balance of payments, tentative estimates for the
first quarter suggested that the deficit on the liquidity basis was at a
high rate comparable with the 1969 average. It appeared that a very
large deficit was incurred in the first quarter on the official settlements
basis—following the surpluses of 1969—as a result of large reductions
in liabilities of U.S. banks to their foreign branches.

In foreign exchange markets, pressures on the Italian lira had mod-
erated substantially in recent weeks. Sterling and the Canadian dollar
were in strong demand, and most other major foreign currencies tended
to strengthen against the U.S. dollar.

On March 19 the U.S. Treasury had auctioned $1.75 billion of tax-
anticipation bills due in September. The Treasury was expected to an-
nounce in late April the terms on which it would refund securities ma-
turing in mid-May, of which the public held about $5 billion.

Yields on long-term securities—which had declined considerably in
February—rose during the first part of March under the pressure of an
unusually heavy current and prospective volume of new issues, par-
ticularly of corporate bonds. In the latter part of the month, however,
long-term yields began moving down again as a result of indications of
some relaxation of monetary policy and of the reduction on March 25
in the prime lending rate of banks from 8V2 to 8 per cent. Short-term
interest rates had tended on balance to decline further in recent weeks.
For example, the market rate on 3-month Treasury bills, at about 6.40
per cent on the day before this meeting, was approximately 45 basis
points below its level 4 weeks earlier.

The continued decline in short-term rates enhanced the ability of
both banks and nonbank thrift institutions to compete for time and
savings funds, although the volume of net inflows to nonbank institu-
tions apparently remained quite moderate in the first part of March.
At commercial banks, time and savings deposits expanded considerably
on the average from February to March; inflows of consumer-type de-
posits strengthened further, the volume of large-denomination CD's
held by individuals, partnerships, and corporations increased signifi-
cantly for the first time since November 1968, and State and local
and foreign official holdings continued to grow rapidly.

Private demand deposits and the money stock changed little during
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most of March, but in the final week of the month they increased
sharply. As in the last week of December, when there also had been a
sudden bulge in private demand deposits, the rise appeared to be due
in good part to technical factors—on this occasion reflecting the ef-
fects on financial clearings of the 4-day Easter holiday abroad, the
postal workers' strike, and the air traffic controllers' slowdown. Tenta-
tive estimates indicated that, on the average from February to March,
the money stock increased at an annual rate of about 11.5 per cent—
bringing the growth rate over the first quarter1 to a little more than 3
per cent.

The bank credit proxy—daily-average member bank deposits—also
increased considerably on the average in March. However, banks re-
duced their reliance on funds from nondeposit sources, particularly
Euro-dollar borrowings. After adjustment for this development, the
proxy series expanded at an annual rate of about 10 per cent from
February to March, resulting in a growth rate over the first quarter of
about 0.5 per cent.

System open market operations since the March 10 meeting had
been directed primarily at maintaining money market conditions
consistent with the moderate growth rates in money and bank credit
desired by the Committee. Somewhat less firm conditions were sought
early in the period, when projections for March suggested that growth
in the monetary aggregates was falling short of the Committee's objec-
tives for that month and for the first quarter. Subsequently, however,
the projections were revised upward on the basis of additional data,
and no further easing of conditions was sought. Since the previous
meeting the Federal funds rate had fluctuated mostly in a 7*4 to 8
per cent range, somewhat below the IVi to 8V2 per cent range of late
February and early March. Member bank borrowings averaged about
$900 million in the 4 weeks ending April 1, compared with about $1
billion in the previous 4 weeks.

Staff analysis suggested that, over the second quarter, annual growth
rates of about 3 per cent in the money stock and 5.5 per cent in the
adjusted bank credit proxy might be attained if money market condi-
tions remained about the same as those prevailing recently. The indi-
cated quarterly growth rate for the proxy series allowed for continued

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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rapid expansion in time and savings deposits and for a substantial de-
cline in U.S. Government deposits. It appeared likely that in the
month of April the proxy series would rise considerably on the average.
The money stock was expected to fall rather sharply for a few weeks
after its end-of-March bulge before resuming growth, but it was ex-
pected to average moderately higher in April than in the previous
month.

In the Committee's discussion some members expressed the view that
recent developments had reduced the risk of a cumulative downswing
in economic activity but that they had increased the risk of a resur-
gence of inflationary expectations. Others stressed the belief that risks*
of both types remained significant. In any case, the members agreed
that continued moderate growth in money and bank credit over the
months ahead—at about the rates indicated in the analysis described
above—would be appropriate. It was noted during the discussion that
precise achievement of such objectives could not be expected, in part
because of the desirability of avoiding excessive fluctuations in money
market conditions and in part because of uncertainties regarding future
relationships among financial variables.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity weakened further in early 1970, while prices and costs
continued to rise at a rapid pace. Fiscal stimulus, of dimensions that
are still uncertain, will strengthen income expansion in the near
term. Most long-term interest rates backed up during much of March
under the pressure of heavy demands for funds, but then turned
down in response to indications of some relaxation of monetary
policy and to the reduction in the prime lending rate of banks. Short-
term rates declined further on balance in recent weeks, contributing
to the ability of banks and other thrift institutions to attract time and
savings funds. Both bank credit and the money supply rose on aver-
age in March; over the first quarter as a whole bank credit was about
unchanged on balance and the money supply increased somewhat.
The U.S. foreign trade surplus increased in February, but the over-all
balance of payments appears to have been in considerable deficit
during the first quarter. In light of the foregoing developments, it is
the policy of the Federal Open Market Committee to foster financial
conditions conducive to orderly reduction in the rate of inflation,
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while encouraging the resumption of sustainable economic growth
and the attainment of reasonable equilibrium in the country's balance
of payments.

To implement this policy, the Committee desires to see moderate
growth in money and bank credit over the months ahead. System
open market operations until the next meeting of the Committee
shall be conducted with a view to maintaining money market condi-
tions consistent with that objective, taking account of the forthcom-
ing Treasury financing.

Votes for this action: Messrs. Burns, Hayes, Brim-
mer, Daane, Francis, Heflin, Hickman, Maisel,
Mitchell, Robertson, Sherrill, and Swan. Votes
against this action: None.

2. Amendments to authorization for System foreign currency
operations.

At this meeting the Committee amended paragraph 1 of the authoriza-
tion for System foreign currency operations in two respects. The limit
on System holdings of guaranteed sterling specified in paragraph IB (4)
was reduced from $300 million to $200 million, the level that had been
in effect prior to the increases of April and May, 1968; and the au-
thority to have outstanding, under special arrangements with the Bank
of Italy, up to $500 million of forward commitments in Italian lire,
originally approved in November 1965 and contained in paragraph
1C(2), was removed by the deletion of that paragraph. With these
changes, and with the renumbering as 1C(2) of the paragraph previ-
ously numbered as 1C(3), paragraph 1 of the authorization read as
follows:

1. The Federal Open Market Committee authorizes and directs
the Federal Reserve Bank of New York, for System Open Market
Account, to the extent necessary to carry out the Committee's for-
eign currency directive and express authorizations by the Committee
pursuant thereto:

A. To purchase and sell the following foreign currencies in the
form of cable transfers through spot or forward transactions on the
open market at home and abroad, including transactions with the
U.S. Stabilization Fund established by Section 10 of the Gold Reserve
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Act of 1934, with foreign monetary authorities, and with the Bank
for International Settlements:

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks
Italian lire
Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold foreign currencies listed in paragraph A above, up
to the following limits:

(1) Currencies purchased spot, including currencies pur-
chased from the Stabilization Fund, and sold forward to the Stabiliza-
tion Fund, up to $1 billion equivalent;

(2) Currencies purchased spot or forward, up to the amounts
necessary to fulfill other forward commitments;

(3) Additional currencies purchased spot or forward, up to
the amount necessary for System operations to exert a market in-
fluence but not exceeding $250 million equivalent; and

(4) Sterling purchased on a covered or guaranteed basis in
terms of the dollar, under agreement with the Bank of England, up
to $200 million equivalent.

C. To have outstanding forward commitments undertaken
under paragraph A above to deliver foreign currencies, up to the
following limits:

(1) Commitments to deliver foreign currencies to the Stabil-
ization Fund, up to the limit specified in paragraph 1B(1) above; and

(2) Other forward commitments to deliver foreign curren-
cies, up to $550 million equivalent.

D. To draw foreign currencies and to permit foreign banks to
draw dollars under the reciprocal currency arrangements listed in
paragraph 2 below, provided that drawings by either party to any
such arrangement shall be fully liquidated within 12 months after
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any amount outstanding at that time was first drawn, unless the
Committee, because of exceptional circumstances, specifically au-
thorizes a delay.

Votes for these actions: Messrs. Burns, Hayes,
Brimmer, Daane, Francis, Heflin, Hickman, Maisel,
Mitchell, Robertson, Sherrill, and Swan. Votes
against these actions: None.

These actions were taken on the recommendation of the Special
Manager, who advised that as a result of recent changes in circumstances
the need had passed for the enlarged authority to hold guaranteed
sterling and for the authority to have forward commitments in lire
under special arrangements with the Bank of Italy.
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MEETING HELD ON MAY 5, 1970

1- Authority to effect transactions in System Account.

Preliminary estimates of the Commerce Department indicated that real
GNP had declined at an annual rate of 1.6 per cent in the first quarter
of 1970, after having edged down at a rate of 0.4 per cent in the pre-
ceding 3-month period. Staff projections suggested that real economic
activity would change little in the second quarter and would resume
growth at a moderate pace after midyear. Although prices and costs
in general were continuing to rise rapidly, some components of major
price indexes recently had shown moderating tendencies. Since early
April there had been a sharp, sustained decline in prices of common
stocks.

In April the unemployment rate rose for the fourth consecutive
month, to 4.8 per cent. Industrial production—which had edged up in
March after 7 months of contraction—was tentatively estimated to have
declined again, in part because of the effects of work stoppages in the
trucking industry. In March new orders for durable goods had dropped
appreciably, but private housing starts had risen sharply for the second
consecutive month. Retail sales had changed little, according to pre-
liminary estimates. However, incomplete weekly figures for April sug-
gested that sales might have risen a little in that month.

The preliminary wholesale price index declined from mid-March to
mid-April as a result of a reduction in prices of farm products and foods.
Average prices of industrial commodities increased at about the same
rate as in the previous month, which was somewhat less rapid than in
most other recent months. The pace of advance in the seasonally ad-
justed consumer price index slowed somewhat further in March, al-
though it remained substantial.

According to the Commerce Department estimates, the decline in
real economic activity in the first quarter of 1970—as in the preceding
quarter—reflected a reduction in inventory investment; in both quarters
total final sales had advanced moderately. The staff projections sug-
gested that inventory investment would fall a little further in the second
quarter and would then rise somewhat after midyear. It appeared likely
that consumer spending would be sustained in coming months by the
second-quarter increases in Federal pay and in social security benefits,
both of which were retroactive to the beginning of 1970, and by the
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elimination at midyear of the remaining 5 per cent income tax surcharge.
Also, it was expected that residential construction activity would turn
up in the second half. On the other hand, the projections for the final
two quarters of the year allowed for a slowing of the rise in business
spending on plant and equipment and for a resumption of the decline
in Federal outlays on goods and services.

The surplus on U.S. foreign trade improved somewhat in the first
quarter, as exports rose more than imports. However, the over-all bal-
ance of payments was in considerable deficit on both the liquidity and
the official settlements bases. The deficit on the latter basis was par-
ticularly large because of the substantial decline, beginning in mid-
January, in outstanding Euro-dollar borrowings of U.S. banks through
their branches abroad.

In foreign exchange markets most major foreign currencies had re-
mained in strong demand during recent weeks. Effective April 15, the
Bank of England reduced its discount rate from IVi to 7 per cent, the
second half-point reduction since early March.

On April 29 the Treasury announced the terms on which it would
refinance securities that matured in mid-May, including $4.9 billion
held by the public. In exchange for the maturing securities, holders were
offered the choice of two reopened issues—the 7% per cent notes of
May 1973 (priced to yield 7.98 per cent) and the 8 per cent notes of
February 1977 (priced at par). In addition, $3.5 billion of an 18-month,
7% per cent note (priced to yield 7.79 per cent) was offered to the
public for cash. Subscription books were open on May 5—the day of
this meeting—for the cash offering, and on May 4-6 for the exchange
offering.

Conditions in financial markets had been unsettled in recent weeks,
and interest rates on most types of market securities had advanced
rapidly. In long-term debt markets, yields on new corporate issues
and on Treasury bonds now exceeded their late-19 69 highs, and yields
on municipal securities were close to those peaks. The market rate on
3-month Treasury bills had risen since the previous meeting of the Com-
mittee by about 50 basis points—to 6.90 per cent on the day before
the meeting—and rates on 6-month and 1-year bills had moved up by
about 90 and 95 basis points, respectively.

Among the factors contributing to these rate increases, and to the
unsettlement in financial markets generally, were the concern about
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prospects for the Government's anti-inflationary program—stimulated
in part by the Federal pay raise that followed the recent postal workers'
strike—and the uncertainties resulting from the President's announce-
ment on April 30 of U.S. military operations in Cambodia. The rate in-
creases also reflected the continuing very heavy volume of offerings in
capital markets; perhaps some increase in liquidity preferences; and the
disappointment of earlier expectations of further easing of conditions
in the money market. The bulk of the recent advances in Treasury bill
rates occurred during the last 10 days of April, after it had become
evident that the Federal Reserve was fostering somewhat firmer money
market conditions and that seasonal demands for bills were falling
short of dealers' prior expectations.

During the course of April the bank credit proxy (daily-average
member bank deposits) declined somewhat and the money stock re-
ceded from the peak to which it had suddenly risen—in good part be-
cause of technical factors—at the end of March. The bulge in money
proved to be even larger than had been estimated earlier and its erosion
during April was not so rapid as had been anticipated. In terms of
monthly average levels, both the money stock and the proxy series in-
creased substantially from March to April. The money stock expanded
at an annual rate tentatively estimated at 12.5 per cent; the proxy series,
after adjustment for some further reduction in banks' use of funds from
nondeposit sources, rose at an estimated 14 per cent rate.

When it became apparent soon after the April 7 meeting that both
money and bank credit were expanding more rapidly on the average
than desired by the Committee, System open market operations were
directed at achieving somewhat firmer conditions in the money market.
Later, particularly when it appeared that the Treasury's cash financing
might be in jeopardy, it was found necessary first to moderate develop-
ing tendencies toward undue firmness and then to calm market unset-
tlement. In total, during the six business days preceding this meeting
the Federal Reserve purchased more than $1.7 billion of Treasury bills.
In the process the System supplied reserves more readily than it might
otherwise have done, although to a large extent these operations served
to offset reserve drains resulting from other factors. The effective rate
on Federal funds, which had fluctuated mostly in a range of IVi to 8
per cent in late March and early April, subsequently moved into an 8
to 8 ^ per cent range. In the 3 weeks ending April 29, member bank
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borrowings averaged about $960 million, compared with an average in
March of slightly under $900 million.

Staff analysis suggested that annual rates of growth of about 4 per
cent for both the money stock and the adjusted bank credit proxy over
the second quarter1 might be attained with money market conditions
similar to or slightly firmer than those currently prevailing. The in-
dicated growth rates—somewhat higher for the money stock and some-
what lower for the proxy series than those contemplated by the Com-
mittee at its previous meeting—took account of the likelihood that the
public's demand for money now was greater than had been thought
earlier and that, as a consequence of recent increases in short-term
market interest rates, the pace of expansion in time and savings deposits
would be considerably slower in May and June than previously antici-
pated. For May alone it was expected that the money stock would rise
on the average, although much less than it had in April, and that the
proxy series would decline.

The Committee agreed that growth in money and bank credit during
the second quarter at about the 4 per cent annual rates indicated above
would be appropriate to the underlying economic situation and outlook.
At the same time, however, the members agreed that account should be
taken of the current Treasury financing, and that operations directed at
attaining the targets for the aggregates should be modified if necessary
in light of "even keel" considerations. It was also agreed that opera-
tions should be modified to moderate unusual pressures in financial
markets, should they develop.

In considering the language of the second paragraph of the current
economic policy directive, the Committee decided that reference should
be made to "bank reserves" as well as to "money market conditions" in
the statement concerning open market operations. The purpose was to
clarify the Committee's intention that information regarding deviations
from the expected paths of various aggregative reserve measures was to
be used as a supplement to—but not as a substitute for—data reflecting
money market conditions in making decisions regarding possible Sys-
tem operations.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

1 Calculated on the basis of the daily-average levels in March and June.
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The information reviewed at this meeting indicates that real eco-
nomic activity weakened further in the first quarter of 1970. Growth
in personal income, however, is being stimulated in the second quarter
by the enlargement of social security benefit payments and the Federal
pay raise. Prices and costs generally are continuing to rise at a rapid
pace, although some components of major price indexes recently have
shown moderating tendencies. Most market interest rates have risen
sharply in recent weeks as a result of heavy demands for funds, pos-
sible shifts in liquidity preferences, and the disappointment of earlier
expectations regarding easing of credit market conditions. Prices of
common stocks have declined markedly since early April. Attitudes
in financial markets generally are being affected by the expansion of
military operations in Southeast Asia and by concern about the suc-
cess of the Government's anti-inflationary program. Both bank credit
and the money supply rose substantially from March to April on
average, although during the course of April bank credit leveled off
and the money supply receded sharply from the end-of-March bulge.
The over-all balance of payments was in considerable deficit during
the first quarter. In light of the foregoing developments, it is the policy
of the Federal Open Market Committee to foster financial conditions
conducive to orderly reduction in the rate of inflation, while encour-
aging the resumption of sustainable economic growth and the attain-
ment of reasonable equilibrium in the country's balance of payments.

To implement this policy, the Committee desires to see moderate
growth in money and bank credit over the months ahead. System open
market operations until the next meeting of the Committee shall be
conducted with a view to maintaining bank reserves and money market
conditions consistent with that objective, taking account of the current
Treasury financing; provided, however, that operations shall be mod-
ified as needed to moderate excessive pressures in financial markets,
should they develop.

Votes for this action: Messrs. Burns, Hayes, Brim-
mer, Daane, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, and Swan. Vote against this ac-
tion: Mr. Francis.

In dissenting from this action Mr. Francis expressed the view that
under present economic circumstances the target for growth in the
money stock during the second quarter should remain at the 3 per cent
annual rate favored by the Committee as a whole at recent meetings.

126

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

1970



He noted that second-quarter growth at a 4 per cent annual rate would
imply a rise from February—the recent monthly low for the money
stock—to June at about a 6 per cent annual rate, which in his judgment
would be excessive for the period in question.

2. Action with respect to continuing authority directive.

At this meeting the Committee suspended, for the period from the open-
ing of business May 5, 1970, until the close of business May 26, 1970,
the provision of paragraph l (a ) of the continuing authority directive
limiting changes in System Account holdings of U.S. Government securi-
ties between meetings of the Committee to $2 billion.

Votes for this action: Messrs. Burns, Hayes, Brim-
mer, Daane, Francis, Heflin, Hickman, Maisel, Mitch-
ell, Robertson, Sherrill, and Swan. Votes against
this action: None.

This action was taken on the recommendation of the System Ac-
count Manager, who advised that increased leeway for System pur-
chases of Government securities might well be required during the
period in question, in view of the unsettled conditions in markets for
Government securities and of the uncertain prospects for the Treasury
financing now in process.
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MEETING HELD ON MAY 26, 1970

Authority to effect transactions in System Account.

Revised Commerce Department estimates indicated that real GNP had
declined in the first quarter of 1970 at an annual rate of 3.0 per cent,
rather than at the 1.6 per cent rate estimated earlier. Staff projections
still suggested that real GNP would remain about unchanged in the
second quarter, and that it would begin to grow again in the second
half of the year. Prices and costs were generally continuing to rise at a
rapid pace, but recently there had been some indications of moderating
tendencies. Common stock prices had dropped sharply and continuously
since early April, with the composite index of stocks listed on the
New York Exchange down about one-fourth over that interval.

In April industrial production declined by about as much as it had
risen in March and was approximately 2.5 per cent below its July 1969
peak. Employment in manufacturing was down substantially from
March. Total nonf arm payroll employment also declined, in part because
of strikes, and the over-all unemployment rate rose to 4.8 from 4.4
per cent in March. Private housing starts fell substantially after 2 months
of strong advance. Retail sales increased in April, according to pre-
liminary estimates, and weekly figures suggested that sales in early May
were holding at about the April level.

