
Monetary Policy and
Financial Markets

Monetary policy in 1975 sought to create money and credit condi-
tions that would foster economic recovery and permit an unwinding
of the financial strains carried over from earlier years. Since the
need for further progress in dampening inflation remained urgent,
however, great care had to be taken to avoid overly aggressive Fed-
eral Reserve actions to ease credit markets and stimulate expansion
in money and credit supplies that might prove counterproductive.
In these circumstances the System elected to pursue a moderate
course of monetary expansion.

Improvements in liquidity

The liquidity of the economy was substantially rebuilt over the course
of 1975. The rebuilding was especially rapid among nonfinancial
businesses, where drastic cutbacks of inventories during the first half
of the year and subsequent sharp increases in profits generated a
major improvement in cash flow and a consequent lessening of re-
liance on external financing. With access to capital markets also
greatly improved, companies placed primary emphasis on long-term
financing and repaid nearly $14 billion of short-term debt—mostly
at commercial banks. The chart at the top of the following page indi-
cates the extent to which business financial ratios improved over the
year.

The combination of easier monetary policy and record reductions
in business borrowing also made it possible for commercial banks
to achieve a sizable build-up in liquid assets. In addition, banks were
able to reduce their reliance on volatile, high-cost sources of funds
and to achieve some general improvement in capital ratios. The chart
on page 45 indicates the relative dimensions of these changes. To a
considerable extent the increased liquidity of banks also reflected a
general shift in management strategy to more conservative standards,
following a decade of emphasis on the expansion of assets and the
improvement of earnings performance.
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Nonfinancial corporations
Selected financial ratios

Fixed investment
to

Gross internal funds

Short-term debt
to

Total debt

Total debt
to

Income originating

1967 1969 1971 1973 1975

Gross internal funds include undistributed profits, inventory and capital consumption
valuation adjustments, and capital consumption allowances. Short-term debt includes short-
term market instruments and 60 per cent of total bank loans. Income originating is the total
of employee compensation, net interest, and profits adjusted for inventory valuation originat-
ing in nonfinancial corporations.

Debt from flow of funds accounts; flows from GNP acounts. Seasonally adjusted data with
the flows at annual rates.

Other types of financial institutions also placed more stress on
prudent management policies. Nonbank thrift institutions, for ex-
ample, used their sharply accelerated inflows of funds initially to
reduce high-cost borrowing, and over much of the year they con-
tinued to stress additions to their liquid asset positions.

This curative process was essential to the restoration of a sound
financial basis for economic recovery, but it was not without some
costs. Loan rates tended to remain somewhat higher, and other lend-
ing terms eased less, than in earlier economic recoveries. Moreover,
lender perception of risk in both private and public markets was
heightened, as some borrowers with marginal credit ratings continued
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Commercial banking
Selected financial ratios

High
-81.0%

5.2%

1967 1969 1971 1973 1975

Liquid assets
to

Total assets

Demand and other
time deposits

to
Total assets

Financial net worth
to

Total assets

Commercial banking consists of chartered commercial banks, their domestic affiliates.
Edge Act corporations, agencies of foreign banks, and banks in U.S. possessions. Liquid
assets are U.S. Govt. securities, vault cash, and deposits at F.R. Banks. Demand and other
time deposits are total deposits less large negotiable CD's. Financial net worth is financial
assets less financial liabilities.

Seasonally adjusted data from flow of funds accounts.

to experience difficulty in covering their financial requirements—
evidenced most dramatically by the case of New York City. Over all,
however, the state of liquidity and the availability and cost of credit
improved substantially for borrowers in good financial condition.

Interest rate declines

The development of more accommodative credit conditions was espe-
cially evident in the general decline of short-term interest rates. The
short-term rate that reflects changes in the thrust of monetary policy
most directly is, of course, the Federal funds rate—the rate at which
banks borrow immediately available funds from each other on an over-
night basis. Any System-easing action affecting the total supply of bank
reserves influences the Federal funds rate promptly and directly. By
early 1976 the funds rate had dropped to around 4% per cent, some
33A percentage points below the level at the end of 1974. And other
short-term rates had declined by roughly commensurate amounts over
this period—as the chart on page 46 shows.
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Interest rates

Short-term

Per cent per annum

Long-ter

1973 1974 1975 '76 1973 1974 1975 '76
Monthly averages except for conventional mortgages, which are 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, rates on first mortgages
in primary markets, unweighted and rounded to nearest 5 basis points, from Dept. of
Housing and Urban Development; Aaa utility bonds, weighted averages of new publicly
offered bonds rated Aaa, Aa, and A by Moody's Investors Service and adjusted to a Aaa
basis; U.S. Govt. bonds, market yields adjusted to 20-year constant maturity by U.S.
Treasury; State and local govt. bonds (20 issues, mixed quality), Bond Buyer.

While long-term rates in early 1976 were also significantly below
their levels of late 1974, net declines from those earlier levels oc-
curred mostly in the opening weeks of 1976. During the early months
of 1975—when the business recession was still deepening and short-
term rates were showing their steepest drop—long-term rates did
decline appreciably. But by early spring of 1975 these initial declines
had been reversed. The reversal of trend was attributable to several
factors—including increased concern about inflation, the heavy
volume of borrowing that developed in capital markets from both
corporations and State and local governments, and the rate pressures
expected to result from an unprecedented volume of Treasury borrow-
ing. Although the Treasury's huge financing needs proved to be more
readily managed in practice than in prospect, long-term rates re-
mained relatively high over the rest of the year, partly because in-
vestors were anticipating cyclical recovery in interest rates and—in
the tax-exempt market—because of generalized market concern
about the possible consequences of a New York City default.
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The easing of long-term rates In early 1976 was to some extent
simply a relection of the further drop in short-term rates to new
cyclical lows. However, several other significant Influences were
Involved. Market analysts were generally forecasting a significant re-
duction in the volume of new corporate and municipal bond offerings
during 1976. Market concern about the financing problems of New
York tended to- diminish with the Introduction of Federal assistance.
And the consensus forecast of moderate economic growth In 1976
suggested that the outlook for inflation had not worsened as pre-
viously feared.

Over the course of 1975, however, the trend of short-term rates
was not consistently downward. From mid-June through September
the bellwether Federal funds rate rose from 5V% per cent to levels
generally above 6 per cent, before turning down again in October.
And other short-term rates followed roughly the same pattern—as
shown In the chart.

This temporary increase in short-term rates was In part a relec-
tion of the extraordinarily heavy schedule of Treasury borrowing
during the spring and summer. In addition, Federal Reserve open
market actions for a time exerted upward pressure on the funds rate.
The System took this precautionary move to ensure that the1 ex-
tremely rapid second-quarter growth in the monetary aggregates did
not persist. Later, when it became apparent that growth In these
aggregates had slowed again, the System eased Its policy stance. The
funds rate then dropped to new lows for the cycle.

