
Monetary Policy and
Financial Markets

Federal Reserve policy in 1972 concentrated on fostering financial
conditions conducive to achieving sustainable growth in real eco-
nomic activity and employment, consistent with the administration's
Phase II objective of moderating inflationary pressures. To attain this
goal, the Federal Open Market Committee (FOMC) took actions
designed to provide reserves sufficient to support growth in the
monetary aggregates appropriate to a substantial gain in economic
activity and an improved rate of resource utilization.

Demands for money and credit were strong in 1972 as the
economy expanded vigorously. With demands large, the narrowly
defined money stock (M1) expanded at an 8.3 per cent rate, and
the bank credit proxy at a little under 12 per cent, somewhat more
rapid increases than in 1971. Reserve provision through open market
operations, as indicated by the rise in nonborrowed reserves to sup-
port private nonbank deposits, was more restrained than in the
previous year. As a consequence, short-term interest rates rose sub-
stantially after the winter of 1972 and upward pressures continued
into early 1973. The Federal Reserve discount rate was raised by
Vi percentage point to 5 per cent in mid-January of 1973 and by
another Vi percentage point in late February. Partly as a result of the
cumulative impact of 1972's developing monetary restraint, the rate
of monetary expansion moderated in early 1973.

Interest rates on long-term securities and residential mortgages
remained quite stable throughout 1972, reflecting in part the slower
rise in prices in the economy and the reduction of inflationary
expectations. In addition, demands placed on securities markets by
the U.S. Government, by State and local governments, and by busi-
nesses moderated. The total volume of external financing still re-
mained historically high, however, and the bulk of this demand was
met through financial institutions—especially the demands for con-
sumer and mortgage loans and business demands for bank loans.
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16. INTEREST RATES

SHORT-TERM

PER CENT PER ANNUM

10
LONG-TERM

1970 1971 1972 1970 1971 1972

NOTE.—Monthly averages except HUD (based on quotations for one day each month).
Yields: U.S. Treasury bills, market yields on 3-month issues; prime commercial paper,
dealer offering rates; conventional mortgages, yields on first mortgages in primary markets,
unweighted and rounded to nearest 5 basis points, from Dept. of Housing and Urban
Development; corporate bonds (Federal Reserve series), averages of new publicly offered
bonds rated Aaa, Aa, and A by Moody's Investors Service and adjusted to an Aaa basis;
U.S. Govt. bonds, market yields adjusted to a 20-year constant maturity by U.S. Treasury;
State and local govt. bonds (20 issues, mixed quality), Bond Buyer.

MONETARY POLICY

In its day-to-day implementation of monetary policy during 1972,
the FOMC placed somewhat greater emphasis on bank reserves
while continuing to give weight to money market conditions. At the
same time the longer-run financial objectives of System policy con-
tinued to be concerned with various monetary aggregates, interest
rates generally, and credit conditions.

The bank reserve measure emphasized by the FOMC was reserves
available to support private nonbank deposits (RPD's)—total mem-
ber bank reserves less reserves required against U.S. Government
and interbank deposits. Because short-run fluctuations in the latter
two types of deposits have only limited impact on economic activity
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and are often large and erratic, the S\siem generally is prepared to
accommodate changes in demands for those deposits, fn view of the
inherent volatility of U.S. Government and interbank deposits,
growth In RPD's is considerably more stable on a month-lomonth
and quarter-to-quarter basis than thai for total reserves. However.
RPD's too fluctuate fairly widely in the very short run, because
week-to-week and month-to-month movements in private demand
deposits, which serve as the principal medium of exchange in the
economy, arc highly volatile,

fe the first quarter of 1972 System open market operations pro-
vided for fairly rapid expansion in RPD's. as monetary policy was
directed toward creating conditions favorable to rapid economic
recovery and toward making up for the shortfall in the growth of
Mx (currency plus private demand deposits adjusted) late in 1971.
Since growth in the monetary aggregates had proceeded at very
high rates during February and March, however, the System sub-
sequently provided nonborrowed RPiTs more reluctantly, and RPD
growth slowed to an annual rate of about 6.5 per cent in the second
quarter—considerably less than In the first. Expansion in M, also
dropped substantially below its first-quarter rate,

Table 7: GROWTH IN BANK RESERVES

Total res*
Rosen

posit
Nonbo
Nonbo

MEMO:
Borrovs

Item

.\s to support private tie-
s ^RPDV...
rrowed reserves..,
iTowed RPD's.. .

ed reserves

,.)7i

i

X. 1
i 8.2

J - - -••

: - . 2 4 4

I f >72

10. {>

9 . 7
7 . 1

! 1

III

| I O ]

111 111!It

per cc

7 ;

ons of

0 !

1972

If !

nt l

(y.to
13.1

7.2

dol lars"

_ 4 j

III

3 .6 ;

9 . •> •
- . v S 1
5.0 |

36(1 i

IV

14,2

10.6
4.8

,4

789

1 Quarterly changes, shown al seast
amounts outstanding (adjusted for eha;
Annual changes calculated from Oeeen:

J Quarterly changes are calculated IV
adjusted for chaimes in reserve icquiren
changes calculated from December avc:

:ill\' adjusted annual rates, are calculated from the average
:ges in reserve requirements) in the last month of each quarter.

,T averages.
xl and

the last mouth o\ i\idi quarter, not annuaii/ed. Annual
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In the second half of the year continued rapid expansion in
economic activity resulted in increased bank demands for reserves
to support additional credit and in monetary expansion. While the
growth rate of total RPD's rose again to the high levels reached in
the first quarter, reserve provision through open market operations
was increasingly restrained, and more of the reserve expansion late
in the year was the result of increased borrowing by member banks
from the Federal Reserve Banks. During the last quarter of the
year nonborrowed RPD's increased by a nominal amount, but banks
increased their average borrowings by more than $700 million.

Although bank reserves grew rapidly during 1972 as a whole,
growth in the demand for reserves was even greater, and this
contributed to a tightening of money markets as the year progressed.
Until about mid-February, short-term interest rates continued the
decline that had begun by the fourth quarter of 1971, as reserves
expanded rapidly. During the second quarter, however, demands for
money and bank credit increased faster than the Federal Reserve
was willing to supply reserves, and the excess demand for funds
generated upward pressures on market rates of interest. This pattern
continued during the remainder of the year, and by the end of
December most short-term rates had increased more than 2 percent-
age points from their February lows. Even so rates were still some-
what below the high levels experienced in July 1971,

Following the increase in open market rates, commercial banks
adjusted their prime rates upward in several stages—from, a low of
4Vi per cent In early spring to 6 per cent just before the year-end,
and then to 6!4 per cent in early 1973. (As already noted, the
Federal Reserve discount rate, unchanged at 4Vi per cent through-
out 1972, had been raised to- 5 per cent in mid-January 1973 and
to SVi per cent in late February.) While short-term rates increased,
most longer-term rates showed little change on balance^ reiecting the
substantial lows of funds into capital markets and the continuing
moderation in long-term credit demands in securities markets during
most of the year.

In addition to its strictly monetary policy actions the Federal
Reserve made several other regulatory changes in 1972 that had
significant effects on financial markets. One area of action related
to stock market credit. In the early months of 1972 total credit
extended by brokers and bank^ for the purpose of purchasing or
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carrying securities had expanded substantially. When It subsequently
appeared that further growth In stock market credit might contribute
to inflationary pressures, the Board of Governors raised initial
margin requirements on stocks in an effort to forestall such growth.
This increase, effective November 24, raised requirements to 65
per cent from the 55 per cent level that had prevailed since Decem-
ber 1971. In an earlier security credit action—effective September
18, 1972—the Board had introduced a technical amendment to its
margin regulations designed to improve the quality of stock market
credit; under the amendment, customers with low-margin accounts
must increase their equity when offsetting sales and purchases of
stock collateral are made on the same day.

On November 9 the Board Instituted two key changes In its
Regulations D and J that affected the reserve positions of member
banks. These changes were not designed to meet any general mone-
tary policy objective but rather to restructure reserve requirements
against Federal Reserve member bank deposits on a more uniform
basis {Regulation D) and to speed up and modernize the Nation's
check-clearing system (Regulation J ) . In an effort to neutralize the
impact of the changes insofar as monetary policy was concerned,
implementation was timed to coincide with a period of regular
seasonal reserve needs and was coordinated with open market opera-
tions. The net effect of these two regulatory changes was to provide
about $1.1 billion of the seasonal reserve need.

Prior to the change in Regulation D there were two classifications
of banks for reserve purposes: reserve city and country. Most
banks in the major financial centers were classified as reserve city
banks, and all other banks were classified in the country bank cate-
gory. Under that system some smaller banks carried the heavier
reserve requirements of a reserve city classification simply because
of their geographical location, whereas a few large banks benefited
from their country bank status.

Over the years the large reserve city banks have tended to exhibit
greater deposit volatility than the smaller country banks. Such condi-
tions indicated a need for the reserve city banks to maintain greater
liquidity in the form of reserves, as protection against potentially
large deposit outflows. However, with the evolution of our modern-
day banking system, credit markets have become national in scope,
and reserve requirements based on geographical considerations are no
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longer appropriate. The change In Regulation D eliminated the
geographically based distinction between reserve city and country
banks for reserve purposes and established a new system of gradu-
ated reserve requirements for net demand deposits that is based
solely on the amount of deposits and is applicable to all member
banks,2

The effect of the change in Regulation D alone was to- reduce
member banks* required reserves by roughly $3.2 billion in the
aggregate. With the exception of a few very large banks that had
preYiously enjoyed country bank states, each member bank realized
some reduction in its required reserves, with the exact amount
depending on the amount of the bank's deposits and its previous
status as reserve city or country bank.

Prior to the November 9 change in Regulation J, most member
and nonmember banks located outside Federal Reserve Bank or
branch cities had been required to remit funds one or more business
days after the checks were presented for payment by the Federal
ResefYe. Most banks located within such cities, in contrast, had
been required to remit on the same business day the checks were
received,3 Initially, the reason some banks had been permitted to
remit on a delayed basis was because of transportation and com-
munication problems, Speciically5 banks that were located a consid-
erable distance from Federal Reserve clearing facilities needed
additional time in order for remittance drafts to reach their Federal
Reserve office.

'J According to this system the required reserve ratios applicable to the
various portions of a bank's deposits are as follows:

Amount of net demand deposits
(in millions of dollars)

2 or less
2-40
10-100
100-400
Over 400

Reserve percentage
applicable

8
10
12
13

Previously the required reserve ratio oe the first $5 million of net demand
deposits had been 17 per cent for reserve city banks and tlVi per cent for
country banks, and the required ratio on such deposits of more than $5 million
had been 17% and 13 per cent, respecti¥ely.

3 Nonmember banks remit for checks presented by the Federal Reserve
through member bank correspondents.
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However, expanded use of both carrier services and wire trans-
fers of funds has greatly improved the communication among banks
and has removed the need for additional remittance time. Recog-
nizing these developments, the change in Regulation J required essen-
tially all banks to whom the Federal Reserve presents checks for
collection to remit on the same day that the checks are presented.

The effect of the change in Regulation J was therefore to give
rise to a once-and-for-all drain of reserves at the banks that had
previously benefited from delayed remittance for their checks. In
the aggregate, before counting offsets, this drain amounted to
roughly $4.4 billion. Slightly more than half of this aggregate was
offset by reserve gains due to faster crediting by the Reserve Banks
on checks presented to them for collection that are drawn on banks
in the same Federal Reserve territory as the collecting bank. If
this partial offset is taken into account, the reserve drain for member
banks resulting from the change in Regulation J amounted to
about $2.1 billion. For those banks that experienced a significant
adverse effect, temporary waivers of penalties on reserve deficiencies
are being permitted to cushion the impact of the changes.

M O N E T A R Y A G G R E G A T E S
In addition to the 8.3 per cent growth in Mx already noted for
1972, the broadly defined money stock, M2 (Mx plus commercial
bank time and savings deposits other than large negotiable CD's),
grew at a rate of 10.8 per cent, and M3 (M2 plus deposits at mutual
savings banks and savings and loan associations) increased by 12.9
per cent.

The expansion in Mx was relatively even on a quarter-to-quarter
basis, but the month-to-month growth showed considerable varia-
tion. Because of essentially random factors that affect demand for
money in the short run, it is not unusual for months of large growth
or months of little growth to occur without any evident, clear cause
that would explain demand in the particular short period. For this
reason much less weight is given to monthly movements than to
quarterly movements as a factor to be considered in monetary policy
decisions.

The following examples indicate how extreme the monthly move-
ments in the money stock may be—and some of the reasons. After
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rapid expansion early in 1972, growth in M1 slowed in May and
June, reflecting not only System efforts to slow the rate of expansion
in RPD's but also the build-up in U.S. Treasury balances as a result
of higher withholding rates on 1972 personal tax liabilities. On the
other hand, in both July and December, expansion in Mx was un-
usually large. In July most of the growth in Mx occurred around
the holiday period. In December the rapid growth resulted in some
part from a contraseasonal increase in demand deposits held by
State and local governments that reflected the disbursements of
Federal revenue-sharing funds early in December. The December
expansion was followed by little net change in M1 on the average
in January 1973.