Average wholesale prices were now estimated to have remained un-
changed from mid-March to mid-April, as a sharp decline in prices
of farm products and foods offset a further advance in prices of indus-
trial commodities. The consumer price index rose considerably further
in April.

The downward revision in the official GNP figures for the first quarter
was attributable mainly to new information indicating that business
inventory investment had declined more than previously estimated.
As before, the staff projections suggested that inventory investment
would fall only a little further in the second quarter, and that it would
rise somewhat over the second half of the year—contributing to the
resumption of growth in real GNP anticipated then. It was still expected
that consumer spending would be sustained by the second-quarter
increases in Federal pay and social security benefits and by the elimina-
tion at midyear of the income tax surcharge; also that residential con-
struction outlays would turn up in the second half. However, it now
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appeared probable that the growth in business spending on new plant
and equipment would taper off somewhat more over the course of the
year than had been anticipated earlier. Largely for this reason, the staff
projection of the rise in real GNP in the second half had been reduced
somewhat.

The surplus on U.S. merchandise trade, which had improved some-
what in the first quarter, continued in April at about the first-quarter
rate. According to tentative estimates, the over-all balance of payments
remained in considerable deficit in April and early May.

In foreign exchange markets demands for most major foreign cur-
rencies had continued strong in recent weeks. Demands for the Canadian
dollar, which were particularly heavy, moderated only briefly after the
Bank of Canada reduced its discount rate from 8 to IV2 per cent on
May 12; and rumors of a possible upward adjustment in the exchange
rate for that currency began to circulate.

Conditions in domestic financial markets had remained highly un-
settled in recent weeks amid mounting concern about a possible liquidity
crisis. Interest rates on long-term Treasury, corporate, and municipal
securities had risen further to new record highs, in part because of a
continuing heavy volume of offerings in capital markets and perhaps
some increase in liquidity preferences. In short-term markets, rates on
Treasury bills had fluctuated over a relatively wide range since early
May but had changed little on balance; the 3-month bill rate, at about
7 per cent on the day before this meeting, was 10 basis points above
its level of 3 weeks earlier. Attitudes in financial markets generally were
being influenced by uncertainties arising from U.S. military operations
in Cambodia and their domestic aftermath, including new uncertainties
about the prospects for the Government's anti-inflationary program.

In late April and early May, when it appeared that the disturbed
conditions in securities markets were jeopardizing the Treasury's May
financing, the System supplied reserves through open market operations
more readily than it might otherwise have done. The outcome of the
two-part financing remained in doubt until the financing had been com-
pleted. As it turned out, subscriptions to the cash offering of 18-month
notes—for which books were open May 5, the day of the preceding
meeting of the Committee—totaled only slightly more than the $3.5
billion offered. Consequently, these subscriptions were allotted in full,
in contrast to the usual partial allotments. However, in the exchange
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offering—in which holders of securities maturing in mid-May were
offered notes of May 1973 or of February 1977—redemptions for cash
were much smaller than had been expected. As a result, in the financing
as a whole the Treasury raised about $2 billion of new money, con-
siderably more than it had anticipated. For the exchange offering,
subscription books were open on May 4-6; and for both parts of the
financing, the settlement date was May 15.

System open market operations since the May 5 meeting had been
conditioned by "even keel" considerations during the final stages of the
financing and, more generally, by the desirability of calming market
unsettlement. Operations also were influenced by the fact that in May
both the money stock and bank credit appeared to be running signifi-
cantly above levels consistent with the Committee's target growth rates
for the second quarter. However, in view of the very sensitive state of
the securities markets, no effort was made to attain the degree of firm-
ness in money market conditions that might have been required to
restore the monetary aggregates to the targeted growth path. Since the
May 5 meeting the Federal funds rate had fluctuated mostly in a range
of 7% to 8V& per cent, compared with a range of 8 to %Vi per cent
in late April and early May. Member bank borrowings averaged about
$920 million in the 3 weeks ending May 20, a little below the $960
million average of the preceding 3 weeks.

Both the money stock and the bank credit proxy—daily-average
member bank deposits—increased substantially from March to April.
The money stock expanded at an annual rate now estimated at about
10.5 per cent; the proxy series, after adjustment for some reduction
in banks' use of funds from nondeposit sources, grew at a rate of about
13.5 per cent. According to tentative estimates for May, the money
stock was rising considerably more on the average than had been
expected earlier, and the adjusted bank credit proxy was declining
much less than had been anticipated.

Staff analysis suggested that if prevailing money market conditions
were maintained the money stock would increase slightly further from
May to June and the adjusted bank credit proxy would rise more
rapidly, although not so fast as in the previous month. The analysis
implied that, if these expectations were realized and if current estimates
for May were correct, both aggregates would increase at annual rates
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of about 7 per cent over the second quarter.1 It appeared that some-
what firmer money market conditions than those currently prevailing
would be required if the second-quarter growth rates of about 4 per
cent—which the Committee earlier had concluded would be appropriate
to the underlying economic situation—were to be attained. Looking
forward to the third quarter, the analysis suggested that a 4 per cent
growth rate in the money stock probably would be associated with
more rapid growth in the adjusted proxy series—perhaps at a 7 per
cent rate—partly because the Treasury was expected to raise a large
volume of new money in July and August.

In its discussion of open market policy, the Committee considered
the implications both of the uncertainties and the strains that were
unsettling financial markets at present and of the underlying economic
situation and outlook. The members agreed that moderate growth in
money and bank credit remained the appropriate longer-run objective
of policy. They concluded, however, that it was necessary at present
to give priority to the objective of moderating pressures on financial
markets, recognizing that that might temporarily entail higher growth
rates in the monetary aggregates than were considered appropriate for
the longer run.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting indicates that real eco-
nomic activity declined more than previously estimated in the first
quarter of 1970, but little further change is projected in the second
quarter. Prices and costs generally are continuing to rise at a rapid
pace, although some components of major price indexes recently have
shown moderating tendencies. Since early May most long-term interest
rates have remained under upward pressure, partly as a result of
continued heavy demands for funds and possible shifts in liquidity
preferences, and prices of common stocks have declined further. Atti-
tudes in financial markets generally are being affected by the wide-
spread uncertainties arising from recent international and domestic
events, including doubts about the success of the Government's anti-
inflationary program. Both bank credit and the money supply rose
substantially from March to April on average; in May bank credit

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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appears to be changing little while the money supply appears to be
expanding rapidly. The over-all balance of payments continued in
considerable deficit in April and early May. In light of the foregoing
developments, it is the policy of the Federal Open Market Committee
to foster financial conditions conducive to orderly reduction in the
rate of inflation, while encouraging the resumption of sustainable
economic growth and the attainment of reasonable equilibrium in the
country's balance of payments.

To implement this policy, in view of current market uncertainties
and liquidity strains, open market operations until the next meeting
of the Committee shall be conducted with a view to moderating pres-
sures on financial markets, while, to the extent compatible therewith,
maintaining bank reserves and money market conditions consistent
with the Committee's longer-run objectives of moderate growth in
money and bank credit.

Votes for this action: Messrs. Burns, Hayes, Brim-
mer, Daane, Francis, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Morris. Votes against
this action: None.

Absent and not voting: Mr. Heflin. (Mr. Morris
voted as his alternate.)
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MEETING HELD ON JUNE 23, 1970

Authority to effect transactions in System Account.

Information reviewed at this meeting suggested that real economic
activity was changing little in the second quarter of 1970 after having
declined at a 3 per cent annual rate in the first quarter. Prices and
costs generally were continuing to rise at a rapid pace, although some
important components of major price indexes recently had shown
moderating tendencies. Staff projections suggested that growth in
real GNP would resume after midyear—although the increase
projected for the second half had again been revised downward
somewhat—and that the rate of price advance would slow as the
year progressed.

Retail sales edged down in May, according to advance estimates,
after rising substantially in April. Industrial production declined
appreciably in May, and was about 3 per cent below its July 1969
peak. The labor market continued to weaken: the unemployment rate
rose to 5.0 per cent, its highest level in more than 5 years; nonfarm
payroll employment declined significantly; and the factory workweek
was shortened slightly further. Some of the recent reductions in
output and employment were attributable to the effects of strikes in
the trucking industry and elsewhere.

Average wholesale prices increased somewhat from mid-April
to mid-May, following no change in the month ending in mid-April.
In both months prices of industrial commodities advanced and prices
of farm products and foods declined. The consumer price index
continued to rise at a rapid rate in May.

The staff estimate that real GNP would change little in the second
quarter was based mainly on the expectation that inventory invest-
ment would level out following the substantial reduction earlier in
the year. It now appeared that growth in consumer spending in the
second quarter would remain close to the first-quarter rate, and that
the unusually large rise in disposable income resulting from retroac-
tive increases in Federal pay and social security benefits would be
reflected in a sharply higher rate of personal saving.

With respect to the outlook for the second half of the year, the
increases projected earlier for both inventory investment and final
sales had been revised downward somewhat. Among major categories
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of final sales, it was now expected that State and local government
outlays would rise somewhat less than earlier projections had sug-
gested and that business fixed investment would turn down in the
fourth quarter instead of leveling off. It was still anticipated that
Federal expenditures would decline further, that consumer spending
would continue upward at a moderate rate, and that residential
construction outlays would turn up later in the year.

The U.S. balance of payments was in very heavy deficit in April
and May, according to preliminary data. Because there was a net
increase in Euro-dollar borrowings by U.S. banks over these 2
months, the deficit on the official settlements basis was not quite
so large as that on the liquidity basis.

In foreign exchange markets the major development in recent
weeks had been the decision by the Canadian Government, effective
June 1, to allow the exchange rate for the Canadian dollar to float
temporarily. This action, which was coupled with a reduction in the
Bank of Canada's discount rate from IV2 to 7 per cent, followed
very strong gains in Canadian reserves since the beginning of the
year. Reaction to the Canadian move tended to add to demands for
certain other currencies, including the German mark—which was
already in strong demand partly as a consequence of tightness in
German credit markets. Tight credit conditions in Germany also were
exerting upward pressure on Euro-dollar interest rates in June.

Conditions in domestic financial markets had been highly unset-
tled at the time of the May 26 meeting of the Committee. During
the following v/eek they calmed considerably, and yields on long-term
Treasury, corporate, and municipal bonds moved down from their
late-May peaks. Contributing to the improvement were: the partial
recovery of common stock prices following the sharp, sustained de-
cline that had been under way since early April; the sizable volume
of Treasury notes and bonds, as well as bills, purchased by the
Federal Reserve; and some temporary abatement of the heavy flow
of new corporate and municipal security offerings, partly as a result
of cancellations and postponements of previously scheduled issues.
The calendar of new offerings was still substantial, however, and a
resumption of upward pressures on long-term interest rates carried
corporate yields to new peaks in mid-June. Market conditions re-
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mained sensitive throughout the period, and the prevailing uncer-
tainties were aggravated a few days before this meeting when a
major railroad corporation indicated that it was insolvent and was
unable to pay off maturing commercial paper.

In short-term markets, interest rates on commercial paper had
advanced somewhat recently, and investors in such paper reportedly
were becoming increasingly selective. However, most other short-
term rates had declined in recent weeks. The market rate on 3-month
Treasury bills, at about 6.55 per cent on the day before this meeting,
was approximately 45 basis points below its level of 4 weeks earlier.

System open market operations since the preceding meeting had
been directed mainly at moderating pressures in financial markets.
For this purpose the System provided reserves actively, buying
Treasury securities or arranging repurchase agreements on most days
in the interval. The effective rate on Federal funds was held for the
most part at 8 per cent or below. Average member bank borrowings
varied over a wide range, from a high $1.2 billion in the statement
week ending June 3 to a low of $650 million 2 weeks later.

Earlier on the day of this meeting the Board of Governors had
amended Regulation Q, effective the next day, to suspend interest
rate ceilings on CD's and other single-maturity time deposits in
denominations of $100,000 and over with maturities of 30 through
89 days.1 This action was taken in recognition of the possibility that
current uncertainties in financial markets, including the commercial
paper market, could result in unusual demands upon commercial
banks for short-term credit accommodation.

During the course of May the outstanding volume of large-de-
nomination CD's of all maturities had declined slightly. Growth in
such CD's had been substantial from early February through mid-
April, but had slowed considerably in the latter part of April when
increases in interest rates on competitive short-term securities re-
duced the relative attractiveness of CD's offered at then-prevailing
ceiling rates. Inflows of other types of time and savings funds at
banks—and at nonbank thrift institutions—had remained sizable
in May.

1 The ceiling rates on such deposits had been 6VA and 6V2 per cent for
maturities of 30-59 days and 60-89 days, respectively.
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The annual rate of increase in the money stock from April to
May was about 4 per cent—less than half the rate estimated at the
time of the May 26 meeting and even further below the rapid rates
experienced in March and April. According to tentative estimates,
the money stock was declining slightly on the average in June. These
estimates implied that the annual rate of growth of money over the
second quarter 2 would be about 4.5 per cent, compared with 3.8
per cent in the first quarter.

The bank credit proxy—daily-average member bank deposits—
was about unchanged on the average in May after adjustment for an
increase in banks' use of funds from nondeposit sources. In March
and April the adjusted proxy series had risen considerably. Tenta-
tive estimates suggested that the adjusted proxy series was expanding
at a substantial rate in June; and that its growth over the second
quarter would be at an annual rate of about 7 per cent, following
the 0.5 per cent increase of the first quarter.

Staff analysis suggested that if prevailing money market conditions
were maintained the money stock would increase at an annual rate
of about 5 per cent over the third quarter—growing somewhat faster
than this from June to July and then slowing as the quarter pro-
gressed. It was expected that growth in time deposits—and, conse-
quently, in the bank credit proxy—would be stimulated by the
Board's suspension of Regulation Q ceiling rates on large-denomina-
tion CD's of less than 90 days maturity. According to a rough
estimate presented at the meeting, the adjusted proxy series might
grow in the third quarter at an annual rate of about 9 per cent. It
was noted, however, that any such estimates were highly uncertain
in part because of the difficulties of foreseeing the extent to which
credit flows would be shifted to banking channels from the market.

The Committee concluded that uncertainties and strains in finan-
cial markets remained sufficiently great to warrant giving continued
priority in open market operations to the objective of moderating
pressures in those markets. The members also decided that, to the
extent compatible with that course, operations should be directed at
fostering moderate growth in money and bank credit in the longer

2 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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run—including growth in money over the third quarter at about the
5 per cent annual rate indicated by the analysis noted above. It was
agreed that more rapid growth in bank credit than contemplated
earlier would not necessarily be inconsistent with the Committee's
longer-run objective; to the extent that the Board's Regulation Q
action resulted simply in a shift of credit flows from market to bank-
ing channels, it would not involve an increase in over-all credit flows.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity is changing little in the current quarter after declining
appreciably earlier in the year. Prices and costs generally are con-
tinuing to rise at a rapid pace, although some components of major
price indexes recently have shown moderating tendencies. Since late
May market interest rates have shown mixed changes following earlier
sharp advances, and prices of common stocks have recovered part
of the large decline of preceding weeks. Attitudes in financial mar-
kets continue to be affected by uncertainties and conditions remain
sensitive, particularly in light of the insolvency of a major railroad.
In May bank credit changed little and the money supply rose mod-
erately on average, following substantial increases in both measures
in March and April. Inflows of consumer-type time and savings
funds at banks and nonbank thrift institutions have been sizable in
recent months, but the brief spring upturn in large-denomination
CD's outstanding at banks has ceased. The over-all balance of pay-
ments was in heavy deficit in April and May. In light of the fore-
going developments, it is the policy of the Federal Open Market
Committee to foster financial conditions conducive to orderly reduc-
tion in the rate of inflation, while encouraging the resumption of
sustainable economic growth and the attainment of reasonable equi-
librium in the country's balance of payments.

To implement this policy, in view of persisting market uncertainties
and liquidity strains, open market operations until the next meeting
of the Committee shall continue to be conducted with a view to
moderating pressures on financial markets. To the extent compatible
therewith, the bank reserves and money market conditions main-
tained shall be consistent with the Committee's longer-run objective
of moderate growth in money and bank credit, taking account of the
Board's regulatory action effective June 24 and some possible conse-
quent shifting of credit flows from market to banking channels.
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Votes for this action: Messrs. Burns, Brimmer,
Daane, Francis, Heflin, Hickman, Maisel, Mitchell,
Robertson, Sherrill, Swan, and Treiber. Votes against
this action: None.

Absent and not voting: Mr. Hayes. (Mr. Treiber
voted as his alternate.)
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MEETING HELD ON JULY 21 , 1970

1. Authority to effect transactions in System Account.

Preliminary estimates of the Commerce Department indicated that real
GNP had edged up at an annual rate of 0.3 per cent in the second
quarter, after declining at rates of 3.0 per cent in the first quarter and
0.9 per cent in the fourth quarter of 1969. Staff projections suggested
that the rate of increase in real GNP would pick up somewhat in the
third and fourth quarters, but that it would remain well below the econ-
omy's growth potential. Prices and wage rates generally were continuing
to rise at a rapid pace, but it appeared that improvements in productivity
were slowing the rise in costs, and some major price measures were
showing moderating tendencies.

Available data for June offered a mixed picture of economic develop-
ments. Industrial production declined further, but less than in other
recent months. Retail sales increased slightly, according to advance
estimates, and private housing starts rose sharply. Although the unem-
ployment rate declined to 4.7 from 5.0 per cent in May, continued
weakness in the demand for labor was reflected in a further sizable re-
duction in nonfarm payroll employment.

Average wholesale prices of industrial commodities rose further from
mid-May to mid-June, but advances were less widespread than earlier
and prices of nonferrous metals and a number of other materials were
under downward pressure. Prices of farm products and foods declined
for the third consecutive month, after allowance for seasonal influences.

According to the Commerce Department figures, inventory accumu-
lation increased somewhat in the second quarter after having declined
substantially in the two preceding quarters. The rate of growth in con-
sumer spending rose only a little, despite an unusually large advance in
disposable income resulting from retroactive increases in Federal pay
and social security benefits. Among other major categories of final pur-
chases, Federal expenditures for goods and services declined and the
rate of expansion in State and local government outlays slackened.
Business spending for fixed investment remained about unchanged in
the second quarter and—according to revised figures—in the first
quarter also.

The projection of moderately faster growth in real GNP in the
second half was based largely on expectations of a recovery in residential
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construction and more rapid advances in outlays by State and local
governments. Expansion in consumer spending was expected to remain
relatively strong. At the same time, it appeared likely that declines in
defense outlays and, later in the year, in business fixed investment
would hold down the over-all rate of growth.

The surplus on U.S. foreign trade expanded further in May—con-
tinuing the improvement that had been under way since mid-1969.
Nevertheless, because of large outflows of private capital the over-all
balance of payments remained in heavy deficit in the second quarter on
both the liquidity and the official settlements bases.

In foreign exchange markets, selling pressure on the Italian lira de-
veloped following the resignation of the Rumor Government on July
6. The mark remained in demand, reflecting chiefly the tight monetary
conditions in Germany. Early in July the German Government
announced proposed measures to increase fiscal restraint. This was
followed by some easing of monetary policy, including a reduction in
the discount rate of the German Federal Bank from IV2 to 7 per cent
effective July 16.

Pressures in domestic financial markets had abated in recent weeks
from the peaks that had been reached in the latter part of June, after a
major railroad corporation indicated that it was insolvent and unable to
pay off maturing commercial paper. Uncertainties and strains persisted,
however—particularly in the market for commercial paper, the out-
standing volume of which contracted sharply following the indication of
the railroad's insolvency. It appeared that a large proportion of the
funds so freed were being rechanneled through the banking system;
there had been sharp increases recently both in bank loans to businesses
and finance companies and in the outstanding volume of large-denom-
ination CD's of short maturity, for which Regulation Q rate ceilings had
been suspended effective June 24. The massive readjustment under way
was facilitated by Federal Reserve assurances to member banks that
the discount window was available to assist them in meeting the needs
of businesses unable to replace maturing commercial paper.

Since the previous meeting of the Committee average prices of com-
mon stocks had continued to fluctuate in a range somewhat above the
lows of late May. Interest rates on long-term bonds had declined
considerably on balance, despite a continuing heavy volume of new
corporate offerings. The reductions in bond yields reflected the abate-
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ment of general pressures in financial markets, including some lessening
of inflationary expectations and a growing belief that monetary policy
would become more expansive.