Monetary aggregates

The accommodative thrust of monetary policy during 1975 was also
reflected In the growth of broad measures of the money stock. M.2—
the measure that Includes time and savings deposits at banks other
than large certificates of deposit (CD's), as well as demand deposits and
currency—expanded by 8,2 per cent, one-half percentage point more
than in 1974; and M3—which adds deposits at savings and loan associa-
tions, savings banks, and credit unions to M2—grew by 11 per cent?

substantially more than in 1974 (7.1 per cent) or 1973 (9.0 per cent).
In contrast to these broader measures, the narrowly defined money

stock (MJ grew somewhat less in 1975 (4.4 per cent) than in the
two preceding years. During much of the year growth In Mx fell short
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of the.pace that.would ha¥e been expected oe the basis..of..past..re-
lationships of cash balances to GNP and interest rates. The shortfall
was greatest during, the latter part of ...the year, as .growth- of Mt in
the spring was augmented temporarily by heavy Federal tax rebates
and special social security payments..

Because of the relatively slow growth in Mt and the rapid accelera-
tion In: nominal-• GNP, there was-an unusually sharp-jump-in-the-in-
come velocity of money during the second half of 1975. This oc-
curred-in-the context of declining interest-rates,-suggesting that the
public may be managing its financial affairs in ways that require less
growth of -money-to finance economic-expansion.-Since this "develop-
ment clearly has important, general implications for policy-makers
when projecting • the amount of money growth' believed' to be appro-
priate to the conditions of the economy and the stance of monetary
policy, 'the" factors that appear to lie behind' the jump In velocity"are
discussed more fully on pages 54—57.

Policy tools

As usual, monetary policy in 1975 was implemented largely through
Federal...Reserve open market operations,--At critical points,• other
policy instruments were used to reinforce the thrust of open market
actions,--particularly while the recession was still deepening.-Between-
late 1974 and mid-May 1975, for example, while other short-term
rates were -posting their most rapid declines, the Federal Reserve -dis-
count rate was cut in four stages—from 7% to 6 per cent. Then on
January -16, 1976, after short-term rates had posted substantial fur-
ther net declines, the discount rate was cut further to 5Vi per cent.
These actions were undertaken primarily to maintain the alignment
of the discount rate with other short-term rates.

Reductions in member bank reserve requirements were "also ini-
tiated at several points during the year. The action that released the
largest volume of reserves (about $1.1 billion) was taken'in January
while the recession was still deepening. This change affected reserves
around'" mid-February and' applied' across the board to all demand
deposits.1 It was designed to permit further gradual improvement in

1 Specifically, requirements on all categories of net demand deposits up to
$400'-million-were reduced 'toy one-half of 1 percentage point,'and'on"deposits'
of OYer $400 million by 1 percentage point.
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bank liquidity and to facilitate moderate growth in the monetary
aggregates.

During the latter part of May reserve requirements on member banks'
Euro-dollar borrowings (Regulation D) and on loans by foreign
branches to U.S. residents (Regulation M) were reduced from 8 to 4 per
cent. Then in October the requirement on member bank time deposits
with an original maturity of 4 years or more was reduced from 3 to 1 per
cent. The latter action released about $350 million of reserves.
Finally, in late December the reserve requirement applicable to time
deposits having an initial maturity of 180 days or more but less than
4 years was reduced from 3 to IVi per cent, releasing another $320
million of reserves in the week beginning January 8, 1976.2

Situation In early 1976

At the start of 1976 ample supplies of funds at reduced interest rates
were available to support economic recovery. Outstanding commit-
ments, for mortgage loans â  savings and loan associations, for
example, were at the highest levels since mid-1973—some 50 per
cent above the low reached at the cyclical trough. The U.S. Treasury
was covering its heavy, continuing burden of cash borrowing at
interest costs signiicantly below those required in 1975, and medium-
sized businesses with credit ratings of less than highest quality were
gaining better access to bond market financing.

In addition, consumers were making debt-financed purchases of
durable goods more freely than during much of 1975. Even State
and local governments were borrowing in the securities markets at
costs appreciably below those prevailing In late 1975—although a
limited number of units, largely in New York State, still had no
market access, and investors generally were troubled by the longer-
run implications for State and local government financing of the
3-year moratorium on repayment of outstanding New York City
notes.

The generally improved economic and financial environment pre-
vailing in late 1975 and early 1976 was highlighted by a strong

2 It should be noted that notwithstanding the October and December changes
in reserve requirements, individual banks were still required to meet the 3 per
cent statutory reserve minimum on their total time and savings deposits.
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rally in stock prices. Stocks had risen, sharply from their deep cyclical
lows of late 1974, as market participants anticipated the pick-up that
subsequently.. developed in economic activity and corporate .profits.
From late 1974 through 1975 the stock price advance amounted to
about 45 per cent; then in the space of a few weeks in early 1976
the uptrend was extended another 14 per cent. The latter move was...
significantly affected by the still relatively low stock price/earnings
ratios implicit in year-end economic forecasts of continued favor-
able corporate profits. In addition, investor attitudes were being
influenced more generally by the prospects for a strong and sustained
economic recovery, by some calming of inflationary fears, and by the
failure of interest rates to show their usual cyclical rise.

In'the ley'commercial banking'sector," institutions'in early 1976
were for the most part well situated to meet expected increases in
demands for business credit. Banks generally had rebuilt liquidity,
made substantial provision for potential loan losses,' and improved
their capital ratios. Also, by maintaining wider-than-usual spreads
of their prime rate over the costs of money market funds, banks had
helped to-sustain their earnings, despite the over-all cut in-business
lending and the need to increase reserves against potential loan
losses. Data for 1975 for the 50 largest U.S. banking organizations
(bank, holding companies) reveal that even with provisions..for loan
losses of $2.3 billion (an increase of 75 per cent over the 1974 pro-
visions), after-tax earnings increased 7.6 per cent to- $2.8 billion.
Although net loan charge-offs for these firms more than, doubled
to $1.9 billion in 1975, valuation reserves were increased by more
than 15 per cent to $3.1 billion. And by midyear, substantial im-
provement was also evident in bank capital ratios for the first time
since 1969. Total capital for all insured commercial banks reached
$75 billion as of June 1975, compared with less than $72 billion at
year-end 1974 and less than $50 billion as-recently as 1970.

As money market rates dropped to new cyclical lows in the early
weeks of 1976, the prevailing bank prime rate was reduced to 6M
per cent—the lowest level since the spring of 1973. Even so, bank
credit remained relatively costly for prime business borrowers/since
wider-than-usual spreads of the prime rate over commercial paper
rates were maintained. Moreover, both banks and other financial
institutions continued to follow generally conservative policies on
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other credit terms. This conservatism reflected both a reaction to
past loan losses and the significant potential for further losses still
in prospect for many institutions. To some extent, therefore, the
process of purging the financial system of the lingering effects of
earlier credit excesses and subsequent recession-related difficulties
was still incomplete.