Consumer-type time and savings deposits increased sharply through
the early months of 1972 when market yields on competing assets
were falling relative to the rates offered on such deposits. Thus,
first-quarter growth rates of the broader measures of the money
stock, M2 and M3, were not only considerably above the growth
rate for Ml9 but also at the highest levels since the first quarter

17. GROWTH IN MONETARY AGGREGATES

11
1970 1971 1972 1970 1971 1972 |

MONETARY AGGREGATES

Mi: Currency held outside the Treasury, F.R. Banks, and the vaults of all commercial
banks, plus demand deposits other than interbank and U.S. Govt.

M2: Mi plus time deposits at commercial banks other than large certificates of deposit.
M;\\ M-i plus deposits of mutual savings banks and savings capital of savings and loan

associations.
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of 1971. Thrift deposits expanded somewhat less rapidly as 1972
progressed, but net inflows remained quite strong despite the in-
creasing attractiveness of yields on competing open market securities.
Some larger commercial banks had lowered rates on consumer-type
accounts at the beginning of the year in an effort to keep such
accounts from experiencing excessive growth, but by July most banks
were offering rates at or close to ceiling levels.

Growth in bank credit during 1972—as measured by the adjusted
credit proxy 4—was supported not only by increases in demand and
consumer-type time and savings deposits but also by a sharp rise
in net sales of CD's. Commercial banks bid aggressively for
such funds, and negotiable CD's outstanding increased by more
than $10 billion between January and December, an amount that
exceeded the sizable increase recorded in the preceding year. Banks
did not borrow any significant amounts in the Euro-dollar market
during 1972, in part because of the high marginal reserve requirement

4 Total member bank deposits subject to reserve requirements, plus Euro-
dollar borrowings, bank-related commercial paper, and certain other non-
deposit items.

1970 1971 1972 1970 1971 1972 |

5̂ 3 I ADJUSTED
CREDIT PROXY

Adjusted credit proxy: Total member bank deposits subject to reserves, plus Euro-dollar
borrowings, bank-related commercial paper, and certain other nondeposit items.

NOTE.—Quarterly rates of growth derived from daily-average data for last month of
the quarter relative to those for last month of preceding quarter.
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on this type of borrowing and in part because of the availability of
domestic CD's.

The expansion in CD's did not begin until after the first quarter,
when growth in other time deposits began to slow, but it continued
strong throughout the remainder of the year with only minor slow-
downs occurring in June and October. As yields on alternative short-
term money market instruments began to rise, and as business loan
demands on banks continued strong, banks increased offering rates
on CD's in order to compete for additional funds. By the end of
December rates on negotiable CD's sold by prime New York banks
had reached 5l/i per cent—2 percentage points above the first-quarter

18. MAJOR SOURCES OF BANK FUNDS, 1972
BILLIONS OF DOLLARS

50

40

TIME AND SAVINGS DEPOSITS^
EXCL. LARGE CD's

J M M J J N

NOTE.—Time and savings deposits other than large certificates of deposit and private
demand deposits are for all commercial banks. Time and savings deposits other than large
CD's exclude those due to domestic commercial banks and to the U.S. Govt. as well as
balances accumulated for repayment of personal loans. Large CD's are negotiable CD's
issued in denominations of $100,000 or more by major commercial banks. U.S. Govt.
deposits and nondeposit sources of funds data are for member banks only.
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low. With month-to-month fluctuations in total demand deposits
and total time deposits partly offsetting one another, the bank credit
proxy maintained relatively stable growth throughout the year, in-
creasing at about a 10 to 12 per cent annual rate in each of the four
quarters.

INTERMEDIATED CREDIT FLOWS
As a result of several factors—including the nature of credit
demands, the strong preference on the part of the public for demand
and time deposits, the associated developments in interest rates, and
others—financial institutions supplied a substantially larger volume
of funds than in 1971. Banks, other depositary institutions, and con-
tractual institutions such as insurance and pension funds accounted
for more than four-fifths of the total advanced, an even larger share

Table 8: FUNDS SUPPLIED TO NONFINANCIAL SECTORS IN
CREDIT AND EQUITY MARKETS

In billions of dollars

Sector supplying 1971 1972
1972

III IV

All sectors

U.S. Govt. and sponsored credit agencies.
Federal Reserve System
Foreign sources

Private financial institutions
Commercial banking
Savings institutions
Insurance and pension funds
Other

Net funds raised in credit and equity
markets by financial institutions *. . . .

Funds advanced by private domestic
nonfinancial sectors in credit and
equity markets2

Households
Nonfinancial business
State and local governments

MEMO: Net change in institutional
deposits and currency held by private
domestic nonfinancial sectors

156.3

6.0
8.8

27.3

124.9
49.8
42.1
30.2
2.8

9 . 6

-1.0
-16.8

7.7

168.1

.2
10.8

153.2
65.3
49.6
32.8
5.5

19.6

14.4
A

4.8
9.3

139.4

11.0
3.8

17.2

137.5
57.3
49.5
27.2
3.5

9.7

-20.3
-27.5

- 1 . 2
8.4

161.2

7.9
5.6

- 3 . 0

139.3
49.6
48.8
37.0
3.9

17.9

29.3
16.0
7.7
5.6

153.9

9.3
- 6 . 3
16.5

151.0
64.8
49.9
31.7
4.6

22.5

5.8
-4.9

.9
9.8

216.9

7.4
- 2 . 2
12.7

184.8
89.1
50.1
35.2
10.4

28.2

42.4
17.7
11.4
13.2

95.7 107.2 122.0 87.2 106.1 113.2

1 Bonds, notes, commercial paper, loans from home loan banks, equities, and mutual fund shares.
Includes borrowing by Federally sponsored credit agencies.

2 Total funds advanced less amounts supplied by groups above plus net credit and equity funds raised
by financial institutions.

NOTE.—Data from flow of funds accounts. Quarterly data are at seasonally adjusted annual rates.
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than in the preceding year. Funds advanced directly by domestic
nonfinancial sectors increased following a small decline in 1971, while
foreigners accounted for a substantially reduced—though appreciable
—volume of identified domestic credit supplies, a reflection of the
smaller accumulation of dollars by foreign central banks.

Total loans and investments at commercial banks rose substan-
tially from the 1971 year-end level, exceeding by a sizable margin
the $50 billion growth during 1971. Banks channeled more than 80
per cent of the 1972 increase in their available funds into loan expan-
sion and put less in securities than they had in 1971.

Strengthening of loan demands at banks was the principal reason
why banks showed less interest in acquiring securities in 1972.
However, another factor was that Treasury financings were smaller
than in 197.1. After the first quarter of the year banks added only

19. BANK CREDIT, 1972
PERCENTAGE CHANGE

25
TOTAL

PERCENTAGE CHANGE

25

•ill

wmmmmmm-

I
Q2 Q4 Q2 Q4 Q2 04 Q2 Q4

25

NOTE.—Quarterly data are changes based on seasonally adjusted totals at annual rates.
Total loans and investments and business loans have been adjusted for transfers between
banks and their holding companies, affiliates, subsidiaries, or foreign branches.
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marginally to their holdings of U.S. Government securities. On the
other hand, acquisitions of other securities—primarily State and
local government issues, but also Federal agency securities-—were
larger than those of Treasury securities, even though they too
remained well below the high rates of late 1970 and early 1971.

Banks channeled a considerable proportion of their increased
resources into business loans, which expanded at especially rapid
rates in the last two quarters of 1972. Early in the year, most of the
expansion in such loans was concentrated at banks outside New
York City, which tend to serve the needs of smaller regional firms.
Meanwhile, larger corporations continued to rely on other sources-—
including a greater volume of internally generated funds—for financ-
ing, lo the second half of the year, however, both banks in New
York City and those outside encountered strong credit demands
from corporations seeking working capital to finance inventories and
enlarged operations. As businesses sought more credit at banks, they
sought less in capital markets.

Consumers borrowed record amounts dining 1972 to finance pur-
chases of durable goods. As a result of their borrowing at commer-
cial banks, the banks* share of total consumer credit increased during
the year.

Real estate loans extended by commercial banks also rose
rapidly in a year when total mortgage debt was expanding at the
fastest rate since 1955. However, approximately two-thirds of the
growth in residential mortgage debt outstanding in 1972 was
accounted for by nonbank savings institutions, with savings and
loan associations maintaining their dominance in that market.

Despite the record level of demands, which carried housing starts
to a new high, contract interest rates on residential mortgages
remained relatively stable. This reflected the availability of mortgage
funds from both bank and nonbank sources and some secondary
support from Government sponsored agencies. Insofar as the volume
of net lending on Government-underwritten residential mortgages is
concerned, there was sonic further moderation, however, reflecting
in part increased competition from conventional mortgages on which
lower downpayments were instituted by savings and loan associa-
tions following further liberalization of regulations by the Federal
Home Loan Bank Board in 1971.
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DEMANDS ON SECURITIES MARKETS

Demands on securities markets moderated in 1972, as total funds
raised by corporations and government units declined and corpora-
tions met a larger share of their reduced financing needs through
mortgages and bank loans. Flotations of securities by the U.S.
Government, by State and local governments, and by corporations
all fell below the substantial volumes issued in 1971. This reduction
of demand pressures on securities markets was an important factor
contributing to the stability of long-term interest rates during the year.

Table 9: FUNDS RAISED IN CREDIT MARKETS BY
NONFINANCIAL SECTORS

In billions of dollars

Sector, or type of instrument

Total funds raised

By sector:
U.S. Govt.*
Other . . .

Nonfinancial business
State and local governments
Households
Foreign

By type of instrument:
U.S. Govt. securities1. . .
Corporate and foreign bonds
Corporate equity
State and local govt. debt2

Mortgages....
Residential
Other

Bank loans n.e.c
Open market paper
Consumer credit.
Other loans

1971

156.3

25.5
130.8
63.0
20.6
41.6

5.6

25.5
20.3
13.5
20.2
47.0
34.9
12.1
13.0
- . 4
10.4
6.9

1972

168.1

17.3
150.8
70.6
14.6
62.0

3.5

17.3
13.7
12.4
14.4
64.3
46.8
17.5
21.6
- . 3
19.2
5.5

1972

I

139.4

5.4
134.1

64.4
16.2
49.3
4.2

5.4
12.9
10.3
15.1
54.5
39.0
15.5
17.1
2.9

13.1
8.1

II

161.2

17.5
143.7

72.1
11.7
58.4

1.6

17.5
14.7
15.9
12.9
64.2
46.4
17.8
14.7

.3
18.0
2.9

III

153.9

8.3
145 6

62.0
16.7
64 8
2.0

8.3
13.0
11.8
16.1
68.2
49.6
18.5
19.0

-5.5
18.7
4.3

IV

216.9

38.1
178 8

83.9
13.8
74 9

6.2

38.1
14.3
11.4
13.5
70.2
52.1
18.0
35.6

1.0
26.1
6.8

1 Public debt securities and budget agency securities.
2 Includes both long- and short-term borrowing.
NOTE.—Data are from flow of funds accounts; quarterly figures are at seasonally adjusted annual

rates.

Several developments that have already been mentioned helped to
hold down the Treasury cash deficit in 1972. One was the larger-
than-anticipated increase in tax revenues. Another was that the
growth in Federal spending was restrained. As a result of these and
other developments, the Treasury was able to reduce its borrowing
from the public during the calendar year to about $15 billion, more
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than $9 billion less than it had borrowed in 1971, This reduction was
a major factor in reducing supply pressures in the securities markets.

Continued weakness in the U.S. balance of payments and Its as-
sociated impact on international ilows of funds led to sizable accum-
ulations of dollars by foreign central banks. Although these funds
would probably have been invested in U.S. markets in any event,
accumulation in central batiks directed their investment in marketable
{$4.3 billion I and nonmarketable ($3.8 billion) Treasury issues.
These purchases supplied more than half of the Treasury's total bor-
rowing needs.

Table 10: U.S. GOVERNMENT FINANCE
In billions of* dollars
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It should be noted, however, thai acquisitions of marketable
Treasury debt by foreign official institutions had been much larger in
lc)7l than they were in 1972, Furthermore, the U.S. public had been
a large net seller of such debt in 1971. While acquisitions of market-
able debt by the public in Ic)72 amounted to about S3.5 billion,
this represented a shift of neatly $14 billion from 1971 since the
public had sold more than S 1(1 billion in that year.

Interest rates on short- and long-term Government securities fol-
lowed divergent patterns during 1972. Short-term rates, which had

55

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

1972



declined rather sharply following the imposition of the President's
new economic program in August 1971, reversed course in early
1972 and rose significantly over the last 9 months of the year in as-
sociation with the large demands for short-term credit generated by
the accelerating economy and the progressive firming in monetary
policy.