In the corporate bond market the spread between yields on Aaa and
Baa offerings had widened recently, however, suggesting that investors
had become more concerned about credit risks in this market as well
as in the market for commercial paper. There also were indications that
the desire to reduce credit risks had enhanced the relative attractiveness
of Treasury and Federal agency securities. For example, market rates
on Treasury bills had declined in recent weeks—substantially, in the
case of longer-term bills—even though the Treasury had auctioned
$2.5 billion of tax-anticipation bills due in March 1971 on July 2 and
$2.25 billion of such bills due in April 1971 on July 16.

The Treasury was expected to announce in late July the terms on
which it would refund securities maturing in mid-August, including
$5.6 billion held by the public. It was considered likely that the
Treasury would also undertake some cash borrowing in August, perhaps
in connection with the refunding.

System open market operations since the preceding meeting of the
Committee had been directed mainly at maintaining money market
conditions conducive to stability in financial markets generally, amid
the churning occasioned by developments in the commercial paper
market. Member bank borrowings rose sharply during the period—
from an average of less than $900 million in the statement week ending
June 24 to nearly $1.7 billion in the July 15 statement week. The in-
crease was in large part a consequence of special discount window
accommodation of banks lending to firms that were finding it difficult
to roll over maturing commercial paper. For the most part the Federal
funds rate remained in a 7 to IVs per cent range, somewhat below the
range prevailing before the June 23 meeting, and for much of the period
the open market operations found necessary were quite limited. How-
ever, the System undertook a large volume of repurchase agreements
late in the period when reserve drains from market factors proved to be
much heavier than anticipated and the Federal funds rate came under
some upward pressure.

Average interest rates on conventional new-home mortgages re-
mained unchanged in June at about the levels that had prevailed since
the beginning of the year. Net inflows of savings funds to nonbank thrift
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institutions were relatively strong during the month, and outflows im-
mediately after midyear interest and dividend crediting were quite
small. In view of such experience, it appeared likely that these institu-
tions would step up the rate at which they were making new mortgage
commitments.

Following the Board's action on Regulation Q in late June, major
commercial banks acted quickly to raise their offering rates on large-
denomination CD's of less than 90 days' maturity—generally into a range
of IV2 to 8 per cent, in contrast to the previous ceiling rates of 6VA and
61/£ per cent for maturities of 30 to 59 and 60 to 89 days, respectively.
The subsequent influx of funds was very large; in the 3 weeks ending
July 15, large-denomination CD's outstanding at weekly reporting
banks increased by about $3 billion, the most rapid advance on record.
Private demand deposits also expanded sharply in early July.

The latest staff analysis suggested that both the money stock and the
bank credit proxy—daily-average member bank deposits—would rise
considerably on the average from June to July. However, assuming that
prevailing money market conditions were maintained, growth in the
money stock was expected to slow sharply in the two succeeding
months and to be at an annual rate of about 5 per cent over the third
quarter.1 It appeared likely that the rate of expansion in large-denomi-
nation CD's would moderate after banks completed their initial adjust-
ments to the Regulation Q action and were no longer faced with large
loan demands from firms experiencing run-offs of outstanding commer-
cial paper. However, the annual rate of growth in the proxy series over
the third quarter was still expected to be high—about 14 per cent,
after adjustment for an anticipated reduction in banks' use of funds
from nondeposit sources.

The Committee decided that pressures in financial markets had
abated sufficiently to warrant reducing the special emphasis recently
given in open market operations to moderating such pressures, and in-
creasing the emphasis placed on achieving the longer-run growth rates
in the monetary aggregates that were considered appropriate to the
underlying economic situation. At the same time, the Committee de-
cided that account should be taken of the uncertainties and strains that

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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did persist in financial markets, as well as of the "even keel" considera-
tions associated with the forthcoming Treasury financing.

While there were some differences in the members' assessment of
the economic outlook, they agreed that moderate growth in the mone-
tary aggregates—including growth in the money stock at about a 5
per cent annual rate in the third quarter—would be desirable. A major-
ity also concurred in the view that, if moderate deviations from that
growth rate should develop, it would be preferable if they were in an
upward direction.

With respect to bank credit, it was noted that a relatively rapid rate of
expansion in the third quarter need not be disturbing in light of the shift
of credit flows from market to banking channels that was under way.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting indicates that real eco-
nomic activity changed little in the second quarter after declining ap-
preciably earlier in the year. Prices and wage rates generally are con-
tinuing to rise at a rapid pace. However, improvements in productivity
appear to be slowing the rise in costs, and some major price measures
are showing moderating tendencies. Since mid-June long-term interest
rates have declined considerably, and prices of common stocks have
fluctuated above their recent lows. Although conditions in financial
markets have improved in recent weeks uncertainties persist, particu-
larly in the commercial paper market where the volume of outstanding
paper has contracted sharply. A large proportion of the funds so freed
apparently was rechanneled through the banking system, as suggested
by sharp increases in bank loans and in large-denomination CD's of
short maturity—for which rate ceilings were suspended in late June.
Consequently, in early July bank credit grew rapidly; there was also a
sharp increase in the money supply. Over the second quarter as a
whole both bank credit and money supply rose moderately. The over-
all balance of payments remained in heavy deficit in the second
quarter. In light of the foregoing developments, it is the policy of the
Federal Open Market Committee to foster financial conditions con-
ducive to orderly reduction in the rate of inflation, while encouraging
the resumption of sustainable economic growth and the attainment of
reasonable equilibrium in the country's balance of payments.

To implement this policy, while taking account of persisting market
uncertainties, liquidity strains, and the forthcoming Treasury financing,
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the Committee seeks to promote moderate growth in money and bank
credit over the months ahead, allowing for a possible continued shift
of credit flows from market to banking channels. System open market
operations until the next meeting of the Committee shall be conducted
with a view to maintaining bank reserves and money market conditions
consistent with that objective; provided, however, that operations shall
be modified as needed to counter excessive pressures in financial mar-
kets should they develop.

Votes for this action: Messrs. Burns, Brimmer,
Daane, Francis, Heflin, Hickman, Maisel, Robertson,
Sherrill, Swan, and Treiber. Votes against this action:
None.

Absent and not voting: Messrs. Hayes and Mitchell.
(Mr. Treiber voted as Mr. Hayes' alternate.)

2. Authority to purchase securities directly from the Treasury.

Paragraph 2 of the Committee's continuing authority directive, as most
recently amended on March 10, 1970, authorizes the Federal Reserve
Bank of New York (and, under certain circumstances, other Reserve
Banks) to purchase special short-term certificates of indebtedness di-
rectly from the Treasury, subject to certain conditions. This authoriza-
tion is, in turn, based on a provision of Section 14(b) of the Federal
Reserve Act authorizing the Federal Reserve Banks to buy and sell
obligations of specified types "directly from or to the United States,"
subject to certain conditions.

It was noted at this meeting that the statutory authority in question
had expired on June 30, 1970, and that paragraph 2 of the continuing
authority directive had accordingly been in a state of de facto suspension
since that date; and that the paragraph would remain in suspension until
pending legislation, which would extend the authority until July 1, 1971,
was enacted. (Such legislation was enacted on July 31, 1970.)
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MEETING HELD ON AUGUST 18, 1970

Authority to effect transactions in System Account.

According to revised estimates of the Commerce Department, real
GNP had edged up at an annual rate of 0.6 per cent in the second
quarter of 1970—slightly more than preliminary estimates had in-
dicated—after having declined appreciably in the first quarter. Prices
and wage rates generally were continuing to rise at a rapid pace, but
there were some indications that upward pressures on prices were
moderating. Staff projections still suggested that growth in real GNP
would pick up somewhat in the third and fourth quarters but would
remain well below the economy's potential; also that the rate of price
advance would slow as the year progressed.

In July industrial production increased slightly—about offsetting its
decline in June—and was approximately 3 per cent below the peak
that had been reached a year earlier. Retail sales also rose, according
to advance estimates. On the other hand, the labor market continued to
ease: nonfarm payroll employment dropped for the fourth successive
month, and the unemployment rate moved back up to the 5 per cent
level of May, after having declined in June to 4.7 per cent.

Average wholesale prices rose sharply from mid-June to mid-July,
mainly because of an upsurge in prices of farm products and foods; the
increase for industrial commodities was somewhat below the average
for the first half of the year. Although the consumer price index con-
tinued to rise at a rapid rate in June, after seasonal adjustment it
advanced less over the second quarter as a whole than it had over the
first. The increase in unit labor costs in the private nonfarm sector
slowed substantially during the second quarter, largely because of
improvements in productivity.

The staff's GNP projections for the second half assumed that there
would not be an extended strike in the automobile industry when
current wage contracts expired in mid-September. The expectation
that over-all activity would expand somewhat further depended im-
portantly on a fairly sharp recovery in residential construction activity
and on some acceleration in expenditures of State and local govern-
ments. It was anticipated that consumer spending would continue to
rise at about the average pace of the first half. On the other hand,
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business outlays on fixed investment were expected to turn down and
defense spending to continue declining.

The surplus on U.S. foreign trade increased sharply further in June.
Preliminary indications were that the over-all balance of payments,
which had been in heavy deficit during the second quarter, had im-
proved somewhat in July on the liquidity basis. On the other hand,
it appeared that the official settlements deficit had remained heavy,
reflecting substantial reductions in outstanding liabilities of U.S. banks
to their foreign branches following the June 24 suspension of Regula-
tion Q ceilings on large-denomination CD's with maturities of less
than 90 days.

In foreign exchange markets, demand had been heavy in recent weeks
for the Canadian dollar, the exchange rate for which remained on a
floating basis. There also were strong demands for the German mark
and some other European currencies, especially the Dutch guilder. On
August 12 the German Federal Bank, acting to offset the effects on
bank liquidity of the large amounts of foreign exchange it had acquired,
imposed high marginal reserve requirements on commercial banks.

In domestic securities markets demands for funds had remained
heavy in recent weeks, and some uncertainties persisted, especially
in the market for commercial paper, which had been most directly
affected by the insolvency of a major railroad in the latter part of June.
The volume of commercial paper outstanding had contracted further—
although most recently it appeared to be stabilizing—and investors
remained highly selective and cautious about investing in less than
prime-grade issues in this market or in lower-grade securities in other
markets. Long-term interest rates—which had declined considerably in
late June and early July—subsequently showed mixed changes: munic-
ipal yields continued downward, but yields on Treasury and new cor-
porate bonds edged up. Treasury bill rates also had been under some
upward pressure in recent weeks. On the day before this meeting the
market rate on 3-month bills, at 6.53 per cent, was about 15 basis
points above its level of 4 weeks earlier.

In July interest rates on new-home mortgages remained close to the
high levels that had prevailed since the beginning of the year. However,
the availability of funds to the mortgage market appeared to be increas-
ing as a result of continued heavy savings inflows to thrift institutions.

In late July the Treasury announced the terms on which it would
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refinance securities maturing in mid-August, including about $5.6
billion held by the public. Holders of the maturing issues were offered
the choice of two new 13A per cent notes—a 3 Vi -year note priced at
par and a 7-year note priced to yield 7.80 per cent. In addition, the
Treasury indicated that it would sell for cash about $2.75 billion of a
new 18-month, IV2 per cent note (priced to yield 7.54 per cent).
The volume of subscriptions received in the cash offering was very
large, and the Treasury accepted somewhat more than originally
planned. According to estimates at the time of this meeting, the financ-
ing yielded more than $2 billion of new cash after allowance had been
made for attrition in the exchange offering.

On the day before this meeting, the Board of Governors had an-
nounced that it was amending Regulation D to apply regular time and
demand deposit reserve requirements to funds obtained by member
banks through the issuance of commercial paper by their affiliates, and
at the same time to reduce from 6 to 5 per cent the reserves that
member banks must hold against time deposits in excess of $5 million.
The actions would become effective in the reserve computation period
beginning October 1 and would be applicable to affected deposits and
commercial paper outstanding in the week beginning September 17.
It was expected that the net result for all member banks would be a
reduction in required reserves of about $350 million.

Private demand deposits and the money stock expanded moderately
on the average from June to July. The money stock rose at an annual
rate of 4.1 per cent—considerably less than had been expected at the
time of the preceding meeting of the Committee and almost the same as
the 4.2 per cent rate of growth recorded over the second quarter.1

There was an unusually large increase in commercial bank time and
savings deposits in July. As at nonbank thrift institutions, inflows of
savings funds to banks were heavy, but the bulk of the rise in total time
and savings deposits was attributable to the sharp expansion that had
occurred in the outstanding volume of large-denomination CD's after
the Board acted in late June to suspend rate ceilings on such CD's of
30 to 89 days maturity. The rise in CD's outstanding appeared to be
slowing somewhat in early August.

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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Because of the strength in time and savings deposits, the bank credit
proxy—daily-average member bank deposits—increased substantially
from June to July; growth was at an annual rate of 18 per cent, after
adjustment for some decline in banks' reliance on funds from non-
deposit sources. Banks added considerably to their holdings of short-
term Government securities, mainly by investment in tax-anticipation
bills auctioned by the Treasury on July 2 and 16. They also expanded
sharply their loans to finance companies, particularly in the early weeks
of the month when some finance companies were encountering difficulty
in rolling over maturing commercial paper.

System open market operations since the preceding meeting of the
Committee had been directed at fostering money market conditions
that were favorable to stable financial markets and that were consistent
with a moderate rate of growth in the money stock. Money market
conditions were permitted to ease somewhat during the period when
it began to appear that the money stock was falling below a path con-
sistent with growth over the third quarter at the 5 per cent annual rate
favored by the Committee. Thus, the Federal funds rate fluctuated
mostly in a range of 6Vi to 7 per cent, compared with a 7 to 15A>> per
cent range in the preceding interval between meetings. Average mem-
ber bank borrowings in the period remained quite high—about $1.2
billion—chiefly as a result of special accommodation at the discount
window for banks lending to firms that were encountering difficulties
in rolling over maturing commercial paper. However, during the period
such borrowings declined somewhat as pressures in the commercial
paper market moderated.

Staff analysis suggested that if prevailing money market conditions
were maintained the money stock would grow at an annual rate of
about 4 per cent over the third quarter and into the fourth; and that
some further easing of money market conditions would be required if
money were to grow at a 5 per cent rate. Within the third quarter it was
expected that the growth rate of money would increase somewhat from
July to August and then slacken moderately in September. The analysis
suggested that a 5 per cent growth rate for the money stock over the
third quarter would be associated with a 16.5 per cent rate of expan-
sion in the adjusted credit proxy—reflecting a high but slowing rate
of growth in time deposits.

In the Committee's discussion it was noted that expectations of
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continuing inflation had abated considerably in recent months, even
though prices were still advancing at an undesirably rapid rate. It was
the consensus of the Committee that monetary policy at present should
be sufficiently stimulative to foster moderate growth in real economic
activity, but not so stimulative as to risk a resurgence of inflationary
expectations. Considerable stress was placed on the need to encourage
an adequate flow of credit to the housing industry and to State and
local governments if a satisfactory rate of growth in over-all activity
were to be achieved.

Against this background, the Committee decided that open market
operations should be directed at promoting some easing of conditions
in credit markets and growth in the money stock at a rate somewhat
greater than that of the second quarter. In the latter connection most
members continued to believe, as they had at the preceding meeting,
that an appropriate target rate of growth for the money stock over the
period ahead would be an annual rate of about 5 per cent; and should
moderate deviations from that growth rate develop, they preferably
should be in an upward rather than a downward direction.

As to bank credit, the Committee took note of the reintermediation
process now under way and decided that the growth rate should be
allowed to reflect any continued shift of credit flows from market to
banking channels. It also directed that account be taken of possible
liquidity problems, if they should emerge in the coming period, and
of the effect of the Board's actions with respect to Regulation D.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity, which edged up slightly in the second quarter after
declining appreciably earlier in the year, may be expanding some-
what further. Prices and wage rates generally are continuing to rise
at a rapid pace. However, improvements in productivity appear to
be slowing the rise in costs, and some major price measures are
showing moderating tendencies. Credit demands in securities markets
have continued heavy, and interest rates have shown mixed changes
since mid-July after declining considerably in preceding weeks. Some
uncertainties persist in financial markets, particularly in connection
with market instruments of less than prime grade. In July the money
supply rose moderately on average and bank credit expanded sub-
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stantially. Banks increased holdings of securities and loans to finance
companies, some of which were experiencing difficulty in refinancing
maturing commercial paper. Banks sharply expanded their out-
standing large-denomination CD's of short maturity, for which rate
ceilings had been suspended in late June, and both banks and non-
bank thrift institutions experienced large net inflows of consumer-
type time and savings funds. The over-all balance of payments
remained in heavy deficit in the second quarter, despite a sizable
increase in the export surplus. In July the official settlements deficit
continued large, but there apparently was a marked shrinkage in the
liquidity deficit. In light of the foregoing developments, it is the
policy of the Federal Open Market Committee to foster financial
conditions conducive to orderly reduction in the rate of inflation,
while encouraging the resumption of sustainable economic growth
and the attainment of reasonable equilibrium in the country's bal-
ance of payments.

To implement this policy, the Committee seeks to promote some
easing of conditions in credit markets and somewhat greater growth
in money over the months ahead than occurred in the second
quarter, while taking account of possible liquidity problems and
allowing bank credit growth to reflect any continued shift of credit
flows from market to banking channels. System open market opera-
tions until the next meeting of the Committee shall be conducted
with a view to maintaining bank reserves and money market condi-
tions consistent with that objective, taking account of the effects of
other monetary policy actions.

Votes for this action: Messrs. Burns, Daane,
Heflin, Hickman, Maisel, Mitchell, Robertson, Sher-
rill, and Swan. Votes against this action: Messrs.
Hayes, Brimmer, and Francis.

Messrs. Hayes, Brimmer, and Francis believed that it was appro-
priate for money to grow at a moderate rate at present. They dissented
from this directive primarily because they were opposed to the promo-
tion of "some easing of conditions in credit markets" as a specific
objective of Committee policy at this time. In their judgment such
easing was not presently required for the purpose of encouraging a
satisfactory rate of expansion in economic activity, and it would involve
an unduly large risk of rekindling inflationary expectations.

The views of the dissenting members regarding bank credit differed.
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Mr. Brimmer indicated that he was deeply troubled by the rapid recent
and projected growth rates in bank credit, and that he favored foster-
ing growth at only a modest rate. Mr. Hayes thought that a sizable
increase in bank credit in the last month or two had been appropriate,
in view of the shrinkage in commercial paper following the insolvency
of a major railroad corporation. However, he observed that he would
be troubled by continued rapid growth in bank credit now that the
commercial paper market seemed to be stabilizing. Mr. Francis ex-
pressed the view that bank credit was likely to be misleading as a
proximate guide to policy because of the reintermediation in process,
and that the Committee accordingly should focus on the growth rate
in money.
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MEETING HELD ON SEPTEMBER 15, 1970

Authority to effect transactions in System Account.

Information reviewed at this meeting suggested that real GNP, which
had edged up in the second quarter, was expanding somewhat further
in the third. Wage rates generally were continuing to increase at a rapid
pace, but improvements in productivity appeared to be slowing the
rise in costs and some major price measures were advancing less
rapidly than before.

In August industrial production declined slightly; on balance pro-
duction had changed little since May. Retail sales also moved down a
little in August, according to advance estimates, and were only moder-
ately above their average level in the second quarter. The labor market
eased slightly further: nonfarm payroll employment declined and the
unemployment rate edged up to 5.1 from 5.0 per cent in July. On the
other hand, the latest data for private housing starts indicated that such
starts had risen sharply in July after increasing appreciably in June.

Average wholesale prices declined from mid-July to mid-August as
a result of a reduction in prices of farm products and foods; this vola-
tile series had risen sharply in the previous month. At the same time
the advance in prices of industrial commodities slowed further. In July
the rate of increase in the seasonally adjusted consumer price index was
below that of June and was significantly below the average monthly rise
in the first half of the year.

According to the latest staff estimates, the advance in real GNP
expected for the third quarter was to an important extent attributable
to the recovery of residential construction activity. Also, growth in
State and local government outlays had stepped up from the low
second-quarter pace, and consumer spending was expanding at a
rate close to that of the first half—although not so rapidly as had
been projected earlier. On the other hand, the estimates suggested that
business capital outlays were beginning to edge down and that defense
spending was continuing to decline.