MONEY AND CREDIT AGGREGATES

A congressional resolution was passed in late March 1975 requesting
the Board of Governors to report quarterly to the banking committees
of the Congress to explain Federal Reserve policy and establish the
System's prospective growth ranges for the monetary aggregates. The
Board's Chairman made his first appearance for this purpose on
May 1 before the Senate committee, and alternated between the
House and Senate committees at quarterly intervals thereafter.3

In his testimony on May 1 the Chairman specified the following
growth ranges for the period between March 1975 and March 1976:
5 to IVi per cent for Mx\ 8Vi to 10V4 per cent for M2; and 10 to
12 per cent for M3. In announcing these ranges, the Chairman indi-
cated that the very high rates of unemployment and of idle industrial
capacity then prevailing called for monetary growth rates that were
relatively high by historical standards. However, he also cautioned
against overly rapid monetary expansion in view of the continuing
intolerably high rate of inflation.

In his later appearances to discuss growth targets, the Chairman
reported that the Federal Open Market Committee (FOMC) saw
no economic reasons for basic changes in the numerical ranges
initially specified. To maintain the forward-looking perspective of
these ranges as called for by the congressional resolution, however,
the base periods to which the growth rates were linked were moved
ahead one quarter at each reporting. Also, in July the FOMC began
calculating its growth ranges from quarterly-average base periods
rather than from end-months of quarters as in May. This change was
introduced to reduce distortions created by figures for end-of-quarter
months, such as June 1975 when the growth rates for money deviated

3 See pp. 113 and 114 for the text of the resolution and pp. 81-113 for the
statements made by the Chairman in 1975.
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sharply from trend. In, October, the ranges for M2 and M3 were
widened slightly by reducing their lower ends.

While none of these modifications in the mechanics of calculating
growth ranges had a significant impact on the Committee's over-all
policy posture, the changes did raise the levels of the growth patterns
somewhat relative to those initially designated in May. However,
over the course of 1975 growth in ail of the major monetary aggre-
gates remained within the ranges specified in May.

At the first FOMC meeting in 1976 the Committee reaffirmed
its long-run growth ranges for M2 and M3, but the range for Mt

was widened somewhat, to a 4Vi to IV2 per cent band. The bottom
end of this band was lowered to allow, among other things, for the
sizable volume of transfers of funds from demand balances to busi-
ness savings accounts that developed after mid-November 1975 when
commercial banks were first authorized to offer such accounts.

Performance of the aggregates

In the early months of 1975 the deepening recession and a variety
of other factors were operating to- depress the public's demand for
money as narrowly defined. In the first quarter, as Table 6 shows,
Mi grew at less than a 1 per cent annual rate. Broader measures of
money, on. the other hand, continued to expand significantly—
particularly M3, which grew at a faster rate than in the latter half
of 1974. In the main, this divergence in growth patterns between the
narrow and broader measures of money reflected the stimulus to
interest-bearing thrift accounts being created by the sharp drop in
rates on market securities while rates paid on thrift accounts were
generally being held at their regulatory ceilings.

In the 2 months immediately following the Chairman's May 1
report to Congress on the FOMC's prospective growth ranges, the
three key measures of money expanded at annual rates ranging
between 13 and 16 per cent—substantially in excess of the upper
limits of the System's longer-run ranges. This burst in monetary
growth reflected in part the more than $10 billion, of Federal income
tax rebates and supplementary social security benefits disbursed
during the period. It appears that the public held a large part of
these cash windfalls in depositary form before making more per-
manent disposition of the funds.
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6. Growth in monetary aggregates :

I n p e r c e n t

P e r i o d

1 9 7 2 . . . . . . . . . . . . . . . . . . . .
1 9 7 3 . . . . . . . . . . . . . . . . . . . .

1 9 7 4 . . . .
1 9 7 5 . . . . . . . . . . . . . .

1975—QI.

Mi

8.4
6.2

5.0
4.4

,6
7,4
7.1
2.5

Measures of money

i *" I
1 111.2

8,8

7.7
8.2

5 6
10.2
10.1
6.1

A#3

13.3
9.0

7.1
i i . i

7.5
12.6
13,3
9.2

Adjusted
credit prox>

11.3
11.1

9.8
4 . 3

5.8
3.6
1.4
6.0

lMi = 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.

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

Ms — M% plus deposits of mutual savings banks, savings capital of savings and loan associations,
and credit union shares.

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 1975, as well as revisions in
seasonal adjustment factors. Rates of growth derived from daily-average data for quarter relative to
those for preceding or year-earlier quarter. Quarterly rates are seasonally adjusted and annualized.

These payments had been expected to push growth In the aggre-
gates temporarily above the System's longer-run growth paths. But
when the overshoot proYed to be substantially greater than forecast,
there was a significant risk that any sustained expansion of the money
stock at double-digit rates would erode the progress being made in
bringing inflation under control. To help guard against this possi-
bility, the FOMC in early summer took steps to moderate the pace
of monetary expansion, and their actions raised the Federal funds
rate by about 1 percentage point.

By midyear, the tax rebates and supplementary social security
payments had been largely completed. As the public then drew down
the excess money balances created by these windfall receipts, money
growth slowed abruptly. For Ml9 month-to-month annual rates
of growth dropped into the range of 2 to 3 per., cent, and for the
broader measures growth rates also receded sharply as the quarter
progressed.

This process of reducing excess balances had been expected to
produce a substantial slowing in money growth during the summer.
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But when the slower growth persisted into early fall, it became ap-
parent that factors other than the reduction of excess balances- were
involved. The System responded by substantially lowering the level
of its range of tolerance on the Federal funds rate. Although all of
the key measures-of money then showed faster annual rates-of'growth
during the fourth quarter than before the Treasury's special second-
quarter disbursements, growth in M± continued to be far below what
might have been expected on the basis of historical relationships' to
GNP and interest rates. As a. result, the increase in income velocity
was greater over the second half of the year than at any other time
in more than a quarter of a'century.

Implications of velocity changes

The.unusual, behavior of the.income. velocity of Mx during .1975 is
highlighted by the chart. As the top panel shows? the velocity index
for'narrowly deined money did not differ'markedly from a normal
cyclical..pattern up to the.trough.of the current cycle...Thereafter,
however, it accelerated much more rapidly than it had on the average
during the'preceding four recoveries;' in fact, it matched 'the'earlier
record upsurge of the 1949-50 cycle, when the post-World-War-II
economy was still awash with liquidity. Moreover, although the
Treasury bill rate initially turned up sharply from the cyclical "trough
as in.other recent cycles, it then dropped back to a level-roughly
consistent with the1 more gradual advance that had occurred in the
1949-50 upswing. The middle panel of the chart makes' the same
kind of. comparison for the income velocity of M2. It shows-that-al-
though the contrast with the average of other recent cycles is not
so marked, M2 velocity has also- been more rapid in the current cycle
than is normal.