Long-term rates, on the other hand, remained quite stable through-
out 1972. The lack of significant upward yield pressure in this sector
enabled Treasury debt managers to be increasingly innovative in their
approach to financing the debt. One of their announced aims, in ad-
dition to maintaining the average maturity of the debt, was to de-
velop a viable market in long-term Government issues. Toward this
end the Treasury issued a total of $3.4 billion of securities to the
public in the 10-year maturity area in the February, May, and August
refundings. In addition, it sold $625 million of 20-year bonds in early
January 1973; this was the longest maturity offered to investors in
about 10 years.

In contrast to the Federal sector. State and local governments
moved into a budget position of substantial surplus during 1972. Net
issues of securities by these governments declined from the peak
volume of 1971. There was relatively little growth in capital outlays,
and nonborrowed funds were readily available, as both tax revenues
and Federal grants increased. Expenditures rose less rapidly than did
receipts, and these governments were able to strengthen further their
liquidity positions, which had already been improved by the large
volume of securities sold in late 1970 and 1971.

Interest rates on long-term municipal bonds fluctuated in a narrow
range during 1972, Although banks reduced their acquisitions of
these securities doling the year, the impact of this reduction on in-
terest rates was offset by the decline in new-issue volume and by the
increase in purchases by fire, casualty, and marine insurance corn-
panics, which were seeking tax-exempt income.

Corporate noniinancial businesses also benefited from the rising
pace of economic activity in 1972. The general improvement in earn-
ings, the increase in capital consumption allowances under the Asset
Depreciation Range guidelines, and the slower-than-usual growth in
dividend payouts resulting from restraints applied by the Committee
on Interest and Dividends as part of the Phase II controls program
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all contributed to a substantial rise in the availability of internal funds
of corporations. Furthermore, like State and local governments, cor-
porations had engaged in record amounts of long-term financing late
in 1970 and in 1971, and in that way they had restructured their
balance sheets and improved liquidity positions in the aggregate.

Corporations needed larger amounts of funds in 1972 because of
rising outlays for plant and equipment and growing needs for work-
ing capital. However, they reduced their dependence on securities
markets by financing a larger proportion of their needs with internally
generated funds, bank loans, and mortgages. Public offerings of bonds
by corporations dropped significantly, the drop more than offsetting
a slight increase in private bond placements and equity offerings. The
decline in capital market financings was particularly evident for
manufacturing corporations. Public utilities continued to rely on the
securities markets to meet their needs for growth and modernization,
and they utilized equity capital to a larger extent than usual. Financial
firms continued to enter the long-term bond markets in large numbers
in 1972, in order to improve their capital positions and to prepare for
the task of financing the growing short-term credit needs of the
economy.
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Monetary Policy and Financial
Markets

In the early months of 1973 the need for further measures to re-
strain excessive economic expansion and a growing inflationary mo-
mentum seemed clear. Real output in the domestic economy was
growing at an unsustainably rapid rate, key industrial sectors were
approaching effective production ceilings, and prices were moving
sharply higher. Although much of the steep price advance in the first
half of the year resulted from increased dollar price quotations on
internationally traded commodities—reflecting the decline in the for-
eign exchange value of the dollar—general pressures on resources
from domestic demands were also high. Since money and credit had
grown rather rapidly in 1972, the need for slower growth in 1973
was evident.

The Federal Reserve began strengthening its resistance to exces-
sive monetary expansion near the end of 1972. This shift was inten-
sified early in 1973 and then extended through a series of tightening
actions until late summer. The principal policy thrust, as usual, came
from open market operations, but successive increases in the Federal
Reserve discount rate—from Al/i per cent at the end of 1972 to IV2
per cent in late August of 1973—supplemented and reinforced the
open market initiative. In addition, several selective increases in
bank reserve requirements were introduced in the late spring and
summer to reinforce the pattern of general tightening.

Late in the summer, with real growth in the economy having mod-
erated and with further slowing apparently in prospect, the System
moved away from its policy of persistent tightening. This change was
prompted by concern that the cumulative effects of earlier restrictive
actions might eventually result in a greater dampening of real eco-
nomic activity than was desired. Near the end of the year repercus-
sions of the Middle East oil embargo added a special depressant to
domestic activity but at the same time heightened expectations of
further price increases.

During the period of policy tightening, growth in the key mone-
tary aggregates slowed significantly, both in absolute terms and in re-
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lation to the expansion of GNP. Ml9 for example, grew at an average
annual rate of about 5 per cent over the first three quarters of 1973,
while current-dollar GNP was expanding at close to a 12 per cent
annual rate. In contrast, during 1972 Mx had grown somewhat more
than 8.5 per cent, while GNP had increased 9.5 per cent.

For the shorter period from June to September of 1973, growth in
Mi dropped to around zero. Although it accelerated in the following
quarter to about a 7.5 per cent annual rate, temporary factors were
influencing the results in both quarters. A more accurate reflection of
the trend of policy is thus provided by the 3.7 per cent annual
growth rate over the two quarters combined. During 1973 as a
whole, Mt increased by 5.7 per cent; meanwhile the broader meas-

INTEREST RATES
PER CENT PER ANNUM

SHORT-TERM LONG-TERM

1972 1973 1972 1973

NOTE.—Monthly averages except for home mortgages (based on quotations for one day
each month) and F. R. discount rate. Yields: U.S. Treasury bills, market yields on 3-
month issues; conventional mortgages, yields on first mortgages in primary markets, un-
weighted and rounded to nearest 5 basis points, from Dept. of Housing and Urban De-
velopment; Aaa utility bonds (Federal Reserve series), averages of new, publicly offered
bonds rated Aaa, Aa, and A by Moody's Investors Service and adjusted to an Aaa basis;
U.S. Govt. bonds, market yields adjusted to a 20-year constant maturity by U.S. Treasury;
State and local govt. bonds (20 issues, mixed quality), Bond Buyer.
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ures of money —M2 and Af 3—both grew by a relatively moderate
8.6 per cent.

In the'course of policy tightening, interest rates trended upward
—especially in short-term markets where credit demands tended to
concentrate. The weekly average yield on 90-day Treasury bills, for
example, reached a peak of nearly 9 per cent by August, some 3.9
percentage points above its level at the end of 1972. Over roughly
the same period the comparable quotation on 90- to 119-day com-
mercial -paper—to • which- some large commercial banks relate-their
prime lending rate—rose 4.9 percentage points to 10.5 per cent.

Until early summer bond yields showed a relatively small response
to the upward thrust of short-term rates. This sluggishness relected
the combination of a moderate volume of new bond offerings and
widespread market expectations that less rapid economic expansion
would lead to. lower interest rates late in the year. As the summer
progressed, however, sharp further increases in short-term rates were
reflected in sizable advances in both bond yields and mortgage rates;
the weekly quotation on new corporate bonds (adjusted to an Aaa
basis) rose to a peak of 8.52 per cent, and the FNMA auction yield
on FHA and VA home mortgage commitments rose to a high of 937
per cent.

These advances in rates during the summer were triggered primar-
ily by a growing realization among market participants that inflation-
ary pressures in the economy were much stronger than had been an-
ticipated. With the monetary aggregates having grown rapidly during
the spring, market participants concluded that monetary policy
would be tight for a longer period than previously expected. Among
other things, this changed outlook raised questions whether financial
intermediaries might not be facing another round of disinterme-
diation. Rising rates on market instruments had already produced a
moderate slowing of consumer savings flows to banks and other
thrift institutions during the first half of the year. The squeeze inten-
sified rapidly in the early summer and brought threats of sizable net
outflows, particularly at nonbank institutions. In order to limit the
impact of sharply rising market rates on flows to intermediaries, Fed-
eral supervisory agencies raised ceiling rates payable on thrift ac-
counts, effective in July.
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Later, when it became evident that domestic economic expansion
was continuing to moderate, that growth in the monetary aggregates
had slowed, that the U.S. balance of payments was strengthening
dramatically, and that monetary policy was no longer tightening,
market interest rates receded significantly from their summer highs.
These declines, in combination with the earlier increases in ceiling
rates at thrift institutions, relieved pressures on the financial interme-
diaries. By the year-end short-term rates were generally 1.5 percent-
age points or more below their summer highs, with long-term rates
down roughly 0.5 of a percentage point from theirs.

A special factor affecting the structure of short-term credit flows
during the year was the program of the Committee on Interest and
Dividends (CID) regarding the rates that banks charge on loans to
their prime business customers. Early in the year, when CID con-
straints prevented the prime loan rate from keeping pace with ad-
vances in commercial paper rates, prime rate customers turned in-

BANK CREDIT, 1973
PERCENTAGE CHANGE

TOTAL
30

PERCENTAGE CHANGE

LOANS - MAJOR COMPONENTS
CONSUMER REAL ESTATE J? 30

Q4 Q2 Q4

NOTE.—Quarterly data; changes are based on seasonally adjusted totals at annual rates.
Total bank credit and business loans have been adjusted for transfers between banks and
their holding companies, affiliates, subsidiaries, or foreign branches.
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creasingly to their bank lines as the cheaper source of credit. To
help meet these enlarged demands, banks were forced to bid aggres-
sively for short-term funds at rising rates. Meanwhile the outstanding
volume of more costly commercial paper declined sharply.

When the resulting upsurge in bank credit began to produce an in-
ordinate expansion of business loans at the expense of other borrow-
ers, the CID in mid-April introduced a "two tier" approach to rates
on business loans. This system allowed rates on large prime loans to
move in concert with advances in market rates, but at the same time
limited rate increases on smaller loans. Changes in the outstanding
volume of large prime loans tend to be more volatile than for
other loans and thus frequently require banks to bid for needed
loan funds at high marginal rates—for example, in the market for

SHORT -TERM BUSINESS BORROWING
AND SELECTED INTEREST RATES

CHANGES, IN BILLIONS OF DOLLARS

BUSINESS BORROWING

1972 1973

NOTE.—Business borrowing: Quarterly changes in seasonally adjusted commercial and
industrial loans at commercial banks and in non-bank-related commercial paper issued
through dealers. Interest rates: Monthly averages of daily figures for bank prime rate (rate
charged large-business customers with the highest credit rating) and for commercial paper
(rate offered by dealers on 30- to 59-day paper).
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large CD's. By late summer resulting upward adjustments in the top
"tier" had moved the prime rate back into fairly close alignment
with market rates. Subsequently, when market rates receded faster
than the prime rate, business loan growth at banks was substantially
reduced and commercial paper expanded again.

Two other financial developments in 1973 also bear special men-
tion. One was the sharp reversal—from the first half to the second
half—in the value of the U.S. dollar in foreign exchange markets.
The other was the large decline in prices of corporate stocks in this
country.

Depreciation of the dollar during the first half of the year—in ad-
dition to having a major impact on commodity prices, as discussed
earlier—tended during the periods of peak dollar outflow to dampen
growth in the monetary aggregates and to widen spreads between
Treasury bill and other short-term interest rates. Bill rates rose less
than other short-term rates because foreign central banks concen-
trated their reinvestment of dollar acquisitions largely in Treasury
bills. Later in the year, when the dollar improved dramatically,
these temporary influences on the aggregates and on Treasury bill
rates reversed direction.

The drop in stock prices from the yearly high reached in January
to the yearly low of early December amounted to 25 per cent in the
New York Stock Exchange index, the largest downswing in this se-
ries since the 1969-70 recession. On other stock exchanges and in
the over-the-counter market price declines were even larger. This
general erosion of stock values was attributable to a complex of in-
fluences, including the energy crisis and the special economic uncer-
tainties introduced by changes in the administration's price control
program, as well as the more traditional concerns about stock values
when interest returns on alternative types of investment instruments
are high and rising.

M O N E T A R Y P O L I C Y

The economic situation with which monetary policy was confronted
in 1973 was an exceptionally difficult one. Since so much of the in-
flationary pressure that emerged as the year progressed was the re-
sult of developments in world markets not directly amenable to U.S.
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monetary controls, the Federal Reserve had to do its limited best to
constrain the pressures that were building up within the economy
while at the same time avoiding possible dislocations in the function-
ing of the domestic financial system.

In the day-to-day implementation of monetary policy, the Federal
Open Market Committee (FOMC) continued to rely on a number of
indicators to guide its actions. These included various measures of
the money stock; bank credit; interest rates; and bank reserves. Oc-
casional erratic short-run behavior in each of these required a con-
tinuing check on changing relationships among all of them in order
to spot temporary aberrations in particular series. Thus, while a good
deal of emphasis was placed on growth in the narrowly defined
money stock as a guide to policy, this was always done within the
context of a continuing assessment of the relationship of this measure
to other key variables.

Monetary aggregates. The behavior of Mx in 1973 again gave rise
to difficulties in interpreting the short-run course of monetary policy.

GROWTH IN MONETARY AGGREGATES

| 1971 1972 1973 | 1971 1972 1973

L M 2

MEASURES OF MONEY

Mi: Currency held outside the Treasury, F.R. Banks, and the vaults of all commercial
banks, plus demand deposits other than interbank and U.S. Govt.