The economic outlook was clouded by uncertainty regarding the
duration of a strike, which had begun on the day of this meeting, at a
major automobile manufacturer. Staff projections suggested that, apart
from possible effects of the strike, real GNP would pick up somewhat
in the fourth quarter of 1970 and would expand further in the first two
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quarters of 1971, but would still remain well below the economy's
potential. However, it was noted that the rise in real GNP projected for
the fourth quarter was not likely to be realized if the automobile strike
continued well into that quarter. At the same time, it appeared that
much of the loss of output and income that would result from such
an extended strike would probably be made up in the first quarter of
1971.

With respect to the U.S. balance of payments, the deficit on the
liquidity basis in July and August—while still large—was considerably
smaller than earlier in the year. A major part of the recent improve-
ment had occurred in private capital flows. In addition, in July both
exports and imports declined about equally and the foreign trade
surplus remained at the high level to which it had risen in June. On
the official settlements basis the deficit continued very high after mid-
year as a result of repayments of Euro-dollar borrowings by U.S. banks.

In foreign exchange markets sterling had been under selling
pressure recently, particularly in early September. The Italian lira had
strengthened significantly in the latter part of August. On August 27
the Bank of France reduced its discount rate from 8 to IVi per cent,
and on September 1 the Bank of Canada cut its rate from 7 to 6V2
per cent.

System open market operations since the August 18 meeting had
been directed at promoting some easing of conditions in credit markets
and moderate growth in the money supply. Reserves had been provided
liberally during the period, first to foster somewhat easier money mar-
ket conditions and later to resist a persistent tendency toward firmness
that developed. In the latter part of August Federal funds traded
mostly in a range of 61/s to 6% per cent, well below the 6V2 to 7 per
cent range generally prevailing earlier in the month. In the first half of
September, however, the funds rate rose to levels above 6V^ per cent
largely as a result of a shift in the distribution of reserves away from
the major money centers. Member bank borrowings averaged about
$690 million in the 4 weeks ending September 9, down sharply from
the $1.2 billion average of the previous 4 weeks. However, part of
this decline reflected a further reduction in special accommodations at
the discount window for banks lending to firms that were encounter-
ing difficulties in rolling over maturing commercial paper.

Most short- and long-term interest rates declined in the latter part
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of August, to a large extent because of growing expectations among
investors of a significant near-term easing of monetary policy. These
expectations were stimulated in part by the announcement of the Board
of Governors on the day before the August 18 meeting of a reduction
in reserve requirements on time and savings deposits x and by the eas-
ing of money market conditions following that meeting. Most yields
turned up in early September, however, against the background of the
firmer money market conditions that developed then and of the con-
tinuing heavy volume of new offerings in capital markets.

On balance, yields on corporate and municipal bonds had changed
little since mid-August, but yields on Treasury notes and bonds and on
most types of short-term securities had declined somewhat. On the day
before this meeting the market rate on 3-month Treasury bills was 6.33
per cent, 20 basis points below its level 4 weeks earlier. The relation-
ships among yields on market securities of different grades suggested
that investors continued to be highly concerned about credit quality.

At commercial banks growth in the outstanding volume of large-
denomination CD's was relatively rapid in August—although it moder-
ated considerably from the unusually rapid pace that had been re-
corded in July following the suspension in late June of rate ceilings on
such CD's maturing in 30 to 89 days. Inflows of consumer-type time
and savings deposits also remained substantial in August, although not
so large as in July. As a result of these gains in time and savings de-
posits and a marked increase in private demand deposits, the bank
credit proxy—daily-average member bank deposits—rose sharply fur-
ther from July to August. During the month banks reduced their reli-
ance on funds obtained through the issuance of commercial paper by
their affiliates, in anticipation of the application of reserve requirements
to such funds. After adjustment for this development and for repay-
ments of Euro-dollar borrowings by U.S. banks, the bank credit proxy
increased at an annual rate of about 24 per cent from July to August.

xThe Board reduced from 6 to 5 per cent the reserves that member banks
must hold against time and savings deposits in excess of $5 million. At the
same time, it applied regular time and demand deposit reserve requirements on
funds obtained by member banks through the issuance of commercial paper by
their affiliates. The Board announced that both actions would become effective
in the reserve computation period beginning October 1 and would be applicable
on such deposits and commercial paper outstanding in the week beginning
September 17.
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Growth of the adjusted proxy series appeared to be slowing consider-
ably in September.

The money stock, according to the latest published statistics, rose
sharply in the first part of August but then moved down through early
September. On the average in August, the published measure showed
an increase at an annual rate of about 11 per cent—compared with
annual rates of about 4 per cent in July and close to 4 per cent over
each of the first two quarters of the year.2 Including a projection for
the rest of September, growth over the third quarter was estimated at
about a 4.5 per cent annual rate.

It was noted at the meeting, however, that the rates of growth cal-
culated for money would be somewhat different if adjustments were
made for biases that had developed in the data because of the account-
ing procedures employed in connection with certain types of interna-
tional transactions. It was reported that work was now in process on
statistical revisions, including not only adjustments for these biases but
also benchmark corrections and revisions of seasonal factors. Although
the final revisions were not expected to be available until late autumn,
tentative calculations based on the preliminary information now avail-
able suggested that the adjustments for biases due to these types of
international transactions might in themselves raise the growth rates
for the first two quarters by about 1 or 2 percentage points and might
lower the rate for the third quarter by about 1 percentage point.

Staff analysis suggested that some easing of currently prevailing
money market conditions probably would be required if the money
stock series, adjusted for bias, were to grow at an annual rate of about
5 per cent over the fourth quarter. The analysis also suggested that
such a growth rate for money would be associated with a 10 per cent
rate of expansion in the adjusted bank credit proxy. The anticipation
of marked slowing in bank credit growth—from a third-quarter rate
tentatively estimated at 17.5 per cent—reflected in part expectations
that the rate of increase of time deposits would slacken as banks com-
pleted their adjustments to the suspension of rate ceilings on large-
denomination CD's of shorter term. Also, it appeared likely that there
would be a considerable abatement in the shift of credit flows from
market to banking channels that had followed earlier pressures in the

2 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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commercial paper market and that had contributed importantly to the
rapid growth of the bank credit proxy in the third quarter.

The Committee agreed that some easing of conditions in credit mar-
kets and moderate growth in the money stock—at an annual rate of
about 5 per cent in the fourth quarter—remained appropriate as the
objectives of monetary policy at this time, although a few members
felt that somewhat faster expansion of money would be preferable. A
few members also expressed the view that it would be desirable to place
less emphasis on a specific growth rate for the money stock, particu-
larly in light of present data uncertainties.

It was noted in the discussion that prospects for a satisfactory rate
of economic growth depended importantly on continued recovery in
residential construction outlays and State and local government ex-
penditures. In view of the sensitivity of these types of spending to
interest rates, some members stressed the desirability of fostering some-
what lower levels of interest rates over the months ahead.

There was some sentiment in the Committee for increasing the
weight given to developments in bank credit in day-to-day decisions
regarding open market operations, now that the period of rapid re-
intermediation appeared to be drawing to a close. The Committee con-
cluded, however, that for the time being the practice should be con-
tinued of giving preponderant weight to the money stock in assaying
the implications of the behavior of financial aggregates for System
operating decisions.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real eco-
nomic activity, which edged up slightly in the second quarter, is
expanding somewhat further in the third quarter, led by an upturn in
residential construction. Wage rates generally are continuing to rise
at a rapid pace, but improvements in productivity appear to be slow-
ing the rise in costs, and some major price measures are rising less
rapidly than before. Interest rates declined in the last half of August,
but most yields turned up in early September, as credit demands in
securities markets have continued heavy; existing yield spreads con-
tinue to suggest concern with credit quality. The money supply rose
rapidly in the first half of August but moved back down through
early September. Bank credit expanded sharply further in August as
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banks continued to issue large-denomination CD's at a relatively
rapid rate, while reducing their reliance on the commercial paper
market after the Board of Governors acted to impose reserve require-
ments on bank funds obtained from that source. The balance of pay-
ments deficit on the liquidity basis diminished somewhat in July and
August from the very large second-quarter rate, but the deficit on the
official settlements basis remained high as banks repaid Euro-dollar
liabilities. In light of the foregoing developments, it is the policy of
the Federal Open Market Committee to foster financial conditions
conducive to orderly reduction in the rate of inflation, while en-
couraging the resumption of sustainable economic growth and the
attainment of reasonable equilibrium in the country's balance of
payments.

To implement this policy, the Committee seeks to promote some
easing of conditions in credit markets and moderate growth in money
and attendant bank credit expansion over the months ahead. System
open market operations until the next meeting of the Committee
shall be conducted with a view to maintaining bank reserves and
money market conditions consistent with that objective.

Votes for this action: Messrs. Burns, Brimmer,
Daane, Francis, Heflin, Hickman, Maisel, Robert-
son, Sherrill, and Swan. Vote against this action:
Mr. Hayes.

Absent and not voting: Mr. Mitchell.

In dissenting from this action, Mr. Hayes indicated that he was
concerned about again calling in the directive for an easing of condi-
tions in credit markets. Short-term interest rates had declined since
the last Committee meeting and he was not convinced that further
easing would be required to achieve the objective, which he favored, of
moderate growth in money and bank credit. He feared the possible
inflationary effects of a policy calling for progressive easing of credit
conditions.
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MEETING HELD ON OCTOBER 20, 1970

Authority to effect transactions in System Account.

Preliminary estimates of the Commerce Department indicated that real
output of goods and services had risen at an annual rate of 1.4 per
cent in the third quarter, compared with a 0.6 per cent rate of growth
in the second. Nonfarm payroll employment declined on the average
in the third quarter and the unemployment rate rose further. Wage
rates generally were continuing to increase at a rapid pace, but it ap-
peared that gains in productivity were slowing the advance in costs
and some major price measures were rising less rapidly than earlier. A
strike at a major automobile manufacturer that had begun in mid-
September was retarding current economic activity and clouding the
near-term outlook.

Industrial production, which had been declining irregularly since
July 1969, fell considerably in September; much of the reduction in
that month was directly attributable to the strike in the automobile in-
dustry. Retail sales were about unchanged from August, and in the
third quarter as a whole sales rose less than in any of the three pre-
ceding quarters. Nonfarm payroll employment leveled off in Septem-
ber, following earlier declines, but the unemployment rate advanced
sharply from 5.1 to 5.5 per cent. Private housing starts, on the other
hand, increased substantially in the third quarter.

The wholesale price index rose considerably from mid-August to
mid-September after having declined in the previous month; to a
large extent these fluctuations reflected the volatile behavior of prices
of farm products and foods. Average prices of industrial commodities
continued upward in September, but in the third quarter as a whole
the rate of advance was somewhat slower than in the second quarter.
In August the increase in the consumer price index was smaller than
in any other month since December 1968. It appeared that output per
manhour in the private nonfarm sector of the economy had increased
appreciably in both the second and third quarters, contributing to a
significant slowing of the rise in unit labor costs.

Staff projections suggested that real GNP might edge up in the
fourth quarter at about the same pace as in the third if the strike in
the automobile industry were settled by the end of October. On this
assumption it appeared likely that the main effects of the strike on

158

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

1970



business activity would be to hold down inventory accumulation and
to keep consumer spending from accelerating very much from the low
rate of expansion recorded in the third quarter.

With respect to other sectors, the projections for the fourth quarter
contemplated an acceleration of the advance in residential construc-
tion outlays that had begun in the third quarter, continued growth in
State and local government expenditures at a rather rapid rate, and
declines in business capital investment and defense outlays. Some re-
bound in over-all economic activity was expected in the first quarter
of 1971, but it was anticipated that the rate of expansion would
moderate in the second quarter when it was assumed that production
and sales lost by the strike would have been largely made up.

The surplus on U.S. foreign trade fell substantially in August from
the unusually high level of the previous 2 months. Preliminary esti-
mates indicated that the over-all balance of payments deficit had de-
clined markedly on the liquidity basis from the second to the third
quarters—reflecting mainly improvements in private capital flows. On
the official settlements basis, however, the deficit remained close to its
high second-quarter level as U.S. banks made sizable repayments of
their Euro-dollar liabilities to foreign branches. By mid-October several
large banks had reduced, or had announced intentions to reduce, such
Euro-dollar liabilities by amounts large enough to lower their "re-
serve-free" bases.1

In foreign exchange markets, sterling had strengthened recently,
after having been under selling pressure in early September. The rate
for the Canadian dollar had declined sharply from its mid-September
peak. On the day of this meeting the Bank of France reduced its dis-
count rate from IVz to 7 per cent.

On October 15 the Treasury auctioned a $2.5 billion issue of tax-
anticipation bills due to mature in June 1971. The Treasury was ex-
pected to announce on October 22 the terms on which it would refund

1 Amendments by the Board to its Regulations D and M, effective Septem-
ber 4, 1969, had (among other things) placed a 10 per cent reserve require-
ment on borrowings by member banks from their foreign branches, to the
extent that these borrowings exceeded the daily-average amounts outstanding
in the 4 weeks ending May 28, 1969. At the same time the Board had pro-
vided that the reserve-free base so established would be reduced when and to
the extent that the liabilities of any bank to its foreign branches dropped
below the original base in any subsequent period used to compute the reserve
requirement.
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$7.7 billion of notes maturing November 16. It was anticipated that
the Treasury would offer intermediate-term notes in exchange for the
maturing securities and that it would engage in a subsequent cash fi-
nancing to cover attrition and perhaps to raise additional new cash.

System open market operations since the September 15 meeting
of the Committee had been directed at promoting some easing of condi-
tions in credit markets and moderate growth in the money stock. Money
market conditions varied considerably—tending toward ease in the
latter part of September and toward firmness in early October—as a
result of unexpectedly wide swings in market factors affecting reserves;
but on balance such conditions eased somewhat. Thus, the average
rate on Federal funds since the preceding meeting was about 6Vs per
cent, compared with 6 ^ per cent in the previous intermeeting period;
and member bank borrowings in the 5 weeks ending October 14
averaged about $490 million, $200 million below the average of the
previous 4 weeks.

Interest rates on short-term securities and on Treasury notes and
bonds also had declined on balance since mid-September, in reflection
of the easing of money market conditions, indications of sluggishness
in the economy, and the reduction in the prime lending rate of banks—
from 8 to 714 per cent—in the latter part of September. On the
day before this meeting the market rate on 3-month Treasury bills was
5.94 per cent, about 40 basis points below its level 5 weeks earlier.
Yields on corporate and municipal bonds had changed little over the
period, however, in the face of a continuing very heavy flow of new
issues.

In September secondary market yields on federally insured residen-
tial mortgages again edged down, and the average contract interest rate
on new-home mortgages declined for the first time in 2 years. The
availability of mortgage funds had continued to improve recently as
savings inflows to nonbank thrift institutions remained substantial.

At commercial banks also, inflows of consumer-type time and sav-
ings deposits remained substantial in September. Outstanding large-
denomination CD's continued to expand at a relatively rapid pace
despite reductions in the interest rates offered by banks for such de-
posits. Private demand deposits and the money stock had increased
slightly from August to September, according to the latest published
statistics. Growth in the money stock over the third quarter was now

160

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

1970



estimated to have been at an annual rate of about 5 per cent,2 after a
tentative allowance for the biases resulting from the accounting pro-
cedures employed in connection with certain types of international
transactions.

There was a sharp decline during September in business loans at
banks, adjusted to include loans that had been sold to affiliates. Growth
in bank holdings of U.S. Government securities moderated substan-
tially, but holdings of municipal and Federal agency securities increased
markedly further. Banks continued to reduce their reliance on funds
obtained from nondeposit sources—both Euro-dollar borrowings and
funds obtained through the sale of commercial paper by bank affiliates.
The bank credit proxy—daily-average member bank deposits—
increased at an annual rate of about 10 per cent in September, after
adjustment for changes in nondeposit funds. Over the third quarter the
adjusted proxy series expanded at an annual rate of about 17 per cent.

Staff analysis suggested that if money market conditions similar to
those recently prevailing were maintained the money stock series,
roughly adjusted for the biases related to international transactions,
would grow at annual rates of about 4.5 per cent in October and about
5 per cent over the fourth quarter. It appeared that such growth rates
for money would be associated with expansion in the adjusted bank
credit proxy at an annual rate of about 9 per cent in the quarter.

In the Committee's discussion considerable concern was expressed
about the indications of actual and prospective weakness in economic
activity, apart from the effects of the auto strike, and about the level
to which the unemployment rate had risen. Concern also was voiced
about the continuing advances in prices and costs, although some mem-
bers expressed the view that progress was being made toward control-
ling inflation.

The Committee agreed that some easing of conditions in credit
markets and moderate growth in the money stock—at an annual rate
of about 5 per cent in the fourth quarter—remained appropriate as the
objectives of policy. As at the previous meeting, some members advo-
cated a somewhat faster growth rate for the money stock, and a few
observed that data uncertainties argued for reducing the emphasis
placed on a specific growth rate for money. Several members again

2 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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stressed the desirability of fostering declines in interest rates over
coming months in order to encourage needed recovery in residential
construction outlays and State and local government spending. It was
noted that in the weeks immediately ahead account would have to be
taken of "even keel" considerations arising from the forthcoming
Treasury financings.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real output
of goods and services increased slightly further in the third quarter
but that employment declined and unemployment continued to rise;
activity in the current quarter is being adversely affected by a major
strike in the automobile industry. Wage rates generally are continuing
to rise at a rapid pace, but improvements in productivity appear to be
slowing the increase in costs, and some major price measures are
rising less rapidly than before. Most interest rates have declined since
mid-September, although yields on corporate and municipal bonds
have been sustained by the continuing heavy demands for funds in
capital markets. The money supply rose slightly on average in Sep-
tember and increased moderately over the third quarter as a whole.
Bank credit expanded further in September but at a rate considerably
less than the fast pace of the two preceding months. Banks continued
to issue large-denomination CD's at a relatively rapid rate and ex-
perienced heavy inflows of consumer-type time and savings funds,
while making substantial further reductions in their use of nondeposit
sources of funds. The balance of payments deficit on the liquidity
basis diminished in the third quarter from the very large second-
quarter rate, but the deficit on the official settlements basis remained
high as banks repaid Euro-dollar liabilities. In light of the foregoing
developments, it is the policy of the Federal Open Market Committee
to foster financial conditions conducive to orderly reduction in the rate
of inflation, while encouraging the resumption of sustainable economic
growth and the attainment of reasonable equilibrium in the country's
balance of payments.

To implement this policy, the Committee seeks to promote some
easing of conditions in credit markets and moderate growth in money
and attendant bank credit expansion over the months ahead. System
open market operations until the next meeting of the Committee shall
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be conducted with a view to maintaining bank reserves and money
market conditions consistent with those objectives, taking account of
the forthcoming Treasury financings.

Votes for this action: Messrs. Burns, Brimmer,
Francis, Hickman, Maisel, Mitchell, Robertson,
Sherrill, Swan, and Morris. Vote against this action:
Mr. Hayes.

Absent and not voting: Messrs. Daane and Heflin.
(Mr. Morris voted as Mr. Heflin's alternate.)

In dissenting from this action, Mr. Hayes said that he favored mod-
erate growth in the monetary aggregates—including expansion in
money and bank credit at annual rates of about 5 and 9 per cent,
respectively, in the fourth quarter—and that he would have no objec-
tion to some easing of credit market conditions if that was the natural
result of demand factors under such a policy course. As at the two
preceding meetings, however, he was concerned about the directive
language reading "the Committee seeks to promote some easing of
conditions in credit markets," because it implied to him that a per-
sistent push toward lower interest rates was intended, irrespective of
market forces. Such a course, in his view, would involve undue risks
of rekindling inflationary expectations and of weakening the inter-
national position of the dollar.
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MEETING HELD ON NOVEMBER 17, 1970

Authority to effect transactions in System Account.

Information reviewed at this meeting suggested that real output of
goods and services, which had risen at an annual rate of 1.4 per cent
in the third quarter, was changing little in the current quarter. Part
but not all of the weakness in over-all activity was attributable to a
strike at a major automobile manufacturer, which had begun in mid-
September and which apparently was now coming to an end. Although
recent movements in major price measures had been erratic, the gen-
eral tendency in these measures had been toward a slower rate of
increase.

In October retail sales, industrial production, and nonfarm payroll
employment all declined and the unemployment rate edged up to 5.6
from 5.5 per cent in September. Sales fell sharply at automobile
dealers, but they increased at other types of retail establishments
after having changed little since April. Production was cut back
further in October in the motor vehicle and supplier industries and
also in industries that make business and defense equipment and many
types of industrial materials. Although payroll employment rose
moderately in the nonmanufacturing sector, it declined in manufac-
turing even apart from the effects of the automobile shutdown.