These comparisons strongly suggest that in 1975 the demand for
Mi—given 'levels of income and interest rates—failed to grow
along the- paths indicated by historical relationships. One reason for
this change may be that when interest rates move abruptly to new
historical highs, the public is jogged into new ways of economizing
on non-interest-bearing forms of money. Once learned, • these- -new
habits are not quickly reversed even when interest rates recede
again. Since interest rates jumped to new record levels in the sum-
mer of- 1974, they may have exerted a ratchet effect of this type on
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succeeding demands for narrowly defined money. At the same time
a number of recent innovations in financial practice are becoming
more widely adopted and are probably contributing to the increased

Income velocity of money, and Treasury bill rate
6 postwar recoveries

Vi =
GNP
Mi

Trough quarter=100

120

1975-76
110

100

GNP
M2 120

.1975-76

4 others

110

100

Treasury bills
3-month

1975-76

220

180

140

100

- 4 - 2 Trough +2 +4 +6
Data are at seasonally adjusted annual rates of growth. U.S. Treasury bill rate, market

yields on 3-month issues. Note differences in scales.
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efficiency-in -money use—although-lew data are available to docu-
ment, the quantitative significance*of these- changes.

Several such.innovations were, initiated.late in. 1974..and In 1975.
Near the end of 1974 governmental units were permitted for ...the Irst
time to hold savings deposits at commercial banks. And on govern-
mental'holdings of time deposits with denominations of less than
$100,000, banks were authorized to pay'interest rates as high as the
maximumjate permitted on similar accounts'at other types of Federally'
insured-depositary institutions. In April-the-Federal Reserve allowed'
member, banks to begin offering the service of transferring-funds- from
savings accounts to demand deposits, by telephone* In September banks
(like other, thrift institutions before them) were allowed to-., offer non-
negotiable transfers to a third party directly from savings accounts.
Finally, in November banks were authorized to allow businesses to
hold savings" deposits of as much'as' $150,000 per firm (per bank).

Quantitatively the November 1975 action may have been the'most
important-of these changes; by early-1976 the volume of business
savings- accounts had grown to an estimated $3 billion—although, of
course., not .all .of. this increase was ...at..the .expense of demand de-
posits. In Massachusetts and. New Hampshire the congressionally
mandated NOW account experiment that was started in 1974 had
accumulated accounts totaling $750.million by the end of 1975. This
experiment 'permits commercial banks, mutual savings banks, and
savings and' loan associations to offer savings accounts subject'to
withdrawal by-negotiable order. In January 1976 financial "institu-
tions ..in. the four other New England States were also-authorized to
offer NOW accounts; thus, the use of savings accounts for. transac-
tions purposes can be expected to spread.

From the fragmentary data available it is not possible to say to
what extent innovations in deposit instruments are creating perma-
nent ' reductions in the demand for money as narrowly defined.
While the innovations introduced in 1975 probably account for only
a portion- of the recent shortfall in money growth, the'direction of
their influence is clear, and the public's efforts to improve--interest
returns on money and liquidity balances may well continue.

Given this obvious potential for continuing changes in the*.public's
demand for Mu and the evident recent variability in these demands,
it is clear that the System cannot rely on the narrowly defined money
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stock—or any other single variable—as an intermediate objective of
monetary policy. The behavior of given financial aggregates must
always be interpreted in relation not only to the performance of
other money and credit aggregates and credit market conditions, but
also to the performance of the real economy.

Bank reserves

The total supply of reserves available to banks contracted during
most of 1975, but then expanded during the final quarter. Even in
the quarters when total reserves were contracting, total bank deposits
were able to grow because the structure of accounts shifted to forms
that require fewer reserves.

In particular, the average maturity of time deposits lengthened ap-
preciably. Since reserve requirements are lower on longer-maturity
time accounts than on short-, this lengthening of maturities released
more than $1.7 billion of reserves during the year. Another $300
million of reserves were released by reduction in requirements on non-
deposit sources of funds. In the final quarter of the year, however, re-
serves released through the lengthening of time deposit maturities were
no longer sufficient to support the general deposit expansion, so the
System used open market operations to increase the seasonally adjusted
total reserve base.

AGGREGATE FLOWS OF FUNDS

Aggregate flows of funds in 1975 were strongly influenced by the
deepening recession early in the year and the moderate economic
recovery thereafter. The dominant borrower was the Federal Govern-
ment whose requirements expanded by $73 billion to a record $85
billion—as Table 7 shows. This huge Federal need developed largely
because the recession limited Treasury tax receipts and generated
higher compensatory Federal spending. However, discretionary
policies initiated to stimulate economic recovery through reductions
in tax rates also contributed to the size of the deficit.

Despite the record upsurge in Federal uses, total funds raised in
credit and equity markets during 1975 experienced a year-to-year
drop of $9.6 billion, with funds raised outside the Federal sector
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7. Funds raised in credit and equity markets
In billions of dollars

Sector, or type of instrument 1974
1975 i

Total funds raised

B> sector:
Nonfinancial sectors.

U.S. Government - . . .

Other.
N on financial business.
State and local government.....
Households. .
Foreign.

Financial sectoi s
S p o n s o r e d c r e d i t a g e n c i e s . . . . . . . .
P r i v a t e financial s e c t o r s . . . . . . . . . .

B y t y p e o f I n s t r u m e n t :

U.S. Government securities
Public debt and budget agency

securities
Sponsored credit agency secur-

ities

Corpora te and foreign b o n d s . . . . . . .
Corpora te equities
State and local government debt 3 . » .

Mortgages.
Residential . . . . .
O t h e r . . . . . . . . . .