Mi\ Mi plus time deposits at commercial banks other than large certificates of deposit.
Mz: Mi plus deposits of mutual savings banks and savings capital of savings and loan

associations.
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On both a month-to-month and a quarter-to-quarter basis its growth
pattern showed large variations attributable to special factors other
than basic transactions demand.

In January, for example, growth in Mx slowed when State and
local governments shifted revenue-sharing funds, which had been re-
ceived in December, from demand deposits into time deposits and
other investment instruments. Also, speculation prior to and follow-
ing the dollar devaluation in February, and the subsequent floating
of major currencies against the dollar, resulted in massive transfers
of private funds to foreign assets, which may have reduced holdings
of domestic cash balances temporarily.

The first-quarter slowing of growth in M1 was followed by an up-
surge during the second quarter to an annual rate of about 11.5 per
cent. Although part of this acceleration may have reflected an adjust-
ment to compensate for slower growth in money balances over the
previous 3 months, unusually large refunds of personal income taxes
in April and May also may have swelled demand balances and con-
tributed to the faster second-quarter growth.

1971 1972 1973 I I 1971 1972 1973 I

ADJUSTED
CREDIT PROXY

Adjusted credit proxy: Total member bank deposits subject to reserves, plus Euro-
dollar borrowings, bank-related commercial paper, and certain other nondeposit items.

NOTE.—Seasonally adjusted quarterly rates of growth derived from daily-average data
for last month of the quarter relative to those for last month of preceding quarter,
annualized.
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Given this unusually strong April-May performance, some slowing
in the growth of the money stock during the second half was to be
expected, as the impact-of high and rising interest rates-in-the spring
and summer induced people to reduce non^nterest-earning cash bal-
ances to minimum levels consistent with transactions needs. While
the actual third-quarter slowdown was substantially larger than could
be accounted for by these influences, the subsequent acceleration of
growth in Mx during the fourth quarter also seems to have been af-
fected, by special factors. Uncertainties related.to. the oil embargo
may have led the public to increase its desired holdings of cash dur-
ing November and December. Also, the post-Christmas and post-
New-Year holidays in Europe seem to- have led to- some temporary
build-up of uncleared foreign demand balances in U.S. banks at the
year-end.

Table 6; ALTERNATIVE MEAS1JEES OF
QUAET1ELY GROWTH IN
THE MONEY STOCK

Annual rates, In per cent

Period

1972—IV.
1973— I.

II .
I l l ,
IV.

A/ i

M

9.9
3.8

11.5

l'.5

Q

8.4
7.0
7 5
5.5
3.9

Mi

M i Q
!

10 6
6.9

11.1
5.2

10.1

10.2
8 $
8.7
7.9
8.5

M

11.8
9 . 4

10.4
4 . 5
9 . 2

Q

11.8
10.7
9.1
7 .2
7 .3

X
M — Rates calculated from daily-average levels in the final months

of the current and the preceding quarters.
Q --- Rates calculated from daily-average levels for all 3 months* of *

the quarter.

Expansion in broader measures of the money stock also showed
considerable monthly and quarterly variation over the course of
1973—though to a lesser extent than Mt, While shifts in M;2 and M3

were affected by the underlying pattern of movements in Mu lows of
funds into * consumer-type time deposits - also exhibited significant
changes during the year. These variations in the growth of thrift ac-
counts reflected changes in the relative appeal of such deposits to
savers, as spreads between ceiling rates on such accounts and the
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yields on competing market securities widened and then narrowed
again over the course of the year.

The preceding reYiew of changing growth patterns in the monetary
aggregates has focused on rates of change between months at the
ends of successive quarters. Because this approach provides a rela-
tively current measure of recent tendencies, it has often been stressed
by the FOMC in taking current policy action. To gain better
perspecti¥e on the longer sweep of growth trends in the aggregates,
however, it is useful to consider changes in average growth rates
from one quarter to the next, where all months in the quarter are in-
cluded. While this approach does not give quite so timely a measure
of recent developments, it is less affected by temporary aberrations.
Thus it provides a better perspective on the underlying thrust of pol-
icy. When data for 1973 are arrayed on the latter basis, they show
more dearly (than the month-end to month-end measures) the un-
derlying trend toward slower growth of the money stock during the
year. Recent changes for both measures are shown in Table 6.

Bank credit and bank reserves. Changes in the bank credit proxy
and in reserves against private noebaek deposits (RPD's) were also
affected by special influences O¥er the course of the. year. For exam-
ple, during the first quarter of 1973 when commercial paper rates
rose relative to bank loan charges, encouraging such a rapid growth
in bank loans to businesses, the expanded sales by banks of large
CD's to accommodate these business demands contributed to' a sharp
acceleration in growth of the credit proxy. While this influence mod-
erated significantly after introduction of the two-tier prime rate,
growth in the proxy remained quite rapid during the second quarter,
as the chart on page 43 suggests. In the fall, however, when commer-
cial paper became cheaper than bank credit as a source of business
funds, growth in business loans at large banks, in CD's, and in the
credit proxy all slowed abruptly.

During 1973 the FOMC continued to use RPD's as an operating
tool to help guide the Manager of the System Open Market Account
in making the day-to-day adjustments in bank reserves needed to
achieve the Committee's objectives for longer-run growth in the
money and credit aggregates. However, relationships between given
changes in the supply of RPD's and desired growth rates in Ml9 M2,
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Table 7: GROWTH IN BANK RESERVES

Item

Total reserves..

Reserves required to support private deposits
( R P D ' s ) . . . . . . . . . . . . , . . . . . . , . . . . . . . . . , . , , .

Memoranda:

Total change in RPD's * . . . . . . . . . . . . . . . . . . . . . .

By type of deposit;

Required reserves for:
Private demand deposi ts*. . . . .
Time deposits other than large negotiable

CD fs . .
Large negotiable CD's and nondeposit

sources of f u n d s x . . . . . . . . . . . . . . . . . . . . .

Excess reserves

1972

10 6

10.1

2,938

1,481

871

487

100

1973
1973

I

Annual rate

7.8

9.3

6.4

7,8

In millions

2,692

539

896

1,232

25

568

30

139

470

- 7 0

II III

, in per cent

6.9

12.5

10 6

14.2

i of dollars

927

154

187

559

27

1,086

67

309

730

— ">1

IV

6.1

1.4

111

288

261

-527

89

1 Figures have been adjusted for changes in reserve requirements.

and the credit proxy were even more difficult to predict than usual.
The rapid expansion of large €D*s in the spring and early summer,
and their subsequent sharp contraction—at the higher marginal re-
serve requirement in effect since May—first absorbed and then later
released large amounts of reserves. Because of these added complica-
tions, greater stress was placed in the implementation of monetary
policy on the performance of the money and credit aggregates them-
selves as intermediate targets and less on RPD's.

Interest rates. In addition to focus-ing on the behavior of the
money and credit aggregates, the FOMC took into account move-
ments in market rates of interest. In the short run the Federal funds
rate provides an especially sensitive guide to monetary policy since it
is directly responsive to Federal Reserve actions. This is the rate that
member banks that are temporarily short of deposits at the Federal
Reserve pay to borrow such reserves for one day from member
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banks that have temporary excesses. When the System acts to ex-
pand or contract the total supply of reserves aYailable to banks, its
actions are quickly relected in changes in the level of the Federal
funds rate.

The general pattern of changes in interest rates also relects the
strength of credit demands. Consequently, when current and prospec-
tive credit demands are large, as they were in 1973, pressures OE the
financial institutions supplying funds tend to become cumulative and
to lead to general advances in the whole complex of interest rates.
This pattern of change is dearly indicated by the chart on page 37.
All short-term rates followed the steep rise of the Federal funds rate
during the Irst three quarters of 1973, although—for the reasons
noted earlier—the bank prime rate lagged behind the commercial
paper rate until early fall, and spreads between the Treasury bill rate
and other short-term rates varied at key points in the year. The ab-
rupt rise in long-term rates during the summer—with home mortgage
rates experiencing the steepest advance—is also shown in the chart.

Some of the 1973 rise in interest rates to new historical highs un-
doubtedly reflected investor expectations of further inlation in do-
mestic prices. However, long-term rates, which are the ones most
affected by inflationary expectations, showed a relatively modest in-
crease until the third quarter. Although such rates did move up rap-
idly in that quarter, the increase was largely reversed after short-
term rates turned down in the fall.

Other policy actions. General advances in short-term market rates
and aggressive efforts by banks during the irst quarter of 1973 to
finance large demands for business loans forced rates on longer-
maturity bank CD's of $100,000 or more up against their regulatory
ceilings early in the second quarter, Since rate ceilings on shorter-
term CD's had been suspended much earlier—in the summer of
1970—the question arose whether such ceilings should be reimposed
or whether the remaining CD ceilings should be suspended.

The Board of Governors elected in mid-May to suspend rate ceil-
ings on all large CD's. This action was taken as part of a regulatory
approach designed to minimize distortions in financial markets by re-
straining credit expansion through rising costs of funds, rather than
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through the quantitative limitations Inherent In interest rate ceilings.
To make this cost effect more slgni§eant? the Board imposed a, sup-
plementary .reserve requirement .of 3.. percentage .points, on the
amount by which the outstanding volume of CD's and similar instru-
ments exceeded the average of such deposits outstanding at mid-
May, or $10 million, whichever was greater.1 By late August, when
the offering rate on CD's reached 10.50 per cent, this action had In-
creased the cost of CD funds to banks by more than 35 basis points.
A further supplementary 3 per cent reserve requirement was imposed
in late September, following a sharp, further rise in outstanding
CD's, and then removed In early December when the Middle East oil
crisis raised questions about the economic outlook.

The suspension of rate ceilings and the imposition of supplemen-
tary reserve requirements on CD's had the combined effect of per-
mitting banks to bid freely for CD funds, while at the same time In-
creasing the "cost of such funds.' These "costs were passed on ' to
customers—chiefly large business borrowers—in the form of higher
interest rates, and in this way they exerted a marginal constraint on
credit expansion. At the same time, adoption of this new technique
put the banks on notice that additional marginal Increases In reserve
requirements might be forthcoming If bank credit were to expand too
rapidly.

In addition to these marginal reserve requirement actions, a more
general change In reserve requirements was adopted In June (to be-
come effective in July) as a means of reinforcing the increasingly re-
strictive thrust of open market operations. In this case reserve re-
quirements were raised by ¥2 percentage point on all member bank

1 At the same time Euro-dollar reser¥e requirements were reduced from 20
to 8 per cent and the reserve-free base for Euro-dollars was reduced In sev-
eral steps that would result in its complete elimination by March 1974. These
changes made the requirements on Euro-dollar funds comparable to those on
CD's and similar finance instruments (including the marginal 3 per cent
requirement).

When the Board imposed the new reserve requirement on member bank
CD's In May, Chairman Burns, on behalf of the Board, sent a letter to key
honmember"'banks ' requesting their cooperation "in ' conforming to the" new
regulations. Specifically, such banks were requested to hold reserve deposits
against increases In large CD's and in net borrowings from foreign banks in
excess of base-period levels.
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MAJOR SOURCES OF BANK FUNDS, 1973
CUMULATIVE CHANGE, BILLIONS OF DOLLARS

TIME AND SAVINGS DEPOSITS
EXCL LARGE CD's

20

J M J J N

NOTE.—Time and savings deposits other than large certificates of deposit and private
demand deposits are for all commercial banks. Time and savings deposits other than large
CD's exclude those due to domestic commercial banks and to the U.S. Govt. as well as
balances accumulated for repayment of personal loans. Large CD's are negotiable CD's
issued in denominations of $100,000 or more by major commercial banks. U.S. Govt.
deposits and nondeposit sources of funds data are for member banks only.

demand deposits in excess of $2 million. The action absorbed a little
more than $850 million of bank reserves.

DISINTERMEDIATION

As noted earlier, rising market rates during the spring began to exert
growing pressures on flows of funds into consumer-type thrift ac-
counts at financial intermediaries. Because the boom in the housing
market had created a huge demand for mortgage credit, and because
the level of mortgage commitments outstanding at savings and loan
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associations...and mutual sa¥ings banks had expanded.to record lev-
els, this deceleration in deposit growth placed these intermediaries in
a substantial bind. Moreover, it appeared that still greater pressure
was. likely, to..develop in the months ahead unless depositary institu-
tions were given greater leeway to bid for funds. In these circum-
stances the Federal Reserve, Federal Home Loan Bank Board
(FHLBB), and the Federal Deposit Insurance Corporation (FDIC)
moved in early July to raise rate ceilings on thrift accounts.