Average wholesale prices of industrial commodities advanced
sharply from mid-September to mid-October after some slowing in
the third quarter. Wholesale prices of farm products and foods de-
clined about as much in October as they had risen in the previous
month. The consumer price index rose considerably in September,
but over the third quarter as a whole it had increased less than in
either of the two preceding quarters.

Wage rates were continuing to advance at a rapid pace; the in-
creases provided by contract settlements concluded during the third
quarter, while somewhat smaller than the second-quarter increases,
were significantly larger than those of 1968 and 1969. However, out-
put per manhour in the private nonfarm sector had risen considerably
further in the third quarter, and the rate of advance in unit labor
costs in the second and third quarters taken together was the lowest
since mid-1967.
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According to the latest staff projections—in which it was assumed
that the automobile industry would be back in full production by
early December—real GNP would remain about unchanged in the
fourth quarter, partly because of the effects of the strike in curtailing
business inventory investment and growth in consumer spending. It
appeared likely that over-all economic activity would rebound sharply
in the first quarter of 1971 in the aftermath of the strike; but that the
pace of expansion would moderate considerably in the second quar-
ter, when automobile output and sales were expected to fall back from
their earlier post-strike surge.

Over the three quarters ending with the second quarter of 1971 the
average rate of growth in real GNP was expected to be relatively low.
The projections for that period contemplated further sizable advances
in residential construction expenditures and State and local govern-
ment outlays. However, it was anticipated that consumer expenditures
would increase only moderately on balance, and that business capital
investment and defense outlays would decline. The rate of advance
in prices was still expected to slow, but by less than had appeared
likely earlier.

The surplus on U.S. foreign trade declined further in September;
for the third quarter as a whole the surplus was slightly below the
high second-quarter rate. The over-all balance of payments on the
liquidity basis improved markedly from the second to the third quar-
ter, largely because of a reversal of flows involved in U.S. bank lend-
ing to foreigners and a renewal of foreign buying of U.S. stocks. The
deficit on the official settlements basis remained near the high level of
the second quarter as a result of substantial repayments of Euro-dollar
borrowings by U.S. banks.

Preliminary estimates for October suggested that on both bases the
over-all payments deficit was remaining at about the third-quarter
rate. Repayments of Euro-dollar borrowings by U.S. banks appeared
to be continuing at a fairly steady pace; although Euro-dollar interest
rates had declined markedly during October, they were still consid-
erably above comparable U.S. interest rates.

In the foreign exchange markets, most currencies had strengthened
against the dollar recently. Abroad, discount rates were reduced by the
National Bank of Belgium, from IV2 to 7 per cent, on October 22; by
the Bank of Japan, from 6% to 6 per cent, on October 28; and by the
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Bank of Canada, from 6V2 to 6 per cent, on November 12. These
actions followed indications of easing of demand in the respective
domestic economies. The German Federal Bank cut its discount rate
from 7 to 6 ^ per cent on the day of this meeting.

On October 22 the Treasury announced the terms on which it
would refund securities maturing in mid-November, including $6
billion held by the public. Holders of the maturing obligations were
offered the choice of a new IVA per cent, 3Vi-year note priced at par
or a reopened IV2 per cent, 53/4-year note priced to yield 7.39 per
cent. The offering was very well received by the market; redemptions
for cash were smaller than had been expected and the notes traded at
substantial premiums on a "when-issued" basis. Near the end of
October, when it announced the results of the refunding, the Treasury
also announced that on November 5 it would auction $2 billion of a
6% per cent, 18-month note, employing methods similar to those
normally used in Treasury bill auctions. This financing also was highly
successful; the average issuing rate in the auction was 6.21 per cent,
well below expectations.

Short-term interest rates had declined substantially further since
the October 20 meeting of the Committee. For example, the market
rate on 3-month Treasury bills, at 5.30 per cent on the day before this
meeting, was about 65 basis points below its level 4 weeks earlier and
lower than at any time in the preceding 2 years. The recent rate de-
clines reflected a reduction in demands for short-term credit as a
result of the prolonged strike in the automobile industry and the
general sluggishness in the economy; the reinvestment in short-term
securities of the proceeds of the continuing heavy volume of capital
market issues; and widespread expectations among investors of immi-
nent reductions in Federal Reserve discount rates and the prime lend-
ing rate of commercial banks. On November 11 and succeeding days
Federal Reserve Bank discount rates were reduced to 5% per cent
from the 6 per cent level that had been in effect since early April 1969.
On November 12 the prime lending rate—which had been cut from 8
to IV2 per cent in the latter part of September—was lowered to IVA
per cent.

In October some further easing of conditions in markets for resi-
dential mortgages was reflected in an additional slight decline in sec-
ondary market yields on federally insured loans. Inflows of savings
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funds to nonbank thrift institutions were again substantial, and it
appeared that the volume of mortgage loans and of new commitments
for such loans—both of which had increased considerably in the third
quarter—had continued large.

At commercial banks the rate of growth in total time and savings
deposits from September to October was below the very high third-
quarter rate, although the expansion remained substantial for both
consumer-type deposits and large-denomination CD's. The money
stock changed little from September to October—declining slightly
according to the published statistical series, and rising slightly after
a tentative allowance was made for the biases resulting from the ac-
counting procedures employed in connection with certain types of
international transactions. On both bases the money stock had in-
creased only slightly in September, but over the third quarter as a
whole it had grown at an annual rate of about 5 per cent.1

The lack of significant growth in the money stock in October con-
trasted with expectations at the time of the preceding Committee
meeting of expansion in that month at about a 4.5 per cent rate. The
shortfall appeared to be associated with the weakness in demands for
short-term credit; business loans at banks (adjusted to include loans
that had been sold to affiliates) declined even more sharply in October
than in the preceding month. Growth in the bank credit proxy—daily-
average member bank deposits—also fell considerably short of expec-
tations. After adjustment for a further marked reduction in bank
reliance on funds obtained from nondeposit sources, the proxy series
increased at an annual rate of less than 1 per cent, compared with
growth rates of about 10 per cent in September and more than 17
per cent in the third quarter as a whole.

System open market operations had been directed at achieving a
slight easing of money market conditions early in the period following
the October 20 meeting of the Committee, when current estimates
indicated that the monetary aggregates were growing at rates moder-
ately below those desired. Somewhat greater easing had been sought
later in the period, when revised data indicated that the shortfall in
the aggregates was greater than had been thought earlier and when

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.
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conditions associated with the Treasury financings were such that
"even keel" considerations offered less of a constraint on operations.
Most recently, the Federal funds rate had been fluctuating in a range
around 534 per cent, compared with the range above 6 per cent that
had prevailed shortly before the October 20 meeting. In the 4 weeks
ending November 11 member bank borrowings averaged about $475
million, down slightly from the average in the preceding 5 weeks.

Staff analysis suggested that, in light of the current weakness in
demands for money and credit, attainment of even a 4 per cent annual
rate of growth for money over the fourth quarter probably would
necessitate some easing of prevailing money market conditions. The
analysis suggested, however, that if subsequently there were no fur-
ther substantial change in money market conditions, money growth
would step up in the first quarter of 1971, when demands for money
and credit were expected to strengthen temporarily in connection
with the bulge in GNP anticipated in the aftermath of the auto strike.
It appeared that growth in the money stock at an annual rate of 4
per cent in the fourth quarter might be associated with expansion in
the adjusted bank credit proxy at a rate of about 4.5 per cent.

The Committee agreed that, in light of the current and prospective
economic situation, some easing of conditions in credit markets and
moderate growth in money remained appropriate as objectives of
monetary policy. Concern was expressed about the shortfalls from
expected growth rates for the monetary aggregates that had been
experienced in October, and the members decided that an easing of
money market conditions would be desirable at present for the pur-
pose of stimulating more substantial growth in the aggregates.

As at other recent meetings, there were some differences of view
with respect to the emphasis that should be placed on the growth rate
of money relative to other indicators of policy, and with respect to
the specific growth rate for money that should be sought. The Com-
mittee decided that it would be undesirable to "whipsaw" money and
credit market conditions to the extent that might be required to attain
a 5 per cent money growth rate in the fourth and first quarters indi-
vidually. In particular, the Committee agreed that a 4 per cent growth
rate in the fourth quarter would be acceptable if the results of oper-
ating experience over coming weeks bore out the indication of the
staff analysis that attainment of a 5 per cent rate would require a
sharp easing of money market conditions. This judgment was reached
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in light of the expectation that money growth would pick up in the
first quarter if there were no further substantial change in money
market conditions. At the same time, it was noted that the policy
objectives for the first quarter and subsequent periods would, of
course, be considered by the Committee at future meetings.

During the discussion the Committee considered the degree to
which money market conditions should be eased in coming weeks in
pursuing the longer-run objectives for the monetary aggregates, in
light of the possibility that a marked easing might substantially accel-
erate the currently large outflows of short-term capital from the
United States. The Committee decided that, if it was found in the
course of operations that easing sufficient to reduce the Federal funds
rate to around 5 per cent was still not producing an adequate response
in terms of growth rates in the aggregates, members' views regarding
appropriate further operations should be ascertained. It was noted in
this connection that the Board of Governors was prepared to consider
measures to moderate the pace of repayments of Euro-dollar bor-
rowings by U.S. banks if those repayments threatened to exceed
tolerable limits.

The Committee also considered a proposal for making somewhat
more use than was customary at this time of the year of open market
purchases of longer-term Treasury securities in meeting reserve needs.
Most members thought that a moderate volume of such purchases, if
practicable, could serve a constructive purpose.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real output
of goods and services is changing little in the current quarter and
that unemployment has increased. Part but not all of the weakness in
over-all activity is attributable to the strike in the automobile indus-
try which apparently is now coming to an end. Wage rates generally
are continuing to rise at a rapid pace, but gains in productivity
appear to be slowing the increase in unit labor costs. Recent move-
ments in major price measures have been erratic but the general
pace of advance in these measures has tended to slow. Most interest
rates declined considerably in the past few weeks, and Federal Re-
serve discount rates were reduced by one-quarter of a percentage
point in the week of November 9. Demands for funds in capital
markets have continued heavy, but business loan demands at banks
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have weakened. The money supply changed little on average in
October for the second consecutive month; bank credit also was
about unchanged, following a slowing of growth in September. The
balance of payments deficit on the liquidity basis was at a lower
rate in the third quarter and in October than the very high second-
quarter rate, but the deficit on the official settlements basis remained
high as banks repaid Euro-dollar liabilities. In light of the foregoing
developments, it is the policy of the Federal Open Market Commit-
tee to foster financial conditions conducive to orderly reduction in
the rate of inflation, while encouraging the resumption of sustainable
economic growth and the attainment of reasonable equilibrium in
the country's balance of payments.

To implement this policy, the Committee seeks to promote some
easing of conditions in credit markets and moderate growth in money
and attendant bank credit expansion over the months ahead, with
allowance for temporary shifts in money and credit demands related
to the auto strike. System open market operations until the next
meeting of the Committee shall be conducted with a view to main-
taining bank reserves and money market conditions consistent with
those objectives.

Votes for this action: Messrs. Burns, Hayes,
Brimmer, Daane, Francis, Heflin, Hickman, Mitch-
ell, Robertson, Sherrill, and Swan. Vote against this
action: Mr. Maisel.

Mr. Maisel dissented from this action because he believed that the
objectives for growth in money and credit favored by the majority
were unsatisfactory. He favored seeking a growth rate for money in
the fourth quarter at least as high as the rate that had prevailed on
the average in the first three quarters of the year. Indeed, he thought
the information developed at this and prior meetings on the state of
the economy and its prospects should have led the Committee to re-
consider and change the policies it had previously pursued. The mone-
tary conditions sought under this directive would, he believed, increase
the probabilities that output and employment would continue on a
path that was too far below the economy's potential. In his judgment
the gap between actual and potential output and the consequent lost
production, income, and jobs would be greater than could be justified
on the basis of the needs of the economy, demand pressures on prices,
or the balance of payments.
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MEETING HELD ON DECEMBER 15, 1970

Authority to effect transactions in System Account.

The information reviewed at this meeting suggested that real output
of goods and services had declined in the fourth quarter of 1970,
largely because of the strike in the automobile industry that had ex-
tended from mid-September until late November. A bulge in activity
was in prospect for the first quarter of 1971, in connection with the
resumption of higher production and sales of automobiles.

In November retail sales, industrial production, and nonfarm payroll
employment continued to decline and the unemployment rate rose
further—to 5.8 from 5.6 per cent in October. The weakness in eco-
nomic activity appeared to extend to areas well beyond those affected
by the strike. While the decline in total retail sales was attributable to
another sharp reduction at automobile dealers, sales at other types of
retail establishments increased relatively little. Within the manu-
facturing sector, the cutbacks that occurred in production and em-
ployment were centered in industries making business and defense
equipment and various types of industrial materials, as well as auto-
mobile parts and supplies; automobile assemblies were maintained at
the reduced October rate. In the nonmanufacturing sector payroll
employment changed little. On the other hand, private housing starts
rose further in October, the latest month for which data were available.

Major price measures had behaved in a diverse manner recently.
Average wholesale prices of industrial commodities leveled off from
mid-October to mid-November after rising sharply in the previous
month. Prices of farm products and foods declined further, and the
total wholesale price index edged down. In contrast, the consumer
price index continued upward in October at the accelerated rate re-
corded in September.

Staff projections had been revised since the previous Committee
meeting to indicate a decline in real GNP in the fourth quarter, rather
than little change; and a rebound in the first quarter, in the aftermath
of the strike, somewhat greater than had been anticipated earlier. The
projections still suggested that the pace of expansion would moderate
considerably in the second quarter and that the average rate of growth
in real GNP over the three quarters ending in mid-1971 would be
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relatively low. It was noted that the projections made no allowance
for any unusual accumulation of steel inventories as a precaution
against a possible steel strike when current wage contracts expired
on July 31.

The surplus on U.S. foreign trade declined slightly further in Octo-
ber; in September and October together it was smaller than in any
other 2-month period in 1970. With respect to the over-all balance of
payments, the deficit on the liquidity basis in October and November
remained at about the third-quarter rate despite the shrinkage in the
trade surplus. The official settlements deficit, on the other hand, con-
tinued very large as a result of further repayments of Euro-dollar
borrowings by U.S. banks.

On November 30 the Board of Governors announced certain meas-
ures to moderate the pace of repayments of such Euro-dollar borrow-
ings, including an increase from 10 to 20 per cent in the reserves
required from member banks against Euro-dollar borrowings in excess
of the amounts allowed as a "reserve-free" base. The higher require-
ment was intended to give banks an added inducement to preserve
their reserve-free bases against possible future need. At the same time
the Board announced that discount rates at five Federal Reserve
Banks had been lowered to 5Vi per cent from the level of 53A per
cent to which they had been reduced earlier in the month.

Since late November Euro-dollar interest rates had risen consid-
erably and the dollar had strengthened against most major European
currencies. These developments appeared to reflect the combined in-
fluence of year-end adjustments in the Euro-dollar market and the
response of U.S. banks to the Board's actions to moderate Euro-dollar
repayments. In addition, the strength of the dollar reflected declines
in domestic interest rates in some European financial markets. Dis-
count rates were reduced by the German Federal Bank, from 6V2 to
6 per cent, on December 3; and by the National Bank of Belgium,
from 7 to 6V2 per cent, on December 10. In each country similar
reductions of V2 percentage point had been made only recently—on
October 22 in Belgium and on November 17 in Germany.

System open market operations since the November 17 meeting
of the Committee had been directed at fostering some easing of money
market conditions, for the purposes of promoting easier conditions in
credit markets generally and of achieving expansion in the money
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stock at a moderate rate. A substantial volume of reserves was sup-
plied during the interval, in part through purchases of intermediate-
and long-term Treasury securities. The effective rate on Federal funds,
which had been around 5% per cent shortly before the mid-November
meeting, subsequently fluctuated for the most part in a range from
SV2 per cent down to about 5 per cent. Most recently, however, the
funds rate had moved below that range on a number of days and had
averaged about 5 per cent. In the 4 weeks ending December 9 mem-
ber bank borrowings had averaged about $375 million, approximately
$100 million below the average of the preceding 4 weeks.

Both short- and long-term market interest rates had declined sub-
stantially in recent weeks. With respect to short-term securities, the
market rate on 3-month Treasury bills was 4.80 per cent on the day
before this meeting, 50 basis points below its level 4 weeks earlier. In
capital markets, where an extended rally had begun around the end
of October, yields had fallen to their lowest levels in well over a year
despite a continuing very heavy volume of new corporate and munici-
pal offerings.

Contributing to these declines in interest rates were the cumulating
evidence of weakness in economic activity, a growing belief that de-
mands for funds in capital markets might moderate after the turn of
the year, and widespread market expectations that an expansionary
monetary policy would be pursued. A reduction on November 23 in
the prime lending rate of commercial banks from IVA to 7 per cent—
the third cut in the prime rate since the end of the summer—helped
to sustain the rally, as did the recent reduction in Federal Reserve
Bank discount rates.

Yields on residential mortgages declined further in November in
secondary markets for federally insured loans, and the ceiling rate on
such loans was lowered by administrative action from 8V2 to 8 per
cent, effective December 1. This was the first reduction in the ceiling
rate in nearly a decade. According to preliminary indications, both the
inflows of savings funds to nonbank thrift institutions and the volume
of new mortgage commitments by those institutions had continued
large in November.

At commercial banks, business loans (adjusted to include loans
that had been sold to affiliates) declined sharply in November for the
third successive month. The recent weakness in loan demands re-
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fleeted the effects of the automobile strike and the general sluggish-
ness of economic activity, and also the use by corporations of some
proceeds of capital market offerings to repay bank debt. Banks con-
tinued to acquire securities—particularly municipal issues—at a rapid
rate, and they were less aggressive than earlier in seeking funds
through issues of large-denomination CD's. Although the rate of
growth in total time and savings deposits remained substantial, it
was somewhat below that of October and only about half the excep-
tionally high rate of the summer.

According to preliminary estimates, both the bank credit proxy—
daily-average member bank deposits—and the money stock increased
somewhat more rapidly on the average in November than had been
anticipated at the time of the previous meeting. After adjustment for
a further reduction in bank reliance on funds from nondeposit sources,
the proxy series expanded at an annual rate of about 8 per cent, com-
pared with rates of about 1 per cent in October and 17 per cent over
the third quarter.1 Preliminary calculations for the money stock, based
on the newly revised statistical series,2 indicated that growth in No-
vember was at an annual rate of 4.5 per cent. While this was above
the 1 per cent growth rate recorded in October, it was below the
increases—at annual rates of about 6 per cent—now indicated for
each of the first three quarters of the year.

It was noted that the outlook for the monetary aggregates was par-
ticularly uncertain at this time, both because of the difficulties of
assessing the precise impact on financial markets of the surge in
activity expected in the aftermath of the automobile strike and because
of the churning in those markets that is typical of the period around
the year-end. Staff analysis suggested that the money stock would tend
to increase relatively rapidly in December and January, in part as a
result of the expected bulge in economic activity. According to the
analysis, if money market conditions were about the same as those

1 Calculated on the basis of the daily-average level in the last month of the
quarter relative to that in the last month of the preceding quarter.

2 The revised series, published by the Board of Governors on November 27,
1970, incorporated the usual annual revisions of seasonal factors and bench-
mark adjustments for nonmember bank data. It also reflected the use of newly
collected information to correct downward biases resulting from the accounting
procedures employed in connection with certain types of international trans-
actions.
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most recently attained, over the fourth quarter the money stock and
the adjusted bank credit proxy would expand at annual rates of about
5 and 9 per cent, respectively. For both aggregates somewhat faster
growth was anticipated over the first quarter of 1971.

In light of the uncertainties affecting the weeks immediately ahead,
a number of Committee members suggested that it would be appropri-
ate, in making decisions on open market operations in this period, to
give somewhat greater weight than previously to money market condi-
tions relative to the weight given to reported statistics on the monetary
aggregates. A few members expressed the view that such a shift in
emphasis was desirable on more general grounds, apart from present
uncertainties.

With respect to the monetary aggregates, some members drew at-
tention to the significance of the behavior of aggregates other than
the narrowly defined money stock—private demand deposits plus
currency in circulation, the so-called "Mi." Reference was made in
this connection both to bank credit and to money on various defini-
tions that are broader than Mx.