Bank loans n.e ,c.
Open marke t paper plus R p ' s . . . . . . .
Consumer credit
Loans from home loan b a n k s . . . . . . .
Other K ,

218.1

1S0.1
12.0

168.1
92 .1
16.6
44 .0
15.4

38.0
22.1
15.9

33.5

12.0

21.4

23.3
4.6

17.4

54,5
37.9
16.6

39.5
13.6
9.6
6.7

15.4

208.5

197.3
§5.2

111.9
43,4
13.2
43.3
12.0

11.3
10.3
1.0

95.4

85.2

10.1

34.5
10.0
15.4

54,6
41.5
13.1

-12.9
. 1.3

5.3
-3 .9

8.8

P4.8

164.3
71.9

92.3
36.6
12.6
35.5
7.8

10,6
10.5

.1

81.4

71.9

9.4

49.4
6.9

14,0

45,4
33.0
12.4

-38.1
14.6

- 2 . 5
-10.5

14.2

Q2

200.8

200,8
95.9

104,9
37.2
17.0
39.3
11,4

-.1
7.6

-7 .7

102,2

95.9

6.5

36.1
12.8
20.1

56.0
41.2
14,8

-13.9
-10.8

- . 6
-5 .7

4.6

! Qi

Mi.8

198,9
94,1

104.9
38.1
12. S

• 41,7
12.3

17.9
7.9

10.0

101,8

94.1

7,3

1,9.5
8,2

14.5

54.7
42.5
12.2

- 6 . 3
1.8

11.6
- . 2
11.2

| Q4

241.7

225.0
78.9

146.2
62.0
10.6
56.8
16.8

16.7
15.2
1.5

96.1

78.9

17.1

32.9
12.0
12.8

62,4
49.2
13.2

6,7
- . 3
12.7

,7
5.7

1 Quarterly data are seasonally adjusted annual rates,
2 Public debt securities and budget agency securities.
8 Includes both short- and long-term borrowing.
4 Includes mutual fund shares.

NOTE.—Data are from Federal Reserve flow of funds accounts. Rp's = repurchase agreements.

down nearly $83 billion. Most of this contraction occurred among
nonfinanclal businesses, where net demands on credit and equity
markets dropped to less than half the 1974 total. Federally spon-
sored credit agencies also borrowed less as funds again lowed more
freely to residential mortgage markets through private channels. And
inancial Institutions In general—with their normal sources of funds
regenerated—reduced their reliance on security market financing.
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The 1975 shrinkage In credit and equity market demands of busi-
nesses reiected a dramatic year-to-year turnaround In corporate cash
flow. Businesses usually experience some regeneration of cash flow
during periods of economic recession and reco¥ery as they reduce
inventories and try to cut costs to improve profitability. In 1975,
however, the dimensions of the cash resurgence were much larger
than usual because efforts to hedge against Inflation had so exag-
gerated the earlier Inventory build-up. In addition, corporate profit-
ability Improved markedly after midyear—more so than in most of
the earlier postwar recoveries.

On the supply side of financial flows, the largest dollar Increase in
funds provided to credit and equity markets was at nonbank thrift
Institutions, where the volume of funds available was more than
twice that In 1974—as shown In Table 8. Since rates paid on most
thrift accounts remained at their ceilings, the across-the-board de-

8. Funds supplied in credit and equity markets
In billions of dollars

Sector suppl \ ing

All sectors

All sectors to nonfinanciai s e c t o r s . . . . .

U.S. Govt . and sponsored credit
agencies, . . . . . . . . . . . . . . . . . . . . . .

F .R. System . . . . . . . . . .
Foreign sources

P r i v a t e financial i n t e r m e d i a r i e s , . . . . . . .
C o m m e r c i a l b a n k s . . . . . . . . . . . . . . . .
T h r i f t i n s t i t u t i o n s . . . . . . . . . . . . . . . . .
I n s u r a n c e a n d p e n s i o n f u n d s . . . . . . .
O t h e r . . . . . . . . . . . . . . . . . . . . . . . . . . . .

M E M O : F u n d s r a i s e d b y p r i v a t e finan-
c i a l i n t e r m e d i a r i e s . . . . . . . . . . . . . .

Private domestic nonfinanciai investors, .
Households
Nonfinanciai business
State and local governments. . . . . . . .

MEMO: Net change In deposits and
currency held by private domestic
nonfinanciai sectors.

1974

218.1

180.1

31.5
6.2

12.1

137,5
64.6
27.0
41.0
4.9

15.9

30.8
22.1
8.4

.3

82.8

1975

208.5

197.3

22,1
8.5
8.0

130,1
26.6
56.3
48.7

-1 .5

1.0

39,8
11.8
22.3
5.7

100.3

0 1

174,8

164.3

29.3
9.0

22,0

90,6
-15 ,9

52.8
43,9
9,8

,1

24.0

15,5
9.0

75.3

1975

Q2

200.8

200.8

14.8
5.0
7.1

160.9
49.5
65.5
54.2

- 7 . 7

1J.0
- 1 3 . 6

31.3
- 4 . 7

150.2

i

Q3

216.8

198.9

17.9
19.8

— 3.3

127,7
37.5
57.4
46.6

-13.8

9.9

54.7
33.6
11.9
9.2

78.6

Q4

241.7

225.0

26.5
.4

6.4

141,2
35.2
49.4
50.3
6.3

1.5

67,4
27.6
30.4
9.4

97.0

1 Quarterly data are seasonally adjusted annual rates.

NOTE.—Data from Federal Reserve iow of funds accounts.
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cline in yields on competing market securities added significantly to
the investment appeal of thrift instruments, MoiifinanciaJ corpora-
tions and State and local governments also supplied more funds in
1975 than in 1974 in. the process of rebuilding liquid assets.

Households supplied substantially fewer funds directly to credit
and equity markets—as is usually the case when cyclical declines in
market interest rates shift household InYestment preferences toward
thrift accounts. At commercial banks, however, the large year-to-
year reduction in total funds being supplied was sharply at odds with
past cyclical experience. This tendency for bank assets to shrink,
rather than expand as in past cycles, was due largely to the unusual
dimensions of business loan repayments and the associated decision
of bankers to' permit heavy net redemptions of their large CD's. In
addition, the increased emphasis by banks on conservative asset man-
agement, in the face of large potential loan losses, appears to have
been an important factor.

Federal sector

The huge dimensions of the Federal deicit financing task for 1975
first came into sharp focus during the latter part of the first quarter
when the Congress was completing action on the Tax Reduction Act.
The magnitude of this prospective Federal need contributed to the
general backing up of longer-term interest rates in late winter. But
the major pressure from Treasury financing did not develop until the
third quarter. During the second quarter, in fact, long-term rates
receded somewhat from their late-winter highs.

It was not apparent much before midyear that economic activity
was turning up? and with monetary policy accommodative, short-term
interest rates in the second quarter continued to trend downward.
Moreover, while the burden of Treasury financing when measured
on a seasonally adjusted basis did bulk largest during the second
quarter—when Federal tax rebates and special social security pay-
ments were being disbursed—it was appreciably smaller than in the
other quarters before seasonal adjustment. In additioe? a sizable
share of the second-quarter Federal outlays were* simply channeled
into deposits at intermediaries and then partly reinvested in the ex-
panding Treasury debt.
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In the third quarter the large Treasury financing need had to be
accommodated in a rather different financial climate. Incoming data
showed a marked upsurge in the real economy, and interest rates
generally came under upward pressure. In this period many financial
market participants began to wonder whether the feared possibility
that hea¥y Federal financing would "crowd out" other borrowers
might not actually materialize. In particular, with increased rates
on competing market securities threatening to erode the investment
appeal of thrift accounts, managements at financial intermediaries
became hesitant about entering into new mortgage commitments. In
the process, the pressures caused by rising security market rates
spread rather quickly to mortgage loan rates.