Ceiling levels were increased for all maturities of time deposits—
in most instances by ¥2 percentage point. In all but two cases differ-
entials favoring the nonbank thrift institutions were maintained or in-
creased. One of the exceptions was the passbook rate differential,
which was cut from ¥2 to ¥4 percentage point; the other was that all
three types of institutions were permitted "to "issue a'new'category'of'
4-year, $1,000 minimum-denomination certificates on which no ceil-
ing rate was specified. The new ceiling-free deposits were introduced
on an experimental basis. Their "'purpose'was to'allow ••institutions
greater room for innovation as a means of competing with market
instruments attractive as alternatives to saving in deposit form, and
at the'same'time to permit small savers an opportunity to "receive 'a
return on their savings more consistent with the value the market
was placing on those funds.

Following' the liberalization of rate • ceilings, • depositary institutions
moved aggressively to counter the effects of rising market rates on
their deposit fiows. Promotion of the 4-year? ceiling-free deposits was
particularly "•active. While there was' considerable variation in the
terms offered on such accounts—with a few institutions linking their
rates to price indexes, to market rate series, or to the commercial
bank' prime rate, and quoting rates as "high as 9 -per cent—the bulk
of the rates offered ranged between 7 and l¥z per cent.

During the summer all types of depositary institutions suffered de-
clines in-passbook accounts. But these run-offs were offset in varying
degrees by inflows to certificate accounts^—largely the ceiling-free de-
posits. Commercial banks fared best—maintaining the same 10.4
per cent -seasonally adjusted annual rate-of-growth for all consumer-
type time and savings deposits as had been recorded in the second
quarter. Deposits at nonbank thrift institutions, which would have
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registered a substantial decline had it not been for interest crediting
in this period, grew at a seasonally adjusted annual rate of only 2.0
per cent for the quarter.

Although rates on ceiling-free accounts that were tied to various
indexes were most prevalent at banks, thrift institutions generally
were offering average rates as high as, or higher than, those at
banks. This may indicate that banks had somewhat greater success
than thrift institutions in holding their old accounts. If so, the inter-

SELECTED INTEREST RATES AND
THRIFT DEPOSIT GROWTH

^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ PER CENT PER ANNUM

MTEREST RATES

1972 1973

NOTE.—Interest rates: Monthly data. Treasury bills, averages of daily rates on 6-month
bills. Thrift institutions, averages of highest ceiling rates payable on consumer-type
deposits at mutual savings banks and savings and loan associations. During the period
July 1-Oct. 31, 1973, when the rate ceiling on 4-year, $1,000 minimum-denomination
consumer-type certificates of deposit was suspended, most institutions offered rates no
higher than IVi per cent on these deposits.

Net flows are quarterly changes, at seasonally adjusted annual rates, in consumer-type
time and savings accounts at commercial banks, in total deposits at mutual savings banks,
and in savings capital at savings and loan associations.
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est rate differential that has long existed In favor of the nonbank
thrift institutions may have resulted in a concentration of the more
interest-sensitive consumer-type funds in those institutions, 'which
would suggest that competition from high market rates was greater
for them than for banks. Active efforts by the nonbank institutions in
recent years to expand their high-yielding, certificate-type accounts
no doubt contributed to this apparently higher degree of interest sen-
sitivity.

The lack of new deposit inlows necessitated sharp adjustments in
the portfolios of nonbank thrift institutions. Liquidity ratios declined
significantly, facilitated in the case of the savings associations by a
lowering of liquidity requirements by the FHLBB. Commercial bank
lines of credit were utilized, and the FHLB System provided a rec-
ord amount of advances to its member associations.

As general pressures on. the. liquidity positions .of .depositary insti-
tutions intensiied, the Board of Governors on September 6 approved
in principle a contingency plan for emergency credit assistance to
savings and loan associations and other nonmember depositary insti-
tutions* Action to implement this plan? however, did not become
necessary in 1973.

At the start of the experiment with 4-year, ceiling-free accounts,
only savings and loan associations had been restricted as to the
amounts of such accounts they might offer; the FHLBB had estab-
lished a limit at 5 per cent of an association's outstanding deposits.
Depositors sought the ceiling-free accounts in substantial volume,
however, and a number of associations soon found themselves close
to their limits and in a potentially weaker competitive position com-
pared with other depositary institutions. To prevent distortions of
flows among institutions^ the Board and the FDIC placed compara-
ble 5 per cent restrictions on ceiling-free accounts at commercial and
mutual savings banks.

Despite this regulation,, commercial banks achieved better deposit
flows than nonbank thrift institutions during the summer, and this
led in October "to legislation requiring' the' Federal regulatory bodies
to place rate ceilings on all categories of consumer-type time and
savings accounts. To implement this legislation^ ceilings of IVk per
cent for commercial banks and lYi per cent for mutual savings
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banks and savings and loan associations were established on the 4-
year accounts, effective November 1.

By late September, however, the worst of the deposit outflow
problem for the nonbank thrift institutions had already passed. By
that time short-term interest rates had eased from their historic
peaks, and a considerable proportion of interest-sensitive deposits
apparently had been shifted into market instruments. Deposit growth
at thrift institutions accelerated in October and attained an 8.0 per
cent rate over the fourth quarter, while consumer-type time and sav-
ings deposits at commercial banks grew at a 12.5 per cent rate.

A G G R E G A T E F L O W S O F F U N D S

Funds raised by nonfinancial sectors of the economy during 1973 are
estimated to have totaled $183 billion, compared with $166 billion
in 1972. Although the increase in total funds raised was not appreci-
ably different from the increase in 1972, there were considerable dif-
ferences in credit market conditions in the 2 years. One clue to these
differences is that the ratio of the flow of funds to nonfinancial
sectors to GNP fell from 1972 to 1973, as it usually does during a
period of increased credit stringency, rather than rising as it had in
1972. Furthermore, while total funds raised increased persistently
from quarter to quarter in 1972, they dropped steadily in 1973 from
a first-quarter peak. And beneath the aggregate data there were
significant changes in the composition of fund flows that reflected
governmental policies on interest rate ceilings, the differential effects
of monetary policy on various sectors, and other factors.

One important change in the flow of funds in 1973 was the re-
duced role of the private financial institutions as providers of credit.
Commercial banks, thrift institutions, insurance and pension funds,
and other private financial intermediaries accounted for 66 per cent
of the credit obtained by nonfinancial sectors—down from 83 per
cent in 1972. In contrast, the portion supplied by private domestic
nonfinancial lenders—notably households and businesses—rose from
about 6 to 15 per cent. This, of course, is the counterpart of the
phenomenon of disintermediation noted earlier.

Another sector accounting for an increased proportion of the Na-
tion's credit supply was the Federal Government and the Federally
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sponsored credit agencies. Because of the important role that these
agencies have come to play in supplying credit to the secondary
mortgage market as well as to primary market lenders, the share of
total funds supplied by the Federal sector reached 20 per cent in the
third quarter, when deposit flows to thrift institutions were weakest;
this was a sharp rise from the first-quarter ratio of 7 per cent.

Table 8: FUNDS RAISED IN CREDIT AND EQUITY MARKETS
BY NONFINANCIAL SECTORS

In billions of dollars

Sector, or type of instrument

Total funds raised

By sector:
U.S. Government*
Other

Nonfinancial business . . . . .
State and local governments
Households . . .
Foreign

By type of instrument:
U S. Government securities
Corporate and foreign bonds
Corporate equities
State and local govt. debt 2

Mortgages
Residential
Other

Bank loans n.e.c
Open market paper
Consumer credit
Other loans

1972

166.1

17.3
148.8

69.8
12.3
63.3

3.4

17.3
13.2
10.0
11.9
67.5
50.0
17.4
21.8

- 1 . 6
19.2
7.0

1973

183.2

9.7
173.5

87.0
8.8

70.9
6.7

9.7
11.8
5.5
8.9

72.2
52.0
20.2
41.3

2.5
22.9

8.5

1973

I

219.2

32.7
186.5
94.2

6.4
71.7
14.3

32.7
8.7
4.0
6.1

68.3
50 5
17.8
75.1

- 1 0 . 8
25.7
9.6

II

175.6

1.2
174.4

87.9
6.3

73.1
7.1

1.2
12.5
6.0
6.5

81.4
60.5
21.0
33.9
4.0

24.7
5.4

III

171.8

- 9 . 7
181.5
91.8
12.1
77.0

.7

- 9 . 7
13.5
3.9

12.3
80.0
56.8
23.2
36.4
4.0

22.5
8.9

IV

170.1

14.7
155.3
78.0
10.7
61.8
4.8

14.7
16.1
8.2

10.7
59.0
40.4
18.6
19.8
12.8
18.8
10.0

1 Public debt securities and budget agency securities.
2 Includes both long- and short-term borrowing.
NOTE.—Data are from flow of funds accounts; quarterly figures are at seasonally adjusted annual

rates.

The proportion of credit supplied by the foreign sector changed
over the course of 1973; after an extended period as a net supplier
of funds, the rest of the world became a net demander during the
last three quarters. In 1972 and the first quarter of 1973—before the
U.S. dollar was allowed to float in foreign exchange markets—for-
eign central banks engaged in operations to support the dollar and
through these actions they accumulated large holdings of dollars.
These dollar accumulations were invested in U.S. securities, primarily
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marketable and nonmarketable Treasury issues. As the year pro-
gressed, however, the U.S. dollar gained strength—first on the basis
of improved trade and balance of payments statistics, and later
because of the differential impacts of the Middle East oil embargo.
This led foreign central banks that were seeking to maintain ex-
change parities of their currencies to liquidate large amounts of their
dollars assets.

The volume of credit supplied by the commercial banking sector
was exceptionally large, but it declined strikingly as the year pro-
gressed. Expansion of bank loans and investments occurred at a rapid
pace in the first quarter, moderated in the next two quarters, and
then slowed to a very modest rate in the last quarter of the year.
Loans outstanding increased by $69 billion over the year. While

Table 9: FUNDS SUPPLIED TO NONFINANCIAL SECTORS IN
CREDIT AND EQUITY MARKETS

In billions of dollars

Sector supplying

All sectors

U.S. Govt. and sponsored credit agencies. .
Federal Reserve System
Foreign sources

Private financial institutions
Commercial banking . .
Savings institutions
Insurance and pension funds
Other. . . . . . . .

Net funds raised in credit and equity
markets by financial institutions l . . ..

Funds advanced by private domestic non-
financial sectors in credit and equity
markets2...

Households
Nonfinancial business
State and local governments

MEMO: Net change in deposits and cur-
rency held by private domestic non-
financial sectors

1972

166.1

8.3
.2

10.7

165.8
69.8
49.3
32.5
14 2

28.4

9.6
3.1
4.6
2 .0

102.2

1973

183.2

21.7
9.3
4.6

168.9
85.3
35.6
35.9
12.1

48.7

28.3
12.5
14.3

1.5

90.6

1973

i

219.2

14.9
20.5
36.7

214.2
114.2
57.3
37.7

5.0

50.3

-16.7
-19.2

6.2
-3 .7

124.7

II

175.6

23.2
3.5

-8 .1

183.0
88 6
42.0
35.4
17 0

55.2

29.2
16.0
15 4

-2 .1

97.0

III

171.8

34.8
1.4

- 7 . 6

151.4
79.8
22.7
33.2
15 7

69.9

61.8
40.4
16 0

5.3

66.8

IV

170.1

14.3
12.0

- 2 . 5

126.8
58 5
19.9
37.7
10 7

19.3

38.9
13.0
19 5

6.3

74.0

1 Bonds, notes, commercial paper, loans from home loan banks, equities, and mutual fund shares.
Includes borrowing by Federally sponsored credit agencies.

2 Total funds advanced less amounts supplied by groups above plus net credit and equity funds raised
by financial institutions.

NOTE.—Data from flow of funds accounts; quarterly data are at seasonally adjusted annual rates.
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bank investments in "other" securities also expanded—by about $11
billion—all but $2 billion of this portfolio increase was offset by liq-
uidation of Treasury issues.

In an examination of the composition of the demand for funds in
1973, strength of business, mortgage, and consumer instalment credit
stands out clearly, as the chart on page 39 shows. This strength was
most pronounced in the first half of the year when real economic ac-
tivity was strongest and before interest rates rose to their highest lev-
els. In contrast, the credit demands of State and local governments
and of the Federal sector were relatively moderate. Most State and
local units enjoyed more comfortable financial positions as a result of
Federal revenue sharing and of large tax revenues generated by rap-
idly rising incomes. The volume of tax-exempt bond offerings was
down slightly from 1972, despite the continued rapid growth of in-
dustrial revenue bonds for pollution control. In the Federal sector
rapid growth of tax revenues, in combination with restraints on ex-
penditures, reduced the Treasury's unified budget deficit to a level

Table 10: U.S. GOVERNMENT FINANCE
In billions of dollars

Item

Deficit

Amount financed by changes in cash
assets and other items

Total borrowing from public
Net Federal Reserve purchases of

Treasury securities
Net Treasury borrowing from private

investors:
Marketable: 1

Foreign
Other

Nonmarketable:
Foreign
Other

Memoranda:
Net borrowing by Government

sponsored agencies
Federal Reserve purchases of agency

issues . .