There were some differences in the views expressed regarding the
rates of expansion in money and bank credit that might be considered
desirable or acceptable in the coming period. In the course of the dis-
cussion, and against the background of present expectations regarding
growth rates in the fourth quarter, it was suggested that the monetary
aggregates should expand in the weeks immediately ahead by at least
the amounts that appeared to be consistent with the somewhat faster
growth rates anticipated for the first quarter. The Committee agreed
that money market conditions should be eased if it appeared that
shortfalls from those growth paths were developing, but that other-
wise operations should be directed at maintaining the conditions most
recently attained.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that real output
of goods and services has declined since the third quarter, largely as
a consequence of the recent strike in the automobile industry, and
that unemployment has increased. Resumption of higher automobile
production is expected to result in a bulge in activity in early 1971.
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Wage rates generally are continuing to rise at a rapid pace, but gains
in productivity appear to be slowing the increase in unit labor costs.
Movements in major price measures have been diverse; most re-
cently, wholesale prices have shown little change while consumer
prices have advanced substantially. Market interest rates declined
considerably further in the past few weeks, and Federal Reserve dis-
count rates were reduced by an additional one-quarter of a percent-
age point. Demands for funds in capital markets have continued
heavy, but business loan demands at banks have been weak. Growth
in the money supply was somewhat more rapid on average in No-
vember than in October, although it remained below the rate pre-
vailing in the first three quarters of the year. Banks acquired a
substantial volume of securities in November, and bank credit in-
creased moderately after changing little in October. The foreign
trade balance in September and October was smaller than in any
other 2-month period this year/ The over-all balance of payments
deficit on the liquidity basis remained in October and November at
about its third-quarter rate. The deficit on the official settlements
basis was very large as banks continued to repay Euro-dollar liabili-
ties. In light of the foregoing developments, it is the policy of the
Federal Open Market Committee to foster financial conditions con-
ducive to orderly reduction in the rate of inflation, while encourag-
ing the resumption of sustainable economic growth and the attain-
ment of reasonable equilibrium in the country's balance of payments.

To implement this policy, System open market operations shall be
conducted with a view to maintaining the recently attained money
market conditions until the next meeting of the Committee, provided
that the expected rates of growth in money and bank credit will at
least be achieved.

Votes for this action: Messrs. Burns, Hayes,
Brimmer, Daane, Heflin, Maisel, Mitchell, Robert-
son, Sherrill, Swan, and Mayo. Vote against this
action: Mr. Francis. (Mr. Mayo voted as alternate
for the late Mr. Hickman.)

Mr. Francis dissented from this action both because he favored
increasing, rather than reducing, the emphasis on M± relative to that
on money market conditions in making System operating decisions,
and because he favored maintaining growth in the money stock at the
recently prevailing annual rate of 5 per cent. In the latter connection,
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he believed that continued growth in money at a 5 per cent rate was
likely to assure steady progress toward moderating price increases,
along with a gradually increasing pace of expansion in real output.
In his judgment a faster growth rate for money would result in higher
real output in 1971, but at a disproportionate cost in terms of pro-
longing inflation and perhaps intensifying it after 1971.
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Federal Reserve Operations
in Foreign Currencies

In 1970, as in earlier years, operations in foreign currencies by the
Federal Reserve System contributed to the orderly functioning of the
international monetary system. There was less occasion than in many
other years for operations to deal with potentially disturbing balance
of payments deficits of other countries, and before the end of the year
all outstanding indebtedness to the Federal Reserve under swap draw-
ings initiated by foreign central banks had been liquidated. Supple-
menting the use of monetary reserves by the United States to meet our
very large adverse balance of payments, repeated drawings by the Fed-
eral Reserve were made on some of the swap lines with foreign central
banks.1

Drawings on the swap lines were made early in the year by the
central banks of France ($100 million) and Italy ($800 million).
These were entirely repaid by February and July, respectively. Strength
in Britain's balance of payments enabled the Bank of England to make
large repayments of official short-term debt, including a complete
liquidation before the end of February of its drawings on the swap line
with the Federal Reserve. In September, when unfavorable seasonal
factors and temporary movements of private funds out of sterling put
pressure on the pound, the Bank of England reactivated the swap line
by drawing $400 million. This drawing was repaid over the following
2 months.2

Drawings were made by the Federal Reserve in 1970 on the swap
lines with the central banks of Switzerland, the Netherlands, and
Belgium. At the beginning of the year outstanding balances on earlier
drawings totaled $330 million. Liquidations of this indebtedness and
of some subsequent drawings on the swap lines were facilitated by U.S.
drawings on the International Monetary Fund and sales of gold and

1 See pp. 16 and 17 and 53-58 for a discussion of the balance of payments.
3 A full discussion of these and other developments is given in articles by

Charles A. Coombs, the Special Manager, System Open Market Account, pub-
lished in the Federal Reserve Bulletin for March and September 1970 and
March 1971.
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Special Drawing Rights (SDR's) by the U.S. Treasury. However, ad-
ditional drawings were found necessary in the course of the year, and
at the end of 1970 outstanding balances on these swap lines totaled
$810 million.

The aggregate increase in net official reserves of foreign countries
during 1970 was extremely large, exceeding $20 billion according to
tentative estimates. Apart from the allocation of SDR's at the beginning
of the year ($2.5 billion to other countries, besides $0.9 billion to the
United States), the sum of other countries' monetary holdings of gold
and SDR's, of their official foreign exchange assets less their liabilities
to reserve holders, and of their net reserve or credit positions in the
IMF apparently increased by about $18 billion.

Though a full explanation of this large figure cannot be given, it is
evident that $10.7 billion was the counterpart of the U.S. official settle-
ments deficit, while $0.3 billion resulted from net monetization of gold
(over three-fourths of the year's new gold production having gone into
private uses). A major additional source of reserve gains was the increase
in deposit claims on commercial banks in Europe acquired by some
central banks, either directly or indirectly through the Bank for Inter-
national Settlements. Such placements with commercial banks, ordi-
narily by using U.S. dollars, facilitated additional lending of dollars
outside the United States. Such lending added to official reserve gains
in the countries to which the funds moved, while no corresponding
reduction occurred in the total dollar assets of the central banks from
which the funds came. •
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Foreign Credit Restraint
Program

The Voluntary Foreign Credit Restraint (VFCR) Program, initiated
in early 1965 as part of an over-all U.S. Government effort to restrain
capital outflows, was continued through 1970 with only minor changes
in the degree of restraint requested of banks and nonbank financial
institutions in their foreign lending and investments abroad. In accord-
ance with revisions announced December 17, 1969, and described in
the ANNUAL REPORT for 1969, banks were expected to observe a
General Ceiling and an Export-Term-Loan Ceiling, aggregating ap-
proximately $11.4 billion, and nonbank financial institutions, a single
ceiling, aggregating $2.0 billion.

The bank section of the Foreign Credit Restraint Guidelines was
amended three times during the year; the nonbank section was not
amended. On March 17, 1970, language was restored that, until the
December 1969 revision, had exempted any export loans of over-
1-year maturity from a special restraint against making new term loans
to residents of the developed countries of continental Western Europe.
Between the time of the December revision and the March amendment,
export term loans of less than $250,000 each to residents of those coun-
tries were subject to the special restraint. On May 13 "Delaware sub-
sidiaries" or other domestically chartered subsidiaries of Edge Act (or
agreement) corporations of banks were given the opportunity to deduct
from foreign assets subject to ceilings the amount of outstanding borrow-
ings from foreigners having an original maturity of 3 years or more. On
September 16 export term loans were redefined so that banks could
count against their Export-Term-Loan Ceiling any term export loan
rather than only those amounting to $250,000 or more.

During 1970, assets subject to the bank ceilings increased $123
million to a total of $9,537 million. Export term loans accounted for all
of the increase; loans and investments subject to the General Ceiling
declined over that period.

At the end of 1970, banks were utilizing only 13 per cent of the
aggregate Export-Term-Loan Ceiling. Utilization was brought up to
that level as the result of an increase over the year of $171 million in
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foreign assets under this ceiling. However, because there were repay-
ments in 1970 of $130 million in export term loans granted before
December 1969 (which would have been subject to the General
Ceiling), the level of outstanding export term loans subject to VFCR
ceilings increased during 1970 by only $40 million.

Increased use was made of the Guideline exemptions. Credits
exempted because they were related to certain financing programs of
the Export-Import Bank or the Department of Defense or because they
were extended to residents of Canada (Canada having been excluded
from the restraints since early 1968) increased by $371 million.

Toward the end of the year, the Board of Governors undertook a sur-
vey of the possible effect in 1970 of the Guidelines on export financing
and on exports. The survey was developed with the cooperation of the
Department of Commerce and was conducted with the assistance of the
Federal Reserve Banks. Commercial banks subject to the restraints and
selected U.S. exporters were queried. The results of the survey in-
dicated that the Guidelines had no significant, limiting effect on exports
during the year.

Another study was undertaken late in the year to determine the
share of export credits among total foreign loans made by U.S. banks.
This survey showed that in late 1970 about 17 per cent of the outstand-

FOREIGN ASSETS OF U.S. BANKS

Item

End of year

1966

148

1967

151

1968

161

1969

169

1970

Mar.
31

172

June
30

172

Sept.
30

167

Dec.
31

173

Millions of dollars

Number of reporting banks..

General Ceiling
Aggregate ceiling
Assets under ceiling
Change from previous date
Apparent leeway

Export-Term-Loan (ETL) Ceiling
Aggregate ceiling
Assets under ceiling
Change from previous date
Apparent leeway

Total General and ETL Ceilings
Aggregate ceiling
Assets under ceiling
Change from previous date
Apparent leeway

10,407
9,496
-156

911

10,407
9,496
-156

911

11,069
9,865
+369
1,204

11,069
9,865
+369
1,204

9,729
9,253
-612

476

9,729
9,253
-612

476

10,092
9,398
+ 145

694

1,264
16

1,248

11,356
9,414
+ 161
1,942

10,049
9,055
-343

994

1,297
59

+43
1,238

11,346
9,114
-300
2,232

10,000
9,042
- 1 3
958

1,345
105

+46
1,240

11,345
9,147
+33

2,198

9,979
8,701
-341
1,278

1,372
139

+34
1,232

11,351
8,840
-307
2,511

9,956
9,350
+649

606

1,423
187

+48
1,236

11,379
9,537
+697
1,842
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FOREIGN ASSETS OF U.S. NONBANK FINANCIAL INSTITUTIONS AND
NONPROFIT ORGANIZATIONS

Amounts shown in millions of dollars

Item

ASSETS SUBJECT TO GUIDELINE

Deposits and money market instruments, foreign countries except
Canada

Short and intermediate credits, foreign countries except Canada1.
Long-term investments, developed countries except Canada:

Investment in financial businesses2

Investment in nonfinancial businesses2

Long-term bonds and credits
Stocks3

TOTAL holdings of assets subject to guideline

Adjusted base-date holdings 4

ASSETS NOT SUBJECT TO GUIDELINE

Investments in Canada:
Deposits and money market instruments
Short- and intermediate-term credits1

Investment in financial businesses2

Investment in nonfinancial businesses2

Long-term bonds and credits
Stocks .

Bonds of international institutions, all maturities
Long-term investments in the developing countries:

Investment in financial businesses2

Investment in nonfinancial businesses2

Long-term bonds and credits
Stocks

Stocks, developed countries except Canada6

TOTAL holdings of assets not subject to guideline.

MEMO: Total holdings of all foreign assets

Amount
Dec. 31,

1970

35
181

143
7

610
538

1,513

1,916

153
156
555
49

8,670
1,388
1,041

32
9

774
108
815

13,749

15,262

Change from Dec. 31,
1969

Amount Per cent

+ 10
- 2 3

+6
- 6

- 7 1
-131

-214

-108

- 5 1
+5

- 1 0
+4

+400
+63
+38

_+6

+ 114
-29

+ 123

+662

+448

+41.4
-11.3

+4.3
-46.1
-10.4
-19.6

-12 .4

-5 .4

-25.2
+3.2
-1.7

+ 10.0
+4.8
+4.7
+3.9

+21.3
- 4 . 3

+17.2
-21.0

+ 17.7

+5.1

+3.0

1 Bonds and credits with final maturities of 10 years or less at date of acquisition.
2 Net investment in foreign branches, subsidiaries, or affiliates in which the U.S. institution has an

ownership interest of 10 per cent or more.
3 Except those acquired after Sept. 30,1965, in U.S. markets from U.S. investors.
4 Base-date holdings of assets subject to Guideline, less carrying value of equities included therein but

since sold, plus proceeds of such sales to foreigners.
s Less than $500,000.
6 If acquired after Sept. 30,1965, in U.S. markets from U.S. investors.

182

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

1970



ing loans to foreigners under the VFCR Ceilings financed U.S. exports.
(Revised Guidelines were issued on January 7, 1971, and the results
of the two surveys were released in January and March, 1971.)

Nonbank financial institutions continued throughout 1970 to reduce
their total holdings of foreign assets subject to their Guideline ceilings.
For the year as a whole, the reductions totaled $214 million. Holdings
of covered assets amounted to $1.5 billion on December 31, 1970,
compared with aggregate Guideline ceilings of $1.9 billion. Foreign
assets not subject to the ceiling, primarily investments in Canada, were
increased by $662 million in 1970 to a total of $13.7 billion at the
year-end. •
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Legislation Enacted
Direct purchases by Federal Reserve Banks of Government

obligations. An Act of Congress approved July 31, 1970 (Public
Law 91-360), extended through June 30, 1971, the authority of the
Federal Reserve Banks, under Section 14(b) of the Federal Reserve
Act, to purchase and sell direct or fully guaranteed obligations of the
United States directly from or to the United States.

Real estate and commercial building construction loans by
national banks. The Emergency Home Finance Act of 1970, ap-
proved July 24, 1970 (Public Law 91-351), and the Housing and
Urban Development Act of 1970, approved December 31, 1970
(Public Law 91-609), among other things, amended various laws
relating to housing and urban development. A provision of the Act of
July 24, 1970, amended Section 24 of the Federal Reserve Act relating
to the powers of national banks (a) to modify the authority of such
banks with respect to first mortgage real estate loans (1) to increase
the permissible amount of such loans from 80 per cent to 90 per cent
of the appraised value of the real estate offered as security and (2)
to extend the permissible term of such loans from 25 years to 30 years;
and (b) to extend from 36 months to 60 months the permissible ma-
turity of loans by such banks to finance commercial building con-
struction.

The Act of December 31, 1970, expanded the powers of national
banks by amending Section 24 of the Federal Reserve Act to authorize
such banks to make loans or purchase obligations for land develop-
ment under the portion of the Act described as Part B of the Urban
Growth and New Community Development Act of 1970.

Defense production. The Defense Production Act of 1950 (Sec-
tion 301 of which is the basis for guarantees of loans for defense pro-
duction), which would have expired June 30, 1970, was amended (1)
by Joint Resolutions approved by Congress (a) June 30, 1970 (Public
Law 91-300), so as to continue in force through July 30, 1970, and
(b) August 1, 1970 (Public Law 91-371), so as to continue in force
through August 15, 1970; and (2) by Act of Congress approved
August 15, 1970 (Public Law 91-379), so as to continue in force
through June 30, 1972.
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Public Law 91-379, among other things, amended Section 301 of
the Defense Production Act by setting a limit of $20 million on the
guaranteeing agencies with respect to loan guarantees.

Margin requirements; credit cards. An Act of Congress ap-
proved October 26, 1970 (Public Law 91-508), extended the appli-
cability of Federal Reserve margin requirements to certain foreign
transactions involving extensions of credit to purchase or carry securi-
ties, and amended the Truth in Lending Act to authorize the Board to
establish regulations governing the issuance of credit cards and liabili-
ties for their unauthorized use. In addition, the Act established rules
regarding (1) retention of records by insured banks and other fi-
nancial institutions, (2) reports by those institutions of foreign and
domestic currency transactions and exports and imports of monetary
instruments, and (3) fair credit reporting.

Bank Holding Company Act Amendments of 1970. An Act of
Congress approved December 31, 1970 (Public Law 91-607), ex-
panded the coverage of the Bank Holding Company Act of 1956 to in-
clude a company that controls only one bank. Other major provisions
of the 1970 legislation include (1) a revision of Section 4(c) (8) of
the Holding Company Act, under which bank holding companies may
acquire interests in nonbanking activities subject to certain restrictions
and upon certain conditions, (2) an expansion of the Board's authority
to determine that a company controls a bank, (3) a revision of the
rules and expansion of the Board's authority with respect to foreign
activities of domestic-based holding companies and domestic activities
of foreign-based holding companies, and (4) a prohibition against
any bank extending services to a customer upon certain conditions,
commonly described as tie-in arrangements.

"Tender offers9' with respect to securities of member State
banks. An Act of Congress approved December 22, 1970 (Public
Law 91-567), among other things, amended the Securities Exchange
Act of 1934 to require disclosure of certain information concerning
acquisitions of more than 5 per cent of a class of equity securities reg-
istered pursuant to the 1934 Act (rather than 10 per cent, as formerly).
The provisions of the Act are applicable with respect to securities of
member State banks registered under the Board's Regulation F, "Se-
curities of Member State Banks."
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Securities Investor Protection Corporation. An Act of Con-
gress approved December 30, 1970 (Public Law 91-598), established
the Securities Investor Protection Corporation to protect customers of
a broker-dealer in the event of his insolvency. The Corporation will
have a seven-man Board of Directors, one of whom is appointed by
the Board of Governors of the Federal Reserve System from among
its officers and employees.

Financial Institutions Supervisory Act. An Act of Congress
approved December 31, 1970 (Public Law 91-609), among other
things, made permanent the provisions of Titles I and II of the Act
of October 16, 1966 (Public Law 89-695), known as the Financial
Institutions Supervisory Act of 1966. Titles I and II, which were origi-
nally made effective only through June 30, 1972, strengthened the
authority of the Federal agencies that supervise and regulate banks and
savings and loan associations by authorizing such agencies to institute
"cease and desist" proceedings and proceedings directed at .the re-
moval from office, in prescribed circumstances, of directors or officers
of institutions under their supervision.

Uniform Relocation Assistance and Real Property Acquisi-
tion Policies Act of 1970. By Act of Congress approved January 2,
1971 (Public Law 91-646), Congress provided for uniform and
equitable policies regarding land acquisition and treatment of persons
displaced from their homes, businesses, or farms by Federal agencies
or by federally assisted programs. For the purposes of the Act, "Fed-
eral agency" includes the Federal Reserve Banks and branches thereof.
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Legislative Recommendations
Lending authority of Federal Reserve Banks. Under present

law, when a member bank borrows from its Reserve Bank on collateral
other than obligations that are eligible for purchase by Reserve "Banks
(mainly U.S. Government obligations) or short-term promissory
notes of the member bank's customers that meet certain "eligibility"
requirements, it must pay interest at a rate not less than V2 of 1 per-
centage point higher than the Reserve Bank's basic discount rate. For
several years the Board of Governors has urged legislation that would
permit a member bank, subject only to regulations by the Board, to
borrow on any security satisfactory to its Reserve Bank without the
necessity of paying a higher rate of interest simply because the security
is not of a specified type.

The need for enactment of such legislation has increased as member
banks have reduced their holdings of U.S. Government securities and
broadened the scope of their lending in order to meet the expanding
credit demands of their customers. Many of these loans cannot qualify
as security for Federal Reserve advances except at the "penalty" rate
of interest, although their quality may be equal to that of presently
"eligible" paper.

To enable the Federal Reserve System always to be in a position to
carry out promptly and efficiently one of its principal responsibilities
—the extension of credit assistance to enable the banking system to
meet the legitimate needs of the economy—and to avoid penalizing
those uses of credit that generate sound paper that is not "eligible"
under existing law, the Board again urges legislation that would
authorize the Reserve Banks to extend credit on any sound collateral
at a uniform rate of interest.

"Par clearance." Most banks pay the face amount of all checks
presented to them for payment; this practice is frequently described
as "par clearance." In a few areas of the country, however, many small
banks deduct a so-called "exchange charge" from the face amount of
checks presented by mail and remit only the balance. In such circum-
stances the drawee bank shifts all or a portion of the expense incurred
by it in connection with the collection process to the payee of the
check or to an indorsee. In the Board's view there is no justification
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for the increased costs, delays, and inefficiencies that result when banks
do not pay all checks at their face amount.