Investors remained cautious about the interest rate implications of
Federal deficit financing into the early fall, when the Treasury offered
several debt issues—in both the bill and note sectors. As a result of
this bunching of new issues, financial markets continued under some
tension. The general easing of money market rates in October, however,
quickly relieved this strain, and thereafter Treasury yields trended
generally downward.

Business sector

The most significant changes in business financing during 1975 were
the substantially reduced over-all volume of funds raised in credit
and equity markets and the marked shift of emphasis from short- to
long-term financing. Total funds raised dropped by about $49 billion
relative to 1974, but the volume of stock and bond financing was
nearly $13 billion larger than in 1974. Thus, the over-all level of
stocks and corporate bonds outstanding expanded a record $37 billion
in 1975 while outstanding business loans at banks contracted about
$13 billion. The latter reduction contrasted sharply with 1974 when
loans to business had expanded nearly $30* billion.

The shrinkage of business loans at banks was largest during the
first half of the year when nonfinancial corporations were cutting
their in¥entories sharply. In that period^ while inventories were con-
tracting at about a $23 billion annual rate, loans at banks declined at
roughly the same rate. At the same time rapid expansion, in. outstanding
corporate bonds and stocks—at a $46 billion annual rate—was pro-
viding an alternative source of funds.
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Later in the year? when inventory liquidation tapered off, the con-
traction in business.loans at banks, also slowed; nevertheless outstanding
loans still experienced some further attrition in the fourth quarter. A
major factor helping to.minimize..business needs for bank...financing as
the economy recovered was the sharp step-up in corporate profits be-
ginning in the second quarter,. While.business reliance on- capital market
financing also moderated somewhat as the year progressed, the slowing
of the decline in bank lo-ans was-a more-significant factor in-their total
financing arrangements. Consequently, business reliance on, short- and
long-term-instruments-taken together began to pick-up-after-the first
quarter—and was largest in, the final quarter.

Because -of the increased • general emphasis on - credit' • quality,
direct access to public securities markets was limited during much of
the-year for corporations with less than the highest credit ratings." This
greater stress on quality was evident in the sharp widening of spreads
that developed 'between secondary market yields on corporate' bonds
in different rating categories. By early 1976? however, after the
general course of interest rates had turned down again, businesses with
less than the highest ratings had regained access to the public market.

State and local governments

Borrowing by State and local governments remained quite heavy
in 1975 as a sharp deterioration in. financial positions forced some
units to raise money in circumstances they would rather have avoided.
On the one hand, the recession exerted a squeeze on State and local
tax receipts while adding to welfare expenditures. On the other hand,
the inflation raised operating outlays—particularly for fuel, but also
for salaries and wages as municipal employees in key areas bar-
gained aggressively for expensive labor settlements and resisted labor
force reductions.

In the face of these unusual pressures State and local government
borrowing in 1975 was only moderately below the near-record vol-
ume of 1974. However, the 1975 total overstates the willingness of
municipal investors to absorb new debt, since most..of the $3.8
billion of gross debt issued by New York City to meet its second-
half deicit .and refunding requirements had to be distributed- outside
regular market channels.
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The heightened quality-consciousness of investors in municipal
securities surfaced early in the year when the New York Urban
Development Corporation was forced to default on a short-term note
issue and bank loan. Attention then focused on other major borrow-
ing units that were reported to be experiencing financial difficulties—
forcing yields on their securities to unusually wide spreads over the rest
of the market.

As the year progressed, normal market channels for distributing
debt instruments of New York City dried up. When the efforts of
New York State to' fill this gap through the establishment of a Munici-
pal Assistance Corporation also proved insufficient, the State itself
borrowed to lend to the City, By late fall the odds that the City would
default and possibly trigger a larger default by the State, and by its
agencies as well, seemed very high.

Market tensions created by this possibility were finally relieved
when the Federal Government elected to assist the City directly on
a temporary basis in conjunction with a 3-year plan to restructure
the City's debt and balance its budget. Passage of a tax package to
ease the State's own budget problems also served to reassure market
participants. Yields on municipal securities then receded substantially
from their late fall highs, even though the over-all volume of new
State and local government debt offerings remained large.

Household sector

Funds raised by households in credit markets totaled about the same
in 1975 as in 1974, but the quarter-to-quarter growth trend in the 2
years was different—up in 1975, and down in 1974—as the chart
shows. Mortgage borrowing by households reached its recession
low in late 1974 aed then .rose gradually throughout 1975. Consumer
instalment credit also followed a pattern of cyclical decline and recov-
ery, but the pattern, differed from mortgage credit in timing and extent
of change—showing some net contraction in late 1974 and early
1975, substantially wider fluctuations, and a later upturn. While inter-
est rates on home mortgages declined more than 100 basis points dur-
ing 1975—from their record 1974 levels of 10 per cent or more—the
typically more rigid rates for consumer instalment loans eased only
slightly.
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Funds raised by households in credit markets
Net change, billions of dollars

1972 1973 1974 1975
Flow of funds data. Total includes some items not shown separately.

The upswing in home mortgage borrowing was attributable to
sharp increases in sales of existing houses and to expanded financing
of new home sales. Borrowing was concentrated more heavily than
usual at savings and loan associations, which accounted for more
than three-fifths of the net expansion in home mortgage debt during
the year.

The first-half contraction of instalment debt, along with a gradual
reduction in delinquency rates, placed consumers in a better position
to expand spending and borrowing for consumer durable goods. At
midyear, following the upturn in real disposable income, credit-
financed spending was accelerating again, and by the fourth quarter
consumer instalment debt was growing at a 7 per cent annual rate.
However, this was still only about half the peak rate reached in the
first half of 1973. The sharpest reductions in consumer instalment
borrowing occurred early in 1975, chiefly at commercial banks, but
consumers continued to borrow from credit unions throughout the
year at close to the prerecession volume. Growth in share accounts
at credit unions averaged 20 per cent for the year.

Depositary institutions

In contrast to the highly unusual efforts of commercial bankers to
shrink their total footings, management strategies followed at non-
bank thrift institutions in 1975 were more typical of those normally
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pursued in recession and recovery periods. The combination of
special cash disbursements by the Federal Government and of re-
duced yields on market securities generated lieaYy net inflows of
funds to the nonbank institutions—particularly during the late spring
when the Federal payments were concentrated. Although the tem-
porary rise in market rates during the summer and the sharp pick-up
of retail sales at year-end produced some slowing of growth in thrift
accounts relatiYe to the record second-quarter pace, inlows remained
quite strong throughout the }\ar, and again in early 1976, when
they surged to new records.