Calendar year

1971

24.8

24.8

8.1

15.5
- 1 1 . 9

10.9
2.2

1.1

.5

1972

17.4

2.1

15.3

- .3

4.5
3.4

3.9
3.8

3.5

.8

1973

7.9

7.9

8.6

- 5 . 4
- 4 . 1

5.6
3.2

16.3

.6

1 Includes Treasury securities as well as securities issued directly by
budget agencies. The ownership distribution is approximate.
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far below earlier projections; thus the limited demands of the Treas-
ury proYided an offset to the substantial needs of Federally spon-
sored credit agencies.

Consumer demands for durable goods remained exceptionally
strong in the first quarter of the year. The $25.3 billion annual rate
of increase in consumer credit outstanding during that quarter was
only slightly below the record of the previous quarter; commercial
banks accounted for more than one-half of the gain. As was indi-
cated earlier, the growth in consumer expenditures for durable goods
declined after the first quarter and became negatiYe in the fourth
quarter when auto sales declined markedly, for the most part be-
cause of the fuel shortage. As of mid-1973 the ratio of consumer
indebtedness to disposable personal income stood at a record high,
and loan delinquencies were unusually large for a business cycle
expansion.

Also adding to the debt burden of the household sector was the
massive growth of mortgage debt. Growth of such credit reached a
record volume in the second quarter of 1973, but it continued to ex-
pand at nearly as fast a pace in the third quarter, as borrowers took
down prior commitments for loans. As the year progressed, however,
the rate of growth in mortgage debt was affected by the cutback in
housing starts that had begun in the spring. While thrift institutions
played their customary role as the leading providers of residential
mortgage credit during 1973, commercial banks accounted for a sub-
stantial proportion of the flow of funds to the mortgage market. For
the year as a whole these banks supplied $18,9 billion of mortgage
credit, up from $16.8 billion in 1972; in contrast, the amount of
funds supplied by the thrift institutions declined, from $37.6 billion
to $32.3 billion. An increase in credit from Federally sponsored
agencies pro¥ided a partial offset to the reduced participation of the
thrift institutions.

The iiQiifinaecial business sector acquired $87 billion from the
credit and equity markets in 1973, a 25 per cent increase o¥er the
preceding year. The exceptionally large low to businesses in the first
quarter was attributable in part to the use of bank loans to finance
purchases of higher-yielding liquid assets, such as large CD's, and to
reduce outstanding commercial paper debt. For the year as a whole,
however, the dominant factor in explaining business demands in the
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credit and equity markets was the growing gap between capital
outlays and internal funds generated. Needs for external funds nor-
mally expand at a rapid rate in the advanced stages of a business
cycle, but during 1973 special factors were also limiting the growth
of internal funds—notably, exhaustion of available tax-loss carry-
forwards and the liberalization in mid-1973 of CID restraints on
dividend payouts.

The external financing requirements of businesses in 1973 were
met largely in the debt markets—in particular, short-term debt mar-
kets. Equity financing was not attractive because share prices showed
substantial declines during most of the year. Offerings of corporate
bonds were considerably less than in 1972; in fact, the volume of
publicly offered bonds was the smallest since 1969, Given the
improvement in their liquidity positions over the period since 1970,
corporations apparently felt that they could, without undue risk?

postpone long-term financings in the hope of obtaining lower long-
term rates later. As short-term rates remained relatively high toward
the end of 1973, and as prospects for inflation worsened, calendars
of issues of new corporate bonds began to build up—perhaps indi-
cating a shift in interest rate expectations and a movement to fund
short-term debt.

The initial focus of the heavy demands by businesses for short-
term credit was on the commercial banking system. Restraints
imposed by the CID OE the bank prime rate had led, by late 1972,
to the development of a rate spread that favored borrowing from
banks as opposed to the sale of commercial paper. Thus large corpo-
rations were heavy demaeders of bank loans, and so too were
smaller firms for which banks are the only regular source of credit.
Furthermore, as market rates of interest rose and commercial banks
raised their offering rates on large CD's5 some prime borrowers per-
ceived an opportunity to arbitrage by borrowing at the artificially low
prime rate and then Mending at the CD rate. As a result, the expan-
sion of business loans at commercial banks reached a record level in
the first quarter of 1973 while commercial paper outstanding
dropped sharply. Total business credit, however, still increased at a
record rate.

During the late spring and summer, rate differentials began to shift
in the direction of favoring borrowing in the commercial paper mar-
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ket—a moYement that was influenced by the two-tier prime rate con-
cept introduced by the CID In April, and by the imposition of mar-
ginal reseiYe requirements on large CD's and selected nondeposit
liabilities, noted earlier. Growth in business loans at banks deceler-
ated in the second and third quarters, while commercial paper grad-
ually resumed a positi¥e trend. In September, howe¥er, market rates
of interest dropped sharply, causing commercial paper rates to
decline relative to the bank prime rate. During the fourth quarter
business loan growth at banks was quite moderate, as commercial
paper expanded rapidly.
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Monetary Policy and
Financial Markets

Policy choices confronting the Federal Reserve were especially diffi-
cult in 1974. The need to slow the rapid advance in prices remained
urgent. But as recession emerged, so too did questions as to how soon
and how much the policy of strong resistance to inflation should be
modified. Efforts by the System to restrain credit expansion—and
thereby inflationary pressures—were also complicated in late spring
when the interaction of tight money and rapid price advances excited
fears in market circles of a general liquidity squeeze. To dampen
these market apprehensions, Chairman Burns announced the System's
readiness to serve, if needed, as a lender of last resort to nonbanking
firms as well as to banks. This helped to calm concerns in financial
markets regarding the possibility of serious financial instability, even
though no widespread reliance on System emergency credit actually
materialized.

In seeking a workable trade-off among the year's changing—and
sometimes conflicting—requirements, the System's policy targets and
the mix of instruments used to implement them had to be modified
at several points along the way. During the early part of the year,
when the economy was still being depressed by the Middle East oil
embargo, the System continued the posture of lessened monetary
restraint that had been initiated in late 1973 when dislocations from
the embargo began. Implementation of this less restrictive approach
led to continuation for a time of the declines in short-term interest
rates that had begun in late 1973. The Federal funds rate, for exam-
ple—which is watched closely in financial circles as a bellwether of
System policy intentions—dropped from around 9% per cent at the
turn of the year to about 8^8 per cent in mid-February.

By late February, however, it was becoming evident that all of
the monetary aggregates were again expanding at rapid rates. There-
fore—once a lifting of the oil embargo had been assured—the Sys-
tem moved to counter this accelerating growth of the aggregates. In
the months that followed, the combination of increased monetary
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restraint, continuing rapid inflation, and ballooning business credit
demands produced a sharp, general tightening of credit markets.
Interest rates rose well above earlier historical highs-—in the case of
the Federal funds rate, to a peak of around 1 3 ^ per cent shortly

INTEREST RATES
Per cent per annum

12

10

Conventional mortgages
HUD

'73

State and local government

1974

NOTE.—Monthly averages except for home mortgages (based on quotations for one day
each month), F.R. discount rate, and prime rate (predominant rate quoted by commercial
banks to large businesses). Yields: U.S. Treasury bills, market yields on 3-month issues;
commercial paper, dealer offering rates; conventional mortgages, yields on first mortgages
in primary markets unweighted and rounded to nearest 5 basis points, from Dept. of
Housing and Urban Development; Aaa utility bonds (Federal Reserve series), averages of
new, publicly offered bonds rated Aaa, Aa, and A by Moody's Investors Service and ad-
justed to an Aaa basis; U.S. Govt. bonds, market yields adjusted to a 20-year constant
maturity by U.S. Treasury; State and local govt. bonds (20 issues, mixed quality), Bond
Buyer.
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after midyear. With the whole complex of short-term rates mo¥ieg
rapidly higher, the Federal Reserve discount rate was raised In late
April from IV2 to 8 per cent.

The general tightening of credit was accentuated during the spring
and summer by a shift of lenders to more conservative loan policies.
This process was triggered by the publicized difficulties (and eventual
failure) of the Franklin National Bank in the United States and the
failure of two smaller banks in Germany—one of which was a major
factor In foreign, exchange markets. All of these failures resulted from
loose management practices that led to heavy trading losses on for-
eign excfaao.ge. At about the same time a major electric utility com-
pany In this country announced that it was forgoing its quarterly
diYidend payment for the first time in history and was selling two
partly completed electric generating plants because It could not bor-
row the funds needed to complete them.

There was widespread concern in financial circles that such e¥i-
dence of financial difficulty at a few firms might represent the tip
of the Iceberg, presaging additional business failures In future months.
Lenders responded to this anxiety by tightening their credit stand-
ards. In the squeeze that followed, many lesser-rated borrowers found
their access to securities markets partially or completely curtailed,
and they were forced to fall back on standby credit Ikes at banks.
SIe.ce banks experiencing these unexpected loan demands were also
finding It necessary to pay sharply higher costs for money market
funds, they Increased their own loan rates to co¥er the added costs.
In the process the rate on prime business loans at major banks was
pushed to a peak of 12 per cent early in M y , well above the year's
low of E3A per cent reached in late February. For borrowers with
quality ratings of less than prime, Interest charges on bank loans—to
the extent that credit was a¥ailable to such borrowers—rose In some
cases to ICYCIS as much as 4 percentage points above the prime rate.

The se¥ere problems being created for some firms by tighter and
more costly credit, as well as the possible implications of this tight-
ness for future economic acti¥ity? were strongly reflected In the per-
formance of the stock market. While stock prices had posted mod-
erate net adYaeces early in the year when Interest rates were still
declining, they turned down as Interest rates began to rise again, and
then fell dramatically during the spring and summer period of maxi-
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mem financial strain. From its midwinter high to Its early fall low, the
composite stock index of the New York Stock Exchange dropped 39
per cent—and at the low was nearly 50 per cent below the record
high reached in early 1973.

As typically happens in periods of general monetary restraint,
the credit squeeze on some types of irms was greater than on others.
Howe¥er» special financing problems that resulted from the very rapid
inflation made the squeeze more pervasive in mid-1974 than in some
earlier periods of tight money. The types of Institutions most affected
included some—such as the nonbank thrift institutions—that are typi-
cally disadvantaged in periods of general monetary restraint because
of their inability to compete effectively for fends against high yields
on market securities; others—such as the relatively new real estate
investment trusts (REIT's)— that had been less in¥ol¥ed in short-
term financing during earlier periods of tight money; and still
others—such as bank holding companies and electric utilities—that
were beset with special problems that had not been present in the
earlier periods.

The fears of a liquidity crisis that had developed in financial circles
during late spring and early summer were substantially dissipated as
the summer progressed. Although statistical indicators were still
iasMiig mixed signals on the state of the economy, the prospects for
renewed economic expansion appeared to be dimming, and credit
demands—particularly from businesses—were receding from, their
earlier patterns of rapid growth. At the same time expansion in the
full complex of money and credit aggregates turned sluggish^ reflecting
with a lag tie steep advances in interest rates and tie adjustments
in institutional lending policies that had developed earlier in tie
year. Average growth in the narrowly defined money stock, for exam-
ple, slowed to an annual rate of 1.6 per cent from the month of
June to the month of September. Expansion of the money stock as
more broadly defined also slowed ¥ery sharply as growth in time and
sa¥iegs deposits at banks and other thrift institutions dropped
abruptly.

The Federal Reser¥e reacted to these changes by shifting to a
somewhat more accommodative open market policy. This adjustment
was quickly reiecfed In a sharp, general decline In short-term interest

42

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

1974



rates, as illustrated by the Federal funds rate, which fell more than
200 basis points between early July and mid-September. In Septem-
ber the Board of Governors remoYed the 3 per cent marginal reserve
requirement from large time deposits and comparable nondeposit
bank liabilities whose maturities exceeded. 4 months—thus praYlding
a modest supplement to the reseiYes made available through open
market operations.

The marked third-quarter drop in the complex of short-term
market Interest rates began to be reflected in some general pick-op
of growth In the monetary aggregates during the fourth quarter, when
sizable net inlows of sa¥ings were resumed following a short period
of substantial disintermediation during the1 summer. The improvement
was most pronounced at nonbank 'thrift institutions. Late in the
fourth quarter, however, the unexpectedly sharp- deterioration in
economic activity tended to slow demands for money and credit and
thus to offset some of the stimulus to growth in the aggregates stem-
ming from earlier declines in Interest rates. This was especially evi-
dent in the narrowly defined money stock, which grew at an annual
rate of only 2 per cent during December and then declined In Janu-
ary 1975.

To help counter this weakness, the System made use of all of its
major policy instruments: open market operations, to expand the sup-
ply of nonborrowed reserves available to banks; reductions In, reserve
requirements, to Increase the credit-expansion potential of the exist-
ing supply of reserves; and cuts in the discount rate, to reduce the
cost of reser¥es borrowed from the System. Cuts In the discount rate
were made in three stages: a lA percentage point reduction, to 7%
per cent, effecti¥e December 9; a V?. percentage point reduction, to
7J4 per cent? effective January 6, 1975; and a V2 percentage point
reduction to 6% percent, effective February 7. 1975.