The trend of State legislation has been toward requiring banks to
pay the face amount of checks drawn on them. After July 1, 1971,
the only States in which nonpar banks will be located are Alabama,
Arkansas, Louisiana, North and South Carolina, and Texas. Despite
this progress at the State level, the Board favors enactment by the Con-
gress of a requirement that all federally insured banks pay at par all
checks drawn on them.

Reserve requirements. For several years the Board has recom-
mended legislation that would make Federal Reserve reserve require-
ments applicable to all federally insured banks, rather than to member
banks only. The reasons for that change in the structure of reserve
requirements have become stronger with the passage of time, and the
Board now believes that those requirements should apply to demand
deposits in all institutions that accept deposits subject to withdrawal
by check (demand deposits).

Because demand deposits held by any institution are part of the coun-
try's money supply just as are those in member banks, applying the
same demand-deposit reserve requirements to all such institutions would
facilitate the effective implementation of monetary policy. The most
rational and equitable system of reserve requirements for this purpose
would be based on the amount of an institution's deposits, without re-
gard to the location of the institution.

Also as a matter of rational and equitable application of the law, the
Board believes that any institution that is subject to Federal Reserve
reserve requirements should be granted access to Federal Reserve credit
on the same terms as member banks.

Accordingly, the Board recommends that legislation be enacted (1)
to authorize a more flexible system of graduated reserve requirements,
(2) to apply such requirements to the demand deposits of all deposi-
tary institutions that accept deposits subject to withdrawal by check,
and (3) to authorize the Reserve Banks to extend credit to such
institutions on the same basis as they extend credit to member banks.

Loans to bank examiners. Title 18 of the U.S. Code, "Crimes
and Criminal Procedure," prohibits loans to a bank examiner by any
bank that the examiner is authorized to examine. For several years the

188

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

1970



Board has favored modification of this prohibition to permit a federally
insured bank to make a home mortgage loan to a bank examiner under
appropriate statutory safeguards. The Board again recommends that
modification.

Purchase of obligations of foreign governments by Federal
Reserve Banks. Under present law, balances that the Reserve Banks
acquire in foreign central banks in connection with the System's foreign
currency operations may be invested in prescribed kinds of bills of
exchange and acceptances. On occasion these investment media have
not been conveniently available. To facilitate economic use of such
balances, for several years the Board has favored enactment of legisla-
tion that would permit Reserve Banks, subject to regulation of the
Board, to invest in obligations of foreign governments or monetary
authorities that will mature within 12 months and are payable in a
convertible currency. The Board again recommends such legislation.

Interlocking bank relationships. Section 8 of the Clayton Act
generally prohibits interlocking relationships between a member bank
and any other bank located in the same or an adjacent community.
During 1970 the Federal Reserve System made an extensive review of
interlocking bank relationships and concluded that Section 8 should be
amended in several respects to protect the public against situations
arising in which the risk of abuse of an interlocking relationship out-
weighs the likelihood of benefit. The major extension favored by the
Board would apply the prohibition to interlocks between any deposi-
tary institutions in the same or an adjacent community, with an appro-
priate delay to permit a gradual phasing out of prohibited relationships.

In one respect the Board considers that the present law is unneces-
sarily restrictive. The law presently prohibits interlocking service as a
"director, officer, or employee". The Board believes that the purpose
of the law would be better served by limiting the applicability of the
prohibition to service as a "director or an officer or an employee with
management functions".

Loan guarantees to business. The performance of financial
markets in the United States in 1970 demonstrated their ability to
withstand severe strains. Nevertheless, at midyear there was wide-
spread concern that the Nation might find itself in the grip of a
liquidity crisis—a situation in which creditworthy borrowers could not
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raise funds in the money and capital markets to meet legitmate needs
for credit. Fortunately, no such breakdown occurred; the markets
proved equal to the challenge. Nonetheless the Board urges that action
be taken now to permit assistance in the event of a possible future
emergency.

The Board favors enactment of standby authority, within prescribed
limits, for Government guarantees of private loans to basically sound
firms when such assistance appears to be the only practical way of
avoiding a national financial crisis or of enabling such firms to con-
tinue activities essential in the national interest. The authority should
be vested in a Loan Guarantee Board composed of the Secretary of the
Treasury, as chairman, the Secretary of Commerce, and the Chairman
of the Board of Governors. Since the authority is needed only to cope
with emergency situations, it could be administered with a small staff
assigned temporarily for that purpose if the need arose. In each in-
stance, the Congress should be informed before a guarantee is issued.

Federal Reserve Bank branch buildings. Under Section 10 of
the Federal Reserve Act, the aggregate of costs incurred by the Reserve
Banks for the construction of branch buildings after July 30, 1947,
is limited to $60 million. This amount has been almost fully utilized,
and the remaining amount is insufficient to permit construction of
facilities necessary to continue to provide services that are necessary
to keep the Federal Reserve responsive to the needs of the public. The
Board believes that the dollar limitation on the cost for construction
of Federal Reserve Bank branch buildings is unnecessary and recom-
mends that it be repealed.

The Reserve Banks would still need the Board's approval of their
branch-building programs, under the third paragraph of Section 3 of
the Federal Reserve Act. The Board would continue to consider each
proposed construction or improvement in the light of the needs of the
branch, the type of proposed construction, the reasonableness of the
costs, and whether the proposal is generally in keeping with the pre-
vailing economic situation.

Bank investments for community development. As leading in-
stitutions in their communities, banks are expected to participate in
programs for the improvement of the community. In some cases this
responsibility can be fulfilled by contributing funds or services. In
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others, the appropriate form of participation is an investment in stock
of a corporation established for a particular purpose, such as to pro-
mote the economic rehabilitation and development of low-income
areas. In the Board's judgment, limited investments in such corpora-
tions are in the public interest and should be encouraged by appro-
priate* legislation.

Accordingly, as a method of encouragement, the Board recommends
legislation expressly to authorize national banks to invest in community
corporations established by them or by other local organizations. Such
legislation would not itself authorize State member banks to invest in
such corporations, because the corporate powers of a State-chartered
bank are a matter of State law. Nonetheless, it would encourage invest-
ments by banks in those States that do not prohibit banks from making
such investments. It should also encourage States that do prohibit such
investments to re-examine their position.

To assure that the investments do not have an adverse effect on the
soundness of our Nation's banks, the Comptroller of the Currency and
the Board of Governors should be authorized to impose limitations on
the nature and scope of those investments by national banks and State
member banks under their respective jurisdictions. •
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Litigation
Bank holding companies. During 1970 the U.S. Department of

Justice acted to prevent the consummation of four bank acquisitions
by registered bank holding companies. In each case the complaint
alleges that the effect of the proposed acquisition will be substantially
to lessen competition, or to tend to create a monopoly in violation of
Section 7 of the Clayton Act (15 U.S.C. 18). Three of the four cases
involve banks in Colorado. The caption of each case and certain other
identifying details are as follows:

United States v. United Virginia Bankshares Incorporated, et al.,
filed February 1970, U.S.D.C. Eastern District of Virginia, relating
to the acquisition of 80 per cent or more of the voting shares of Manas-
sas Bank, N.A., Manassas, Virginia, a proposed new bank into which
would be merged The Peoples National Bank of Manassas under the
charter of the former and the title of United Virginia Bank/Peoples
National; Order and Statement by the Board approving the acquisition
are set forth in the Federal Reserve Bulletin, February 1970, page 166.

United States v. First National Bancorporation, Inc., et al, filed
July 1970, U.S.D.C. Colorado, relating to the acquisition of 80 per
cent or more of the voting shares of The First National Bank of
Greeley, Greeley, Colorado; Order and Statement by the Board approv-
ing the acquisition are set forth in the Federal Reserve Bulletin, June
1970, page 539.

United States v. United Banks of Colorado, Inc., et al., filed Novem-
ber 1970, U.S.D.C. Colorado, relating to the acquisition of at least
80 per cent of the voting shares of The Colorado Springs National
Bank, Colorado Springs, Colorado; Order and Statement by the Board
approving the acquisition are set forth in the Federal Reserve Bulletin,
November 1970, page 845.

United States v. First National Bancorporation, Inc., et ah, filed
December 1970, U.S.D.C. Colorado, relating to the acquisition of
80 per cent or more of the voting shares of The Security State Bank
of Sterling, Sterling, Colorado; Order and Statement by the Board
approving the acquisition are set forth in the Federal Reserve Bulletin,
November 1970, page 855.
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One case brought by the U.S. Department of Justice under Section
7 of the Clayton Act (15 U.S.C. 18) was settled by consent decree. In
United States v. First at Orlando Corporation, et al. (see ANNUAL

REPORT for 1969, page 307) by Order entered August 27, 1970, First
at Orlando Corporation is permitted to consummate its acquisition of
the three banks involved, but is prohibited further acquisitions for a
period of 8 years in a four-county area of central Florida.

One civil action raising questions under the Bank Holding Company
Act was commenced. In The Commercial National Bank of Little Rock,
et al v. Board of Governors, filed October 1970, U.S.C.A. Eighth Cir-
cuit, plaintiff asked the court to review and set aside an Order by the
Board granting the application of First Arkansas Bankstock Corpora-
tion to become Arkansas' first registered bank holding company through
the acquisition of 80 per cent or more of the voting shares of Arkansas
First National Bank of Hot Springs. The Corporation already owned 99
per cent of the voting shares of Worthen Bank and Trust Company,
Little Rock. The Board's Order and Statement approving the acquisi-
tion are set forth in the Federal Reserve Bulletin of October 1970,
page 778.

Margin requirements on securities credit transactions. In
Gordon & Co., Inc., et al. v. Board of Governors, filed May 1970,
U.S.D.C. Massachusetts, plaintiff alleges that the Board's interpretation,
"Deep in the money put and call options as extensions of credit" (12
CFR § 220.122) exceeds the Board's authority to promulgate rules
under the Securities Exchange Act of 1934 (15 U.S.C. 78(g)) and
the Board's Regulations G and T issued pursuant thereto (12 CFR
Parts 207 and 220). The complaint further alleges that the Board's
action is arbitrary and vague and was taken without complying with
the notice provisions of the law of administrative procedure (5 U.S.C.
553). On September 29, 1970, the court denied cross motions for sum-
mary judgment (317 F. Supp. 1045).

Truth in Lending. Three actions were commenced against the
Board raising issues involving the Board's Regulation Z, "Truth in
Lending".

Two of the actions contain identical allegations. In N. C. Freed Com-
pany, Inc., et al. v. Board of Governors, et ah, filed February 1970,
U.S.D.C. Western District of New York, and in Gardner and North
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Roofing and Siding Corp. v. Board of Governors, et ah, filed February
1970, U.S.D.C. District of Columbia, plaintiffs allege that they are home
improvement contractors that take no consensual liens on their cus-
tomers' property. The complaints state that by virtue of Sections 226.9
and 226.2(z) of Regulation Z (12 CFR Part 226), plaintiffs are
required to give a customer notice of a right to rescind his contract
within 3 days merely because mechanics' and materialmen's liens might
arise. Plaintiffs contend that the Truth in Lending Act authorizes such
a regulatory requirement and rescission right only with respect to
consensual liens and, therefore, the Board's regulation is invalid to
the extent it exceeds that authority. Plaintiffs ask for declaratory judg-
ment and an injunction against enforcement of the regulation in this
respect by the responsible governmental agencies. On January 6, 1971,
summary judgment, without opinion, was granted in favor of the Board
in the Gardner and North Roofing case.

In the other action, Continental Oil Company v. Board of Governors,
et cd., filed June 1970, U.S.D.C. Delaware, plaintiff alleges that the
Board's "late charge" interpretation under Regulation Z (12 CFR
§ 226.401) is actually a legislative rule as to which the Board failed
to give notice and opportunity for public comment in accordance with
the requirements of the law of administrative procedure (5 U.S.C. 553).
Plaintiff asked for declaratory judgment and an injunction against en-
forcement of the rule by the responsible governmental agencies. On
September 15, 1970, summary judgment was granted in favor of the
Board. The court concluded that the interpretation was in fact an
interpretative rule and as such was lawfully promulgated without publi-
cation for comment (317 F. Supp. 194). •
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Bank Supervision and Regulation
by the Federal Reserve System

Examination of member banks. Each State member bank is sub-
ject to examinations made by direction of the Board of Governors or
the Federal Reserve Bank of the district in which it is located by
examiners selected or approved by the Board. The established policy
is for the Federal Reserve Bank to conduct at least one regular ex-
amination of each State member bank, including its trust department,
during each calendar year, with additional examinations if considered
desirable. In most States concurrent examinations are made in co-
operation with the State banking authorities, while in others alternate
independent examinations are made. All but 17 of the 1,147 State
member banks were examined during 1970.

National banks, all of which are members of the Federal Reserve
System, are subject to examination by direction of the Board of Gov-
ernors or the Federal Reserve Banks. However, as a matter of practice
they are not examined by either, because the law charges the Comp-
troller of the Currency directly with that responsibility. The Comp-
troller provides reports of examination of national banks to the Board
upon request, and each Federal Reserve Bank purchases from the
Comptroller copies of reports of examination of national banks in its
district.

The Board of Governors makes its reports of examination of State
member banks available to the Federal Deposit Insurance Corporation,
and the Corporation in turn makes its reports of insured nonmember
State banks available to the Board upon request. Also, upon request,
reports of examination of State member banks are made available to
the Comptroller of the Currency.

In its supervision of State member banks, the Board receives, re-
views, and analyzes reports of examination of State member banks and
coordinates and evaluates the examination and supervisory functions
of the System. It passes on applications for admission of State banks
to membership in the System; administers the disclosure requirements
of the Securities Exchange Act of 1934 with respect to equity securi-
ties of State member banks within its jurisdiction under the 1934 Act;
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and under provisions of the Federal Reserve Act and other statutes,
passes on applications for permission, among other things, to (1)
merge banks, (2) form or expand bank holding companies, (3) es-
tablish domestic and foreign branches, (4) exercise expanded powers
to create bank acceptances, (5) establish foreign banking and financ-
ing corporations, and (6) invest in bank premises an amount in excess
of 100 per cent of a bank's capital stock.

By Act of Congress approved September 12, 1964 (Public Law
88-593), insured banks are required to inform the appropriate Federal
banking agency of any changes in control of management of such banks
and of any loans by them secured by 25 per cent or more of the vot-
ing stock of any insured bank. In 1970, 33 such changes in ownership

LOANS TO EXECUTIVE OFFICERS

Period covered
(condition report

dates)

Oct. 22, 1969—
Dec. 31, 1969. . .

Jan. 1, 1970—
Apr. 30, 1970. . .

May 1, 1970—
June 30, 1970. . .

July 1, 1970—
Oct. 28, 1970. . .

Oct. 29, 1970—
Dec. 31, 1970

Total loans to
executive officers

Number

6,943

9,103

7,100

8,871

0)

Amount (dollars)

16,572,130

22,021,729

17,874,723

27,290,712

C1)

Ranges of
interest rate

charged (per cent)

0-18

1-18

1-18

1/2-19.39

C1)
1 Compilation of data for condition report of Dec. 31, 1970, has not been completed.

of the outstanding voting stock of State member banks were reported
to the Reserve Banks as changes in control of these member banks.
Arrangements continue among the three Federal supervisory agencies
for appropriate exchanges of reports received by them pursuant to the
Act. The Reserve Banks send copies of all reports they receive to the
appropriate district office of the Federal Deposit Insurance Corpora-
tion, the Regional Administrator of National Banks (Comptroller of
the Currency), and the State bank supervisor.
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Upon receipt of reports involving changes in control of State mem-
ber banks, the Reserve Banks are under instructions to forward such
reports promptly to the Board, together with a statement (1) that the
new owner and management are known and acceptable to the Reserve
Bank or (2) that they are not known and that an investigation is
being made. The findings of any investigation and the Reserve Bank's
conclusions based on such findings are forwarded to the Board.

By Act of Congress approved July 3, 1967 (Public Law 90-44),
each member bank of the Federal Reserve System is required to in-
clude with (but not as part of) each report of condition and copy
thereof a report of all loans to its executive officers since the date of
submission of its previous report of condition. Since the Board's 1969
ANNUAL REPORT was released, member banks have submitted, as re-
quired by law, the data that appear in the table on the preceding page.

Federal Reserve membership. As of December 31, 1970, mem-
ber banks accounted for 42 per cent of the number of all commercial
banks in the United States and for 75 per cent of all commercial bank-
ing offices, and they held approximately 80 per cent of the total deposits
in such banks; these figures compare with 43 per cent, 62 per cent, and
81 per cent, respectively, at the end of 1969. State member banks ac-
counted for 13 per cent of the number of all State commercial banks
and 40 per cent of the banking offices, and they held 51 per cent of
total deposits in State commercial banks.

Of the 5,767 banks that were members of the Federal Reserve
System at the end of 1970, there were 4,620 national banks and 1,147
State banks. During the year there were net declines of 48 national
and 55 State member banks. The decline in the number of national
banks reflected 53 conversions to branches incident to mergers and
absorptions and 39 conversions to nonmember banks. The decline was
offset in part by the organization of 40 new national banks and the
conversion of 5 nonmember banks to national banks. The decrease in
State member banks reflected mainly 38 withdrawals from membership
and 15 conversions to branches incident to mergers and absorptions.

At the end of 1970 member banks were operating 16,191 branches,
987 more than at the close of 1969; this included 937 de nova estab-
lishments.

Detailed figures on changes in the banking structure during 1970
are shown in Table 18, pages 238 and 239.
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Bank mergers. Under Section 18(c) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1828 (c) ) , the prior written consent of the Board
of Governors of the Federal Reserve System must be obtained before
a bank may merge, consolidate, or acquire the assets and assume the
liabilities of another bank if the acquiring, assuming, or resulting bank
is to be a State member bank.

In deciding whether to approve an application, the Board is required
by Section 18(c) to consider the impact of the proposed transaction
on competition, the financial and managerial resources and prospects of
the existing and proposed institution, and the convenience and needs
of the community to be served. The Board is precluded from approving
"any proposed merger transaction which would result in a monopoly,
or which would be in furtherance of any combination or conspiracy to
monopolize or to attempt to monopolize the business of banking in any
part of the United States." A proposed transaction "whose effect in any
section of the country may be substantially to lessen competition, or to
tend to create a monopoly, or which in any other manner would be in
restraint of trade," may be approved only if the Board of Governors is
able to find that the anticompetitive effects of the transaction would
be clearly outweighed in the public interest by the probable effect of
the transaction in meeting the convenience and needs of the community
to be served.

Before acting on each application the Board must request reports
from the Attorney General, the Comptroller of the Currency, and the
Federal Deposit Insurance Corporation on the competitive factors in-
volved in each transaction. The Board in turn responds to requests by
the Comptroller or the Corporation for reports on competitive factors
involved when the acquiring, assuming, or resulting bank is to be a
national bank or an insured nonmember State bank.

During 1970 the Board disapproved two and approved 29 of these
applications, and it submitted 96 reports on competitive factors to the
Comptroller of the Currency and 76 to the Federal Deposit Insurance
Corporation. As required by Section 18(c) of the Federal Deposit In-
surance Act, a description of each of the 29 applications approved by
the Board, together with other pertinent information, is shown in Table
21, pages 242-85.

Statements and/or orders of the Board with respect to all bank
merger applications, whether approved or disapproved, are released
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immediately to the press and the public and are published in the Fed-
eral Reserve Bulletin. These statements and/or orders set forth the
factors considered, the conclusions reached, and the vote of each
Board member present.

Bank holding companies. During 1970, pursuant to Section 3 (a)
(1) of the Bank Holding Company Act of 1956, the Board approved
31 applications for prior approval to become a bank holding company.
Pursuant to the provisions of Section 3(a) (3) of the Act, the Board
approved 113 applications by bank holding companies, and denied 9
applications. To provide necessary current information, annual reports
for 1969 were obtained from all registered bank holding companies
pursuant to the provisions of Section 5(c) of the Act. At the end of
1970, there were 121 multibank holding companies in operation.

Statements and/or orders of the Board with respect to applications
to form or expand bank holding companies, whether approved or dis-
approved, are released immediately to the press and the public and
are published in the Federal Reserve Bulletin. These statements and/or
orders set forth the factors considered, the conclusions reached, and
the vote of each Board member present.

On December 31, 1970, the Bank Holding Company Act of 1956
was amended by Public Law 91-607 (84 Stat. 1760). This legislation,
which subjects approximately 1,200 one-bank holding companies to
the requirements of the Act, is known as the "Bank Holding Company
Act Amendments of 1970."