During the initial months of 1975 nonbank thrift institutions
placed major emphasis on. impro¥ieg their liquidity positions—repay-
ing high-cost borrowing and enlarging liquid asset holdings. Additions
to liquidity were encouraged by actions of the Federal Home Loan
Bank Board that raised the share of assets that savings and loan,
associations were required to hold in liquid form. The liquidity pref-
erences of thrift institutions were also reinforced by the backing up
in market rates on longer-term securities late in the first quarter and
again in the summer. These episodes tended to maintain management
sensiti¥ity to the risks of possible renewal of disintermediation; they
also encouraged management to hold deposit rates at the allowable
maximums, although ad¥ertisiog of the highest rates was not uni-
formly aggressiYe in all parts of the year.

As their rates of deposit growth increased, nonbank thrift insti-
tutions stepped up their mortgage lending. In fact, most of the
year's financing of residential housing by private lenders was provided
by eonbaek thrift institutions. At savings and loan associations, which
account for the bulk of mortgage credit ad¥aeced by thrift institu-
tions, outstanding loan commitments on housing rose to more than
$18 billion in the fourth quarter—the largest volume since the sum-
mer of 1973 when they were only moderately below the record
established early that year.

At commercial banks, the increased emphasis on conservative
management policies was reflected in both the general shrinkage of
total assets and a shift to assets of higher quality and greater liquidity.
Thus, while bank holdings of U.S. Treasury securities grew $3G* bil-
lion in 1975—after showing only minimal growth in 1974—holdings
of all other key types of assets grew substantially less. Additions to
holdings of non-Treasury securities were $3 billion less than in 1974;
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expansion in mortgages was nearly $10 billion, smaller; and loans
other than mortgages actually contracted by $9 billion over the
year—after, growing. $42 billion In 1.974.

The general reduction in risky assets was matched on the liability
side of bank balance sheets by cutbacks in usage of the more costly
sources of funds. In particular, the outstanding volume of large-
denomination bank CD's dropped $17 billion.

Conservative policies were also relected ie bank attitudes toward
lending rates. Although the rate on prime business loans declined
nearly 4 percentage points to 6% per cent from the end of 1974
through early 1976, the prevailing baek prime rate remained on the
high side throughout 1975, relati¥e to rates being paid by prime
business borrowers ie the commercial paper market. Bankers "appar-
ently concluded that with business short-term borrowing demands
on the low side, CYCE a sharp reduction in the prime rate would fail
to elicit'significant additional demands for loans, whereas the'poten-
tial loss of baek re¥enu.e from such a change might prove counter-
producti¥a in a year when, earnings were being significantly affected
by the -need to establish reserves for larger potential loan losses.-
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37

Monetary Policy
and Financial Markets

Monetary policy in 1976 sought to foster financial conditions that
would facilitate expansion in economic activity without aggravating
the troublesome problem of inflation. These objectives were broadly
realized; the financial conditions that emerged were sufficiently ac-
commodative to support continued economic expansion, and addi-
tional progress was made in dampening inflation.

Monetary growth in 1976 was relatively expansive as compared
with similar stages of earlier economic upswings. The liquidity posi-
tions of both borrowers and lenders were strengthened somewhat
further. And in sharp contrast to the rising pattern usually evident
in cyclical recoveries, interest rates declined to levels below those
reached in the recession. While the behavior of interest rates was
due in part to the unusual cyclical slackness of business credit de-
mands and the general slowing of real economic growth as the year
progressed, the rate declines also appeared to reflect a dampening of
inflationary expectations.

Monetary aggregates

Growth in the major monetary aggregates was close to the projected
12-month ranges that the Chairman of the Federal Reserve Board
of Governors had reported to the Congress in February 1976.1 The
narrowly defined money supply (Mt)—which includes currency and
demand deposits held by the public—grew 5.7 per cent from the
fourth quarter of 1975 to the fourth quarter of 1976—well within
the range announced in February.

Growth rates for the broader measures of money, while also close
to the ranges projected by the Federal Open Market Committee
(FOMC), were just above the upper limits of those ranges, as shown
in Table 3 on page 44. Specifically, M2—which adds savings and
consumer-type time deposits at commercial banks to M1—increased

!See pp. 82-93.
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38 Monetary Policy

10.8 per cent. And M3—which adds deposits at savings banks,
savings and loan associations, and credit unions to M2—increased
12.7 per cent. Compared with rates in 1975, growth of Mt in 1976
was \lA percentage points faster, while for M2 and M3 it was 7}/i and
\x/i percentage points faster, respectively.

Interest rates

The general drop in interest rates over the course of the year ranged
to a little more than 1 percentage point in markets for short-term
securities and to as much as \l/i percentage points in markets for
long-term securities. The unusually large decline of long-term rates
relative to short-term rates was attributable in part to special factors
such as the alleviation of earlier crisis conditions in the municipal
bond market. More generally, however, it reflected the moderation of
market expectations regarding inflation.

At the end of 1976 the average yield on 20-year municipal bonds
in the Bond Buyer series was 1% percentage points below the record
high reached at the height of the New York City crisis in the fall
of 1975. Yields on new issues of the highest quality corporate bonds
were down 25/s percentage points from their record 1974 high to less
than 8 per cent, and 90-day Treasury bills were yielding about AVA
per cent—less than half their high in 1974 and the lowest level
since late 1972.

Other financial conditions

In 1976 borrowers and lenders generally maintained the greater em-
phasis on strengthening financial positions that had first been evident
during the 1974 recession and had continued through 1975. Among
borrowers, nonfinancial businesses in particular continued to em-
phasize strengthening of liquidity and funding of short-term debt,
while pursuing relatively cautious policies on spending for inven-
tories and plant and equipment. Although the external financing re-
quirements of businesses did expand, the increase was relatively
modest for the stage of the cycle, and a substantial part of the
funds thus acquired were used to enlarge holdings of liquid assets.

Emphasis on more conservative financial policies also persisted
among lenders, particularly commercial banks. While the continuing
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slackness in business demands for short-term credit acted as a brake
on business loan growth, expansion in total bank credit was also
exceptionally small for a period of rising economic activity. The
prime rate charged on short-term bank loans to businesses generally
responded with only a short lag to sustained movements in short-
term market rates, but the spread of the prime over such rates re-
mained unusually large, diverting some credit demands from banks
to other markets. Bank loan expansion picked up in the second half
of the year, and late in the year some banks began to shade their loan
terms with a view to seeking more rapid loan expansion.