The reductions in reserve requirements were also made in three
stages. One, already noted, reduced tie marginal reserve requirement
on longer-dated bank obligations in late September. The second, in
late No¥ember? was applied to selected categories of both time and
demand deposits; it released about $700 million of reserves to the
banking system 2 weeks later. The third lowered the structure of
graduated requirements applicable to' demand deposits, beginning in
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the week of January 30, 1975; it released about $1.1 billion of
reserves 2 weeks later.1

The weaker credit demands that developed as a consequence of
the recession, together with the more expansive course of monetary
policy, triggered further sharp declines in short-term Interest rates
over the fourth quarter. By year-end the Federal funds rate had
dropped to 8 per cent, and by early February 1975 It was close to
6!4 per cent. Long-term rates—which had continued to rise on bal-
ance during the third quarter despite the large general decline in short-
term rates—also turned down in the fourth quarter. However, large
current and prospective borrowings by businesses in capital markets
and the prospect of unprecedented delcit financing by the Federal
Government in the months ahead limited the extent of these declines.
Moreover, yields on State and local government securities reached
their yearly highs during December when serious questions developed
regarding the ability of certain key municipal borrowers to continue
to sef¥ice their large and growing debt burdens.

By early 1975 the widespread concerns of the preceding summer
about the possibilities of a full-scale liquidity crisis had dissipated.
But the unexpectedly sharp deterioration in o¥er-all economic activity
posed broad questions about credit quality and encouraged Institu-
tional lenders to continue maintaining relatively conservative loan
policies despite the general easing of money market conditions.
Although interest rates had declined substantially further after the
turn of the year? the unprecedented volume of Federal deicit financ-
ing that loomed ahead was raising some questions. In market circles
about the likely course of interest rates over the somewhat longer ran.

1 The No¥ember action included a reduction of ^ percentage point in the
requirement on that portion of net demand deposits in excess of $400 million,
the elimination of the remaining marginal reserve requirement on large-denomi-
nation time deposits, and a restructuring of the basic requirement on time
deposits. The reser¥e requirement on all time deposits with original maturity of
at least 180 days and on the first $5 million of shorter-maturity time deposits
was set at 3 per cent; the requirement for the remainder of shorter-maturity
deposits was set at 6 per cent. The lower reserve requirement on longer-term
deposits was Intended to proYide an incentive for banks to improve their
liquidity by lengthening the maturities of their liabilities.

The January 1975 action included a reduction of 1 percentage point on
that portion of net demand deposits In, excess of $400 million, and a reduction
of Vi percentage point on that portion of such deposits under $400 million.
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MONEY AND CREDIT AGGREGATES

The various measures of money and credit growth continued to
exhibit occasional periods of erratic movement in 1974. This was par-
ticularly true of the narrowly defined money stock at key points in
the year. As a result, although the Federal Open Market Committee
continued to place important emphasis on the behavior of M1 as a
target of monetary policy, the performance of M1—particularly in
the short run—had to be carefully evaluated in relation to growth
patterns of other major aggregates as well as to changes in interest
rates.

For 1974 as a whole, the key measures of money experienced
slower growth rates than in 1973, whereas the adjusted credit proxy
continued to expand at about its 1973 pace. However, these annual
averages mask rather substantial quarter-to-quarter changes in growth
patterns, particularly for Mx and the adjusted credit proxy. In addi-
tion, the annual growth rate shown for Mx included rather different
patterns of change for its two components—demand deposits and cur-
rency in circulation. Whereas expansion in demand deposits slowed
to only 3 per cent for the year, currency expanded by an unusual 10
per cent as the continuing rapid inflation created growing public
needs for cash to pay for consumer outlays.

The quarterly growth rates for the aggregates shown in Table 5
identify significant patterns of change within the year. In the first
quarter, for example, the relatively rapid growth rates of M2 and M3

mirrored inflows of savings to banks and other depositary inter-
mediaries that were being encouraged by the further over-all decline
in short-term market rates. First-quarter growth in Ml9 on the other
hand, reflected the combination of contraction at an annual rate of
nearly 3 per cent in January followed by growth in February and
March at an annual rate of roughly 9.5 per cent. The January con-
traction was attributable chiefly to a sharp reduction in foreign
demand balances at the start of the year from the extraordinarily
high levels reached at the end of 1973.

The dramatic increase in bank credit during the second quarter—
when growth in the bank credit proxy rose to more than a 20 per
cent annual rate'—was attributable chiefly to three factors. Over-all
business needs for funds were exceptionally large; high interest rates
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Table 5: GROWTH IN MONETARY AGGREGATES
In per cent

1972

1973

1974.

1974--01
Q2 "
Q3
Q4

Period

A/i

8.7

6.1

4.7

5.5
7.0
1.6
4.6

Measures of money

Mi

11.1

8.8

7.4

9.3
7.9
4.5
7.0

Mz

13.1

8.7

6.7

8.8
6.6
4.0
6.9

Adjusted
credit
proxy

11.3

10.4

10.2

8.2
20.4
6.6
4.3

Mi = 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.

A/2 = Mi plus time deposits at commercial banks other than large negotiable certificates of deposit
at weekly reporting banks.

A/3 = A/2 plus deposits of mutual savings banks and savings capital of savings and loan associations.
Adjusted credit proxy = Total member bank deposits subject to reserves, plus Euro-dollar borrow-

ings, loans sold to bank-related institutions, and other nondeposit items.
NOTE.—Incorporates revisions in money stock and related measures based on benchmark data for

nonmember banks derived from Reports of Condition through October 1974, as well as revisions in
seasonal adjustment factors. Seasonally adjusted quarterly rates of growth derived from daily-average
data for last month of the quarter relative to those for last month of preceding quarter, annualized.

were discouraging bond financing; and as the quarter progressed,
investors in commercial paper and corporate securities tended to back
away from obligations of borrowers with less than top quality ratings.
To accommodate this upsurge in demands for bank credit, banks
themselves were forced to bid aggressively for funds through ex-
panded sales of large CD's and increased borrowing from nondeposit
sources. As a result, the outstanding volume of large CD's grew nearly
$13.5 billion over the quarter, contributing substantially to the,
upward pressure on short-term rates. In contrast to the credit proxy,
growth of M2 and M3 slowed during the second quarter as the attrac-
tiveness of yields on competing market securities increased relative
to maximum rates payable on thrift accounts.

While growth of Mx continued to show considerable variation from
month to month, it expanded rapidly over the second quarter, as
Table 5 shows. Both the variability and the rapid growth were sig-
nificantly influenced by the ebb and flow of foreign deposits. This
reflected temporary accumulations of demand deposits resulting from
the transfer of greatly expanded payments to oil producers. Because
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some producing countries had not yet perfected procedures for mak-
ing timely investment of the expanding proceeds from oil sales, a
significant part of these proceeds were accumulated for brief periods
in demand balances, causing growth rates for Mx to show noticeable
short-run changes. As the year progressed and the processing of oil
funds became more routine, the erratic impact of foreign transactions
on the money stock became less significant.

Growth in all of the key money and credit aggregates slowed sub-
stantially in the third quarter. This change was attributable both to
the lagged impact of earlier, steep advances in interest rates and to
the developing weakness of the economy. With loan demands falling
off, banks were able to cut back significantly on both their sales of
large CD's and their acquisitions of nondeposit funds, so growth in
the adjusted credit proxy dropped abruptly. At the same time, high
interest rates on market securities were cutting deeply into flows of
funds to thrift accounts at banks and other intermediaries. Thus, for
both M2 and M3 growth was also appreciably slower.

During October and November further declines in short-term
interest rates from their early summer highs tended to encourage
more rapid growth of both Mx and M2. In the two succeeding months,
however, this pattern of expansion was substantially modified, as the
marked general deterioration in over-all economic activity tended to
offset much of the stimulus to money demands arising from further
declines in interest rates. The failure of the adjusted credit proxy to
expand with other aggregates during the fourth quarter was attributa-
ble in part to the general weakening of demands for bank credit as
economic activity slowed. In addition, however, many borrowers
were adjusting their debt structures and were turning to new capital
market financing in lieu of bank borrowing.

BANK RESERVES

Total reserves of commercial banks grew almost as rapidly in 1974
as in 1973, and nonborrowed reserves grew significantly faster, as
Table 6 shows. Much of the growth in nonborrowed reserves occurred
in the fourth quarter, however, when member bank borrowing
dropped off sharply. Patterns of change in total reserves also varied
considerably from quarter to quarter, as did those of the money and
credit aggregates they supported.
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Table 6: GROWTH IN BANK RESERVES

Item

Total reserves
Nonborrowed reserves
Reserves available to support pri-

vate nonbank deposits (RPD's).

Memoranda:
Total change in RPD's l

By type of deposit:
Required reserves for—

Private demand deposits *
Time deposits other than large

negotiable CD's l

Large negotiable CD's and non-
deposit sources of funds 1

Excess reserves

1973 1974
1974

Ql Q2 Q3 Q4

Annual rate, in per cent

7.8 7.1
7.2 9.1

9.3 7.2

1.3 20.1 8.2 4.1
1.2 .8 5.6 34.4

5.7 19.1 9.1 .7

In millions of dollars

2,706 2,896

527 406

883 790

1,272 1,751
25 -51

467 1,578 793 58

19 110 3 274

193 208 245 144

428 1,197 548 -422
-173 64 - 4 62

1 Figures have been adjusted for changes in reserve requirements.

Growth of total reserves was particularly dramatic in the second
quarter when heavy demands for bank credit were being financed by
expanded sales of large-denomination CD's and when System con-
cerns about possible general malfunctioning of credit markets were
greatest. Nonborrowed reserves showed very little growth in the
second quarter, however, because a sizable part of the over-all
increase in demand for total reserves during this period was being
met by the large emergency credits advanced by the Federal Reserve
to the Franklin National Bank. Franklin was forced to borrow heavily
starting in May—substantially raising the average level of total bor-
rowing from the System; this reduced the need for provision of
reserves through open market operations.

While growth of total reserves was less dramatic in the third quar-
ter than in the second, it remained above the average for the year,
with general growth in business demands for bank funds still sizable.
By the fourth quarter, however, reduced demands by businesses for
short-term funds, together with the continuing more cautious ap-
proach of banks to lending, were reflected in a commensurate reduc-
tion in bank needs for reserves. Consequently, the growth in total
bank reserves slowed somewhat further.
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Early in the fourth quarter nonborrowed reserves showed a sharp
spurt when the Franklin National Bank was closed through regula-
tory action. As a part of this action, Franklin's large outstanding debt
to the Federal Reserve was transferred through agreement of the
regulatory agencies to a form that was reflected in the banking statis-
tics as nonborrowed reserves. Over the rest of the quarter, however,
and in early 1975, nonborrowed reserves continued to grow rapidly.
Much of this expansion reflected System provision of reserves needed
to offset heavy reserve drains arising from member bank repayment of
borrowings at the Reserve Banks. Reduced member bank borrowing
was encouraged by the sharp reductions in private money market
rates to levels at or below the System discount rate. In late Janu-
ary and early February member bank borrowing at the Federal
Reserve averaged only a little over $100 million, most of which was
attributable to emergency lending by banks that were experiencing
difficulties acquiring funds from private sources.

AGGREGATE FLOWS OF FUNDS

The nonfinancial sectors of the economy raised an estimated $176
billion in credit and equity markets during 1974, or about $12 billion
less than they had raised in 1973. Since GNP increased 8 per cent
from 1973, there was a large decline in the ratio of funds raised to
GNP. Although declines in this ratio have marked other periods of
credit stringency, the extent of the drop in 1974 can be viewed as a
measure of the tautness that characterized financial markets during
most of the year.

In addition to the shrinkage in total credit flows during 1974,
there were marked changes in the structure of funds provided
relative to 1973. Most notably, private domestic financial institu-
tions accounted for an appreciably smaller share of total funds placed
in credit and equity markets than in 1973—62 per cent versus 72 per
cent—and of total funds supplied to nonfinancial sectors—65 per
cent versus 75 per cent. Foreigners, on the other hand, supplied
a substantially larger volume of funds, primarily to the Government
securities market, as a sizable portion of the receipts from oil exports
were invested in the United States.

Households also accounted for a larger proportion of funds sup-
plied in credit and equity markets during 1974—11 per cent versus
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Table 7: FUNDS RAISED IN CREDIT AND EQUITY MARKETS
BY NONFINANCIAL SECTORS

In billions of dollars

Sector, or type of
instrument

Total funds raised

By sector:
U.S. Government2

Other
Nonfinancial business
State and local government
Households
Foreign

By type of instrument:
U.S. Government securities
Corporate and foreign bonds
Corporate equities
State and local government d e b t 3 . . .

Mortgages
Residential
Other

Bank loans n e e .
Open market paper
Consumer credit
Other loans .