Foreign branches of member banks. At the end of 1970, 79
member banks had in active operation a total of 532 branches in 66
foreign countries and overseas areas of the United States; 56 national
banks were operating 492 of these branches, and 23 State member
banks were operating 40 such branches. The number and location of
these foreign branches were as shown in the tabulation on page 200.

Under the provisions of the Federal Reserve Act (Section 25 as to
national banks and Sections 9 and 25 as to State member banks), the
Board of Governors during the year 1970 approved 81 applications
made by member banks for permission to establish branches in foreign
countries and overseas areas of the United States. During the year,
member banks opened 77 branches overseas.

Acceptance powers of member banks. During the year the
Board approved the application of one member bank, pursuant to the
provisions of Section 13 of the Federal Reserve Act, for increased
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[Tabulation referred to on preceding page.]

Abu Dhabi
Argentina
Austria
Bahamas
Bahrain
Barbados
Belgium
Bolivia
Brazil
Canal Zone
Chile
Colombia
Dominican Republic
Dubai
Ecuador
El Salvador
Fiji Islands
France
Germany
Greece
Guam
Guatemala
Guyana
Honduras
Hong Kong
India
Indonesia
Ireland
JLx. wXCiJLi.V* *

Israel
Italy
Jamaica
Japan
Korea
Lebanon
Liberia

1
38

1
60

1
3

10
5

16
2

17
26
12
2

12
1
1

12
21

9
3
3
1
3

13
11
6
3
1
4
6

13
3
3
2

Luxembourg
Malaysia
Mariana Islands
Marshall Islands
Mexico
Netherlands
Netherlands Antilles
Nicaragua
Okinawa
Pakistan
Panama
Paraguay
Peru
Philippines
Puerto Rico
Qatar
Saudi Arabia
Singapore
Switzerland
Taiwan
Thailand
Trinidad and Tobago
Trucial State of Sharjah
Truk Islands
United Kingdom
Uruguay
Venezuela
Vietnam
Virgin Islands (U.S.)
Virgin Islands (British)

Other (West Indies)

Total

1
5
1
1
5
7
2
3
2
4

. 29
6
8
4

19
1
2

. 11
7
2
2
6
1
1

. 41
4
4
2

. 16
3

7

532
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acceptance powers; it granted the bank permission to accept commer-
cial drafts or bills up to 100 per cent of paid-up and unimpaired capital
stock and surplus.

Foreign banking and financing corporations. At the end of 1970
there were five corporations operating under agreements with the
Board pursuant to Section 25 of the Federal Reserve Act relating to
investment by member banks in the stock of corporations engaged
principally in international or foreign banking. Three of these "agree-
ment" corporations have head offices in New York, and one has its
head office in Miami, Florida. The four corporations were examined
during the year by examiners for the Board of Governors. The fifth
agreement corporation is a national bank in the Virgin Islands and is
owned by a State member bank in Philadelphia.

During 1970, under the provisions of Section 25 (a) of the Federal
Reserve Act, the Board issued final permits to eight corporations to
engage in international or foreign banking or other international or
foreign financial operations, and seven corporations commenced opera-
tions. At the end of the year there were 70 corporations in active
operation under Section 25(a) ; 36 have home offices in New York
City; five in Philadelphia; four each in San Francisco and Los Angeles;
three each in Boston, Chicago, and Detroit; two each in Dallas and
Seattle; and one each in Pittsburgh, Norfolk, Richmond, Winston-
Salem, Atlanta, Miami, St. Louis, and Portland, Oregon. One of the
corporations with headquarters in Seattle has five branches in Hong
Kong; one of the corporations in Philadelphia and one in New York
operate branches in London; one New York corporation and one
Detroit corporation operate branches in Nassau; and one New York
corporation operates a branch in Luxembourg. Examiners for the
Board of Governors examined 60 of these corporations during 1970.

Actions under delegation of authority. Pursuant to the provi-
sions of Section l l ( k ) of the Federal Reserve Act, the Board of Gov-
ernors has delegated to the Reserve Banks (1) authority to approve,
on behalf of the Board, certain applications of State member banks to
establish domestic branches, to invest in bank premises, to declare cer-
tain dividends, and to grant a waiver of 6 months' notice by a bank
of its intention to withdraw from membership in the Federal Reserve
System, and (2) certain other less frequently used authorities. Under
authority granted in (1) above, the Reserve Banks approved 197
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branch applications, 52 investments in bank premises, and 25 waivers
of notice of intention to withdraw from membership in the Federal Re-
serve System. Under authority granted in (2) above, the Reserve
Banks approved 163 applications.

The Board has delegated to the Director or Acting Director of the
Division of Supervision and Regulation authority to approve certain
applications to establish domestic branches and various other authori-
ties. Under this authority 13 branches and 67 applications of other
kinds were approved. In addition, the Director or Acting Director of the
Division of Supervision and Regulation is authorized under Section
18(c)(4) of the Federal Deposit Insurance Act (12 U.S.C. 1828(c)
(4 ) ) , to furnish to the Comptroller of the Currency and the Federal
Deposit Insurance Corporation reports on competitive factors involved
in a bank merger required to be approved by one of those agencies if
each of the appropriate departments or divisions of the appropriate
Federal Reserve Bank and the Board of Governors is of the view that
the proposed merger either would have no adverse competitive effects
or would have only slightly adverse competitive effects, and if no mem-
ber of the Board has indicated an objection prior to the forwarding of
the report to the appropriate agency. Under this authority 89 competi-
tive factor reports were approved.

Bank Examination Schools. In 1970 the Bank Examination
School conducted three sessions of the School for Examiners, four
sessions of the School for Assistant Examiners, and one session of the
School for Trust Examiners. The Bank Examination School was estab-
lished in 1952 by the three Federal bank supervisory agencies, and
since 1962 it has been conducted jointly by the Federal Reserve System
and the Federal Deposit Insurance Corporation.

Since the establishment of this program, 4,450 persons have at-
tended the various sessions. This number includes representatives of the
Federal bank supervisory agencies; the State Banking Departments of
Arkansas, Arizona, California, Connecticut, Florida, Idaho, Indiana,
Kentucky, Louisiana, Maine, Michigan, Mississippi, Missouri, Mon-
tana, Nebraska, Nevada, New Hampshire, New Jersey, New Mexico,
New York, North Carolina, North Dakota, Ohio, Oklahoma, Oregon,
Pennsylvania, Rhode Island, South Dakota, Tennessee, Utah, Vermont,
Virginia, Washington, and Wyoming; the Treasury Department of the
Commonwealth of Puerto Rico; and 19 foreign countries.
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Truth in Lending. A report entitled Annual Report to Congress on
Truth in Lending for the Year 1970 was submitted separately, pursuant
to the Truth in Lending Act (Title I of the Consumer Protection Act
(Public Law 90-321)) .

Bank Protection Act of 1968. A joint report of the Comptroller of
the Currency, the Board of Governors of the Federal Reserve System,
the Federal Deposit Insurance Corporation, and the Federal Home
Loan Bank Board was submitted to the Congress on July 7, 1970,
pursuant to Section 4 of the Bank Protection Act of 1968 (Public
Law 90-389). The report contained the results of consultations of
the Federal supervisory agencies with insurers and State insurance
regulators to determine the feasibility and desirability of premium rate
differentials based on the installation, maintenance, and operation of
security devices and procedures by banks. •
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Federal Reserve Banks
Examination of Federal Reserve Banks. The Board's Division

of Federal Reserve Bank Operations examined the 12 Federal Reserve
Banks and their 24 branches during the year, as required by Section
21 of the Federal Reserve Act. In conjunction with the examination
of the Federal Reserve Bank of New York, the Board's examiners also
audited the accounts and holdings related to the System Open Market
Account and foreign currency operations conducted by that Bank in
accordance with policies formulated by the Federal Open Market Com-
mittee, and rendered reports thereon to the Committee. The procedures
followed by the Board's examiners were surveyed and appraised by a
private firm of certified public accountants, pursuant to the policy of
having such reviews made on an annual basis.

Earnings and expenses. The accompanying table summarizes the
earnings, expenses, and distribution of net earnings of the Federal
Reserve Banks for 1970 and 1969.

EARNINGS, EXPENSES, AND DISTRIBUTION OF N E T EARNINGS
OF FEDERAL RESERVE BANKS, 1970 AND 1969

In thousands of dollars

Item 1970 1969

Current earnings
Current expenses

Current net earnings

Net addition to or deduction from (—) current net
earnings

Net earnings before payments to U.S. Treasury

Dividends paid
Payments to U.S. Treasury (interest on F.R. notes). .

Transferred to surplus

3,877,218
321,373

3,555,845

11,442

3,567,287

41,136
3,493,571

32,580

3,373,360
274,973

3,098,387

-557

3,097,830

39,237
3,019,161

39,432

Current earnings of $3,877 million in 1970 were 15 per cent higher
than in 1969. The principal changes in earnings were as follows: on
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U.S. Government securities, an increase of $591 million; on foreign
currencies, a decrease of $73 million; and on discounts and advances,
a decrease of $15 million.

Current expenses were $46 million more than in 1969, or 17 per
cent. Statutory dividends to member banks amounted to $41 million,
an increase of $2 million from 1969. This rise in dividends reflected
an increase in capital and surplus of member banks and a conse-
quent increase in the paid-in capital stock of the Federal Reserve
Banks.

Payments to the Treasury as interest on Federal Reserve notes
totaled $3,493 million for the year, compared with $3,019 million in
1969. This amount consists of all net earnings after dividends and the
amount necessary to bring surplus to the level of paid-in capital.

Expenses of the Federal Reserve Banks also included costs of
$290.19 for six regional meetings incident to the Treasury Department
savings bond program.

A detailed statement of earnings and expenses of each Federal Re-
serve Bank during 1970 is shown in Table 7 on pages 224 and 225,
and a condensed historical statement in Table 8 on pages 226 and 227.

Holdings of loans and securities. The table on page 206 shows
holdings, earnings, and average interest rates on loans and securities of
the Federal Reserve Banks during the past 3 years.

Average daily holdings of loans and securities during 1970
amounted to $59,072 million—an increase of $3,874 million over
1969. Holdings of U.S. Government securities increased by $4,152
million, whereas there were decreases of $276 million in discounts and
advances and $2 million in acceptances.

The average rates of interest on holdings were up from 5.93 per
cent to 6.13 per cent on discounts and advances, from 7.01 per cent
to 7.23 per cent on acceptances, and from 5.89 per cent to 6.48 per
cent on U.S. Government securities.

Volume of operations. Table 9 on page 228 shows the volume
of operations in the principal departments of the Federal Reserve
Banks for 1967-70.

Discounts and advances declined in both number and dollar
amount, as the number of banks borrowing dropped from 1,714 to
1,416.

The number and amount of food stamps redeemed rose sharply,
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RESERVE BANK EARNINGS ON LOANS AND SECURITIES, 1968-70

Item and year

Average daily holdings:2

1968
1969
1970

Earnings:
1968
1969
1970

Average rate of interest:
1968
1969
1970

Total

51,935
55,198
59,072

2,687.4
3,250.8
3,827.1

5.17
5.89
6.48

Discounts
and

advances

In millions

569
1,102

826

29.7
65.3
50.6

In pei

5.22
5.93
6.13

Accept-
ances

of dollars

73
67
65

4.2
4.7
4.7

r cent

5.75
7.01
7.23

U.S.
Govt.

securities1

51,293
54,029
58,181

2,653.5
3,180.8
3,771.8

5.17
5.89
6.48

1 Includes Federal agency obligations.
2 Based on holdings at opening of business.

reflecting a marked expansion of the program. On the other hand,
the number of transactions in U.S. Government securities decreased
slightly, while the amount increased significantly. Volume was again
higher in most of the other operations, particularly in transfers of
funds and checks handled. Of the total checks handled, 169,684,000
items, or 2.4 per cent, were processed by the Washington/Baltimore
Regional Clearing Center, which began operations at the beginning
of the year.

Loan guarantees for defense production. Under the Defense
Production Act of 1950, the Departments of the Army, Navy, and
Air Force, the Defense Supply Agency of the Department of Defense,
the Departments of Commerce, Interior, and Agriculture, the General
Services Administration, the National Aeronautics and Space Admin-
istration, and the Atomic Energy Commission are authorized to guar-
antee loans for defense production made by commercial banks and
other private financing institutions. The Federal Reserve Banks act
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as fiscal agents of the guaranteeing agencies under the Board's Regu-
lation V.

During 1970 the guaranteeing agencies did not authorize the issu-
ance of any new guarantee agreements. Loan authorizations outstand-
ing on December 31, 1970, totaled $65 million, of which $60 million
represented outstanding loans and $5 million additional credit avail-
able to borrowers. Of total loans outstanding, 20 per cent on the
average was guaranteed. During the year approximately $11 million
was disbursed on guaranteed loans, most of which' are revolving
credits.

Authority for the V-loan program, unless extended, will terminate
on June 30, 1972.

Table 11 on page 229 shows guarantee fees and maximum interest
rates applicable to Regulation V loans.

Foreign and international accounts. Assets held for account of
foreign countries at the Federal Reserve Banks increased $9,073 mil-
lion in 1970. At the end of the year they amounted to $28,290 million:
$10,032 million of earmarked gold; $16,226 million of U.S. Govern-
ment securities (including securities payable in foreign currencies);
$148 million in dollar deposits; $250 million of bankers' acceptances
purchased through Federal Reserve Banks; and $1,634 million of
miscellaneous assets. The latter item consists mainly of dollar bonds
issued by foreign countries and international organizations. Assets
held for international and regional organizations, including IMF gold
deposits, increased $2,865 million to $10,022 million.

In 1970 new accounts were opened in the names of The Bank of
Korea and Muscat Currency Authority.

New gold collateral loan arrangements amounted to $140 million
in 1970. All drawings during the year under these loan arrangements
were repaid by the end of the year. Loans on gold are made to for-
eign monetary authorities to help them meet dollar requirements of a
temporary nature.

The Federal Reserve Bank of New York continued to act as depos-
itary and fiscal agent for international and regional organizations. As
fiscal agent of the United States, the Bank continued to operate the
Exchange Stabilization Fund pursuant to authorization and instructions
of the Secretary of the Treasury. Also on behalf of the Treasury De-
partment, it administered foreign assets control regulations pertaining
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to assets in the United States of North Vietnam, Cuba, Communist
China, and North Korea, and their nationals, and to transactions with
those countries and their nationals.

Bank premises. With the approval of the Board, sites were ob-
tained for new buildings for the Boston, Philadelphia, and Richmond
Banks, and properties adjacent to the Charlotte and Helena Branches
were acquired for future expansion.

Table 6 on page 223 shows the cost and book value of bank
premises owned and occupied by the Federal Reserve Banks and of
real estate acquired for banking-house purposes. •
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Board of Governors
Building annex. Ending a postponement announced in April 1969,

the Board of Governors in December 1970 invited competitive bids for
construction of an annex to its present building. Plans for the annex,
authorized by the Board in 1967, were approved by the Fine Arts
Commission in 1967 and the National Capital Planning Commission in
1968. Construction is scheduled for completion during 1973.

Income and expenses. The accounts of the Board for the year 1970
were audited by the public accounting firm of Lybrand, Ross Bros. &
Montgomery.

ACCOUNTANTS' OPINION

Board of Governors of the
Federal Reserve System:

We have examined the balance sheet of the Board of Governors of the
Federal Reserve System as of December 31, 1970, and the related statement
of assessments and expenses for the year then ended. Our examination was
made in accordance with generally accepted auditing standards, and accord-
ingly included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.

In our opinion, the balance sheet and related statement of assessments
and expenses present fairly the financial position of the Board of Governors
of the Federal Reserve System at December 31, 1970 and the results of its
operations for the year then ended, in conformity with generally accepted
accounting principles applied on a basis consistent with that of the preceding
year.

Lybrand, Ross Bros. & Montgomery
Washington, D.C.

February 5, 1971
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

BALANCE SHEET

DECEMBER 31, 1970

ASSETS
OPERATING F U N D :

Cash $ 2,442,916
Miscellaneous receivables and advances 157,596
Stockroom and cafeteria inventories at first-in, first-out cost 31,265

Total operating fund 2,631,777

PROPERTY FUND:

Land and improvements 792,852
Building 4,277,275
Furniture and equipment 1,359,157
Construction in progress 2,438,822

Total property fund 8,868,106

$11,499,883

LIABILITIES AND FUND BALANCES

OPERATING FUND:

Current liabilities:
Accounts payable and accrued expenses $1,052,184
Income taxes withheld 224,193
Accrued payroll 234,854

$ 1,511,231

Fund balance:
Balance, January 1, 1970 (218,285)

Excess of assessments over expenses for the year
ended December 31, 1970 1,338,831

1,120,546

Total operating fund 2,631,777

PROPERTY FUND:

Fund balance:
Balance, January 1, 1970 8,082,750

Additions 888,477
Property adjustments and disposals (103,121)

Total property fund 8,868,106

$11,499,883

The accompanying notes are an integral part of the financial statements.
[See page 212 for notes.]
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENT OF ASSESSMENTS AND EXPENSES
FOR THE YEAR ENDED DECEMBER 31, 1970

ASSESSMENTS LEVIED ON FEDERAL RESERVE BANKS:

For Board expenses and additions to property $21,227,800
For expenditures made on behalf of the Federal Reserve Banks.. 21,918,699

Total assessments 43,146,499

EXPENSES:

Expenditures for printing, issue and redemption of Federal Reserve
Notes, paid on behalf of the Federal Reserve Banks 21,918,699

For the Board:
Salaries $12,329,766
Retirement and insurance contributions 2,001,388
Travel expenses 615,951
Legal, consultant and audit fees 364,394
Contractual services 522,872
Printing and binding—net 505,113
Equipment and other rentals 1,626,396
Telephone and telegraph 213,469
Postage and expressage 197,342
Stationery, office and other supplies 158,520
Heat, light and power 73,389
Operation of cafeteria—net 110,582
Repairs, maintenance and alterations 211,483
Books and subscriptions 48,243
System membership, Center for Latin American

Monetary Studies 27,000
Miscellaneous—net 97,705

19,103,613
For property additions 785,356

Total expenses 41,807,668

EXCESS OF ASSESSMENTS OVER EXPENSES $ 1,338,831

The accompanying notes are an integral part of the financial statements.

[See page 212 for notes.]
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

NOTES TO FINANCIAL STATEMENTS

ACCOUNTING METHODS

The Board has consistently followed the practice of not providing for deprecia-
tion on fixed assets. Acquistions are charged to expense and proceeds from sales of
fixed assets are recorded as income. The property accounts are increased or reduced
at full cost, with corresponding increases or decreases in the property fund balance
when property is acquired or sold.

Assessments and expenditures made on behalf of the Federal Reserve Banks
for the printing, issuance and redemption of Federal Reserve Notes are recorded on
the cash basis and produce results which are not materially different from those which
would have been produced on the accrual basis of accounting.

LONG-TERM LEASES

The Board leases outside office space at an annual rental of $398,978 under
leases expiring in 1972. These leases may be terminated with six months notice.

RETIREMENT PLAN
There are two contributory retirement programs for employees of the Board.

About 75% of the employees are covered by the Federal Reserve Board Plan. All
new members of the staff who do not come directly from a position in the Govern-
ment are covered by this plan. The second, the Civil Service Retirement Plan, covers
all new employees who come directly from Government service. Employee contribu-
tions and benefits are the same under both plans and are based upon the Civil Service
Plan.

Under the Civil Service Plan, Board contributions match employee payroll
deductions while under the Federal Reserve Plan, Board contributions are actuarially
determined annually.

Additionally, employees of the Board have been authorized to participate in
the Federal Reserve System's Thrift Plan. Under this plan, the Board adds a fixed
percentage to allowable employee savings.

Total Board contributions to these plans in 1970 totaled $1,916,162 including
$25,921 required to fund cost of living allowances to annuitants under the Federal
Reserve Plan. There are no unfunded prior service costs under either plan.

CONSTRUCTION
After postponement since April, 1969, the Board in December, 1970 invited

competitive bids for construction of the Martin Building and North Garage.
Estimated cost is $39,400,000, a portion of which will be recovered from the
Department of Interior under an agreement whereby the Board will build the
North Garage (including the above ground park). The garage will be for the use
of both Federal Reserve and Department of Interior employees.
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