1973

187.4

9.7

177.6
85 1
12.3
72.8
7.5

9.7
10.2
7.2

13.7

73.2
51.7
21.4

38.6
1.8

22.9
10.0

1974

175.7

13.0

162.7
88.9
15.8
42.5
15.5

13.0
20.9

3.3
17.0

55.0
38.8
16.1

29.9
14.9
9.6

12.1

19741

Ql

174.5

11.3

163.3
91.5
14.3
42.3
15.3

11.3
19.6
6.3

15.6

56.5
38.7
17.9

36.4
12.2
8.2
8.4

Q2 Q3

207.2 174.7

1.4 18.2

205.8 156.4
111.0 87.0
17.7 14.4
52.6 47.4
24.5 7.6

1.4 18.2
20.7 18.2
4.5 - . 4

20.0 15.1

69.3 47.4
47.5 35.3
21.7 12.1

47.8 21.3
18.6 21.2
17.2 15.8
7.8 17.7

Q4

146.4

21.0

125.5
66.0
16.9
27.8
14.7

21.0
25.1

2.8
17.0

46:9
34.0
12.9

14.1
7.7

- 2 . 6
14.4

1 Quarterly data are at seasonally adjusted annual rates.
2 Public debt securities and budget agency securities.
8 Includes both long- and short-term borrowing.
SOURCE.—Federal Reserve flow of funds accounts.

9 per cent in 1973. This reflected the continued allocation of a
sizable share of the increase in their financial assets to market
instruments as opposed to deposits and currency. Of their 1974 net
gain in financial assets, households placed 18 per cent directly in
stocks and credit market instruments, roughly the same as in 1973.
In contrast, during 1970, 1971, and 1972—when rate relationships
did not encourage disintermediation—direct investments in market
securities had been negligible or even negative.

There were also significant changes in the sectoral breakdown of
funds used. The weakness in sales of consumer durable goods and
the rising ratio of household indebtedness to income were reflected
in a marked decline in consumer credit flows. And reduced deposit
growth at thrift institutions contributed—along with rising building
costs and peak mortgage rates—to a shrinkage in flows of residential
mortgage credit. As a result, aggregate flows of funds to households
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fell sharply, whereas funds raised by other nonfinancial sectors—
especially businesses and foreigners—rose substantially.

As pronounced as the year-to-year changes in the composition of
fund flows were, they were not nearly so dramatic as the shifts that
occurred within 1974. Abrupt changes in economic conditions—and
in some instances, the adjustments in monetary policy made in
response to those changes—caused remarkable shifts in the level and
composition of financial flows from quarter to quarter.

Early in the year when the oil embargo was depressing both eco-
nomic activity and interest rates, businesses were encouraged to
expand their borrowing in long-term markets. Firms that had post-
poned such financing in 1973 were particularly active. As a re-
sult, corporate and foreign bond sales—net of redemptions—which
had been running at an annual rate of $10.5 billion in the fourth
quarter of 1973, rose to a $19.6 billion rate in the first quarter of
1974.

Declines in market interest rates early in the year also helped to
sustain the improved flows to nonbank thrift institutions that had
developed in late 1973. This stimulated an increase in commitments
to make future residential mortgage loans and accounted in part for
the upswing in such loans during the second quarter.

BORROWING BY SELECTED SECTORS,

NONFINANCIAL 1
BUSINESSES j

Long-term -1

Short-term 1

HOUSEHOLDS

Mortgage

Consumer

1974
Billions of dollars

• • • I

JrlrlJ

60

40

20

0

40

20

+
0

Ql Q2 Q3 Q4

NOTE.—Short-term is bank loans and other loans. Long-term is corporate bonds and
mortgages. Flow of funds data.
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Demands for credit intensified over the second quarter, particularly
in short-term markets, as the slide in economic activity slowed tempo-
rarily and rapid inflation augmented business needs for inventory
financing. Commercial banks were the focus of much of this increase
in credit demands.

Table 8: FUNDS SUPPLIED IN CREDIT AND EQUITY MARKETS
In billions of dollars

Sector supplying

All sectors . . .

All sectors to nonfinancial sectors . .

U.S. Government and sponsored credit agencies
Less funds raised by sponsored credit agencies

Federal Reserve System
Foreign sources .

Private financial intermediaries
Commercial banks
Thrift institutions
Insurance and pension funds .
Other
Less funds raised by private financial inter-

mediaries. . . .

Private domestic nonfinancial investors
Households..
Nonfinancial businesses
State and local governments. . . . . . .

MEMO: Net change in deposits and currency held
by private domestic nonfinancial sectors

1973

239.4

187.4

23.3
19.6
9 . 2
3.5

172.3
86.7
35.4
37.0
13.1

32.4

31.1
21.5
9.2

.4

88.8

1974

216.7

175.7

29.9
21.6
6.2

13.2
134.3
61.8
27.8
40.3
4.3

19.4

33.1
22.8
6.4
3.9

77.9

Ql

208.4

174.5

15.2
9.3

- . 9
5.9

152.9
78.7
43.9
30.8
- . 4

24.6

35.4
12.0
16.8
6.7

97.3

19741

Q2

254.3

207.2

30.2
24.3
13.1
17.4

174.7
96.8
27.1
43.5
7.3

22.8

18.9
16.8
9.4

- 7 . 4

109.0

Q3

242.3

174.7

39.0
33.9
10.7
6.4

114.1
41.4
17.2
40.8
15.0

33.7

72.0
54.6
10.9
6.5

29.0

Q4

161.8

146.4

35.3
19.2
1.7

23.1
95.5
30.3
23.2
46.3

- 4 . 3

- 3 . 9

6.1
8.0

- 1 1 . 6
9.8

76.2

1 Quarterly data are seasonally adjusted annual rates.
SOURCE.—Federal Reserve flow of funds accounts.

Demands for bank credit in the spring were also augmented
because financial investors were placing increased emphasis on the
creditworthiness of borrowers. Lower-rated companies often found
that they had to pay a much higher rate than prime issuers in order to
sell commercial paper. Even for issuers of medium-grade paper, the
premium over the prime commercial paper rate rose from roughly
Vi percentage point in the winter to lVi percentage points in the
early summer. And some firms found that they could not sell com-
mercial paper at all. Firms whose access to the paper market was
thus restricted had to fall back on lines of credit at banks.

Bank loans to foreigners also expanded at a faster rate in the
second quarter. But so too did deposits of foreigners, since com-
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mercial banks were serving as Intermediaries for enlarged oil pay-
ments to foreigners.

The steep? general rise in short-term interest rates resulting from
the spring and early-summer accumulation of pressures on banks was
not refected in. the market for short-term U.S. Treasury securities
where yields showed little net change1 during the first half of the year.
In this period the supply of Treasury bills available to the public was
reduced substantially by hea¥y buying on the part of both foreign,
central banks (partly with dollars obtained In foreign exchange
market intervention) and the Federal R.eser¥e (through open market
purchases to supply reser¥es). As a result, rate spreads between
Treasury bills and priYate instruments of similar maturity widened to
almost 4 percentage points.

Tills rate spread had important repercussions on credit lows.
First, funds of foreign central banks, which previously had been
placed almost entirely In Treasury bills and other Government obli-
gations, were placed to some extent In bankers' acceptances, which
at that time1 were still being guaranteed by the Federal Reserve. Sup-
plies of acceptances available for purchase grew very rapidly ie the
second and third quarters, when credit demands of foreigners were
being diverted to U.S. sources by the credit and balance of payments
policies of foreign go¥erements. Second, the higher rates available
on private Instruments encouraged the growth of mutual funds that
invest in liquid assets; these institutions pooled the funds of smaller
ie¥estors and purchased diversified portfolios of large CD's, com-
mercial paper, and other short-term assets.

The rise In private short-term rates from late winter to midsummer
was accompanied by an Increase In long-term rates, but as typically
occurs in periods of sharp, general advances in rates, the yield curve
look on a pronounced downward slope. As long-term rates and the
cost of equity capital In the stock market moved upward, many com-
panies put off long-term, financing—favoring bank loans or com-
mercial paper, Some firms, howe¥er, had no- real option but to pro-
ceed with bond or stock financing—especially in the public utility
industry where long-term funds were required for Ixed iiwestmeet
expenditures. Thus, despite the high costs of capital, the ¥oJume of
long-term financing was maintained through the second quarter.

E¥ee In the third quarter, when yields on new top-quality corporate
bonds reached record levels above 10 percent, (lie aggregate volume
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of new offerings remained large for a summer period. The sale of
a sizable volume of floating-rate notes—primarily by bank holding
companies—accounted for much of this sustained volume. These
securities proved very attractive to small investors because of the high
initial rates and the option of redemption on specified dates.

The combination of high market yields and the availability of
attractive new types of financial instruments cut deeply into the sup-
ply of funds flowing to thrift institutions during the second and
third quarters. The summer attrition was also augmented because
the Treasury, at congressional insistence, restored the low, $1,000-
minimum denomination on high-coupon note issues that it offered
in the August refinancing. Even though the Federal home loan banks
made advances to savings and loan associations totaling $5.7 billion

THRIFT INSTITUTIONS' GROWTH,
AND INTEREST RATES

Per cent

)EPOSIT GROWTH 1 2

sfTEREST RATES

0
Per cent per annum

Treasury bills 1
' th /^ *

1973 1974
0

NOTE.—Net flows are quarterly changes, at seasonally adjusted annual rates, in consumer-
type time and savings accounts at commercial banks, in total deposits at mutual savings
banks, and in savings capital at savings and loan associations.

Interest rates: Monthly data. Rate on Treasury bills is average of yields at weekly auc-
tions. Thrift institutions, highest rates payable on consumer-type deposits at mutual savings
banks and savings and loan associations for longest certificates (2 years through June 1973,
4 years through Dec. 22, 1974, and 6 years beginning Dec. 23, 1974).
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during the second and third quarters and other Federally sponsored
agencies praYided funds to the mortgage market, residential mort-
gage rates rose nearly as much as bond rates, reaching 10 per cent in
the fall, and loan commitments fell sharply. Although subsequent
declines In market rates brought a resumption of net deposit inflows,
the smaller backlog of loan commitments and the reduction of de-
mands for mortgage loans associated with the deterioration of the
economy resulted in a slowing of mortgage debt formation O¥er the
second half of the year. Thrift institutions therefore used their im-
proved lows of funds to repay debt and to rebuild liquid asset
holdings.

The limited supply of Treasury bills a¥ailable to the public that was
characteristic of the first half of the year began to be re¥ersed in
August, as the Treasury became a substantial net borrower. This
caused a sizable late-summer advance in bill yields, which sharply
narrowed the earlier, wide spreads between them and other short-
term rates. Then? as other short-term rates declined, Treasury bill
rates shared in the downtrend.

Consumer reluctance to purchase new antes and other large-
ticket durable goods cut deeply into consumer credit lows during the
fourth quarter, reducing both direct demands on banks for instalment
credit aod indirect demands from Iean.ce companies. Consumer credit
growth was also limited by the stricter quality standards being applied
by lenders in response to the rising rate of loan delinquencies and the
negative outlook for employment.

In addition to the Government sector, the principal area of credit
markets where demands picked up toward the year-end was the
corporate bond sector. Cyclically depressed tax re¥enues and rising
expenditures forced the Federal budget into deeper deficit and
required Increased issuance of debt, la the corporate sector busi-
nesses took advantage of the general easing of bond market pressures
to sell a near-record volume of long-term debt. Much of the corporate
bond ¥olume was In the Intermediate-term maturity range—5 to 10
years.

The weakness of the ecooomy and the repayment of short-term
debt with the proceeds of longer-term leaedegs were reiected in a
sharp slowing of short-term business credit expansion in the fourth
quarter. The sum of bank loans to nonfinancial businesses and of
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Table 9: U.S. GOVERNMENT FINANCE
In billions of dollars

Item

Deficit

Amount financed by changes in cash assets and other items...

Total borrowing from public l . .
Net Federal Reserve purchases of Government securities 2 . .
Net Treasury borrowing from private investors—

Marketable:
Foreign
Other

Nonmarketable:
Foreign
Other . . .

Memoranda:
Net borrowing by Government-sponsored agencies
Federal Reserve outright purchases of sponsored agency

issues

1972

17.4

2.1

15.3
- . 2

4.5
3.3

3.9
3.8

3.5

.6

Calendar year

1973

7.9

7.9
8.6

- 5 . 4
- 4 . 1

5.6
3.2

16.3

.5

1974

10.9

- . 8

11.8
2.1

6.8
3.2

- 3 . 2
3.0

16.6

2.5

1 Includes Treasury securities as well as securities issued directly by budget agencies. The ownership
distribution is approximate.

2 Includes repurchase agreements.

commercial paper issued by such firms, which had grown at season-
ally adjusted annual rates of from 18 to 25 per cent in the first three
quarters of the year, rose at a rate of less than 3 per cent between
September and December. The deceleration of the bank component
of short-term credit also was attributable in some measure to con-
servative lending postures by banks in light of prospective loan losses,
reduced liquidity, and concern about the adequacy of bank capital.
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