Improvement in the general financial condition of the economy
received a substantial boost from advances in stock prices early in
1976. Within a few weeks stock quotations added another 14 per
cent to the 45 per cent gain in stock values posted from late 1974
through 1975. Over the rest of 1976, however, as judgments about
the future course of the economy became more uncertain, share prices
showed only modest further net gains. While the Dow-Jones average
of industrial stock prices was slightly above 1,000 at year-end—
compared with a level of about 850 a year earlier—more than half
of this net gain was erased during the first quarter of 1977.

Situation in early 1977

Market interest rates also reversed course in early 1977, turning up
from their late 1976 lows. These increases were basically attributable
to market expectations of better economic performance and increased
pressures on financial markets over the months ahead. Expectations
were being influenced not only by the emerging evidence of actual
economic improvement but also by the new administration's plans
for stimulus to the economy through fiscal action.

However, supplies of loanable funds remained sizable in early
1977. This was particularly evident in mortgage markets, where the
ample availability of funds to finance housing outlays was expected
to provide important further impetus to the economic advance.
Savings and loan associations had made record extensions of home
mortgage credit during 1976 without reducing their liquid assets;
while their outstanding commitments to lend had also risen sharply
to a new record, the industry in early 1977 appeared to be well
situated to continue its role as primary lender for housing.
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40 Monetary Policy

Commercial banks also seemed to be in a good position to sup-
port the economic expansion. By following relatively conservative
lending policies in 1976, they had continued to liquidate loan losses
carried over from the recession, had added to liquidity, and yet had
maintained their profitability. Thus they possessed substantial flexi-
bility to meet growth in business loan demands in 1977.

Demands for bank credit from nonfinancial businesses were
expected to accelerate during 1977—particularly to cover projected
growth in inventories. But over-all business needs for bank financing
were expected to be quite moderate compared with past periods of
cyclical expansion. This prospect was given added credence by the
heavy volume of corporate financing being undertaken in capital
markets early in 1977.

I N T E R E S T R A T E C H A N G E S W I T H I N 1976

Intr ay early swings in interest rates were quite moderate during 1976
compared with other recent years, as the accompanying chart shows.
However, a significant temporary rate back-up did develop in the
second quarter.

As the year began, interest rates were continuing the sharp general
decline that had begun in the preceding autumn. Financial markets
were being affected by a combination of further easing actions by
the Federal Reserve and by data showing that the growth of M1

was continuing to fall short of the FOMC's reported 12-month range.
The System's easing actions included an early-January reduction in
member bank reserve requirements on intermediate-term time de-
posits; a mid-January cut in the discount rate from 6 to 5Vi per cent
on member bank borrowing at Reserve Banks;2 and an associated
decline in the Federal funds rate*—from 5Vs per cent to 43A per cent.

The second-quarter interruption in the 1976 trend to easier credit
conditions was reflected primarily in interest rates on market securi-

2 For more information on actions affecting required reserves in 1976, see
pp. 155-56 of this REPORT and pp. 140 and 141 of the Board's ANNUAL
REPORT for 1975. For more information on discount rate actions in 1976 see
pp. 160-68 of this REPORT.

3 Federal funds are principally overnight loans of immediately available
funds between banks and certain other eligible lenders. The interest rate at
which these funds are traded is highly responsive to Federal Reserve open
market actions that change the aggregate volume of reserves available to
member banks.
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ties. Advances in market rates during this period ranged from XA to
3A of a percentage point on short-term instruments, and from 3/s to
V2 of a percentage point on long-term instruments.

Interest rates

Short-term

Per cent per annum

12

10

^J Treasury bills
3-month

Long-term

Conventional
mortgages
HUD

1973 1974 1975 1976 '77

Monthly averages except for conventional mortgages, which are 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, rates on first
mortgages in primary markets, unweighted and rounded to nearest 5 basis points, from
Dept. of Housing and Urban Development; Aaa utility bonds, weighted averages of new
publicly offered bonds rated Aaa, Aa, and A by Moody's Investors Service and adjusted
to a Aaa basis; U.S. Govt. bonds, market yields adjusted to 20-year constant maturity
by U.S. Treasury; State and local govt. bonds (20 issues, mixed quality), Bond Buyer.

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

1976



42 Monetary Policy

The immediate trigger of this interest rate back-up was an increase
in the bellwether Federal funds rate—to around 5Vi per cent—which
reflected a decision by the Federal Reserve to become somewhat less
accommodative in providing reserves to the banking system. This
policy modification was prompted by evidence that growth of the
narrowly defined money stock had ballooned in April to an extra-
ordinary 15 per cent annual rate. The April acceleration followed
2 months in which: Growth of M1 had already resumed a relatively
rapid pace; average growth of the broader money measures had ex-
ceeded slightly the Federal Reserve's desired longer-term ranges; and
economic expansion had been substantially more rapid than antici-
pated. Although technical factors—including a sharp decline in the
Treasury's cash balance—appeared to have contributed to the out-
sized growth of money in April, it was clear that any persistent
overshooting of monetary growth could risk a serious setback to the
progress being made on inflation.

By early summer, however, it became evident that growth in both
the monetary aggregates and real economic activity had moderated
again. Open market policy, therefore, resumed a more accommoda-
tive stance, and interest rates again trended downward.

By late summer the renewed decline in interest rates had carried
yields in bond markets back to their April lows. Over the remainder
of the year bond rates declined another Vi to 5/s of a percentage
point, with the bulk of the drop occurring in the final 6 weeks. Much
of this further decline was attributable to downward revisions in.
market forecasts of future interest rates, as incoming evidence indi-
cated that the economic expansion was falling persistently short of
expectations and as monetary policy was adjusted accordingly. In
addition, pressures from business demands on capital markets
moderated a little relative to those evident in the first half of the year,
and the cash requirements of the U.S. Treasury—which were being
financed largely through sales of intermediate-term debt—were not
quite so large as initially anticipated.

The more accommodative thrust of monetary policy after mid-
year was, as usual, reflected most directly in the level of the Federal
funds rate. After peaking at a little over 5Vi per cent around mid-
year, the funds rate dropped to around 5V4 per cent in late July and
fluctuated around that level through the rest of the summer. Around
mid-October, when the dimensions of the reduced third-quarter pace
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of the economic expansion became fully documented, the funds rate
was reduced again to around 5 per cent. Then in late November, in
conjunction with a lA -point cut in the Federal Reserve discount rate
to 5V4 per cent, the funds rate dropped to 4% per cent. This matched
the earlier low reached in the first quarter. At year-end, following a
mid-December announcement by the Board of an additional reduc-
tion in reserve requirements—this time on member bank demand
deposits—the rate on Federal funds dropped slightly further to
around 45/s per cent.

M O N E Y A N D R E S E R V E A G G R E G A T E S

During 1976 the Chairman of the Board of Governors continued the
practice—begun in May 1975—of explaining the FOMC's projected
12-month growth ranges for M1? M2, and M3 to the banking com-
mittees of the Congress. As in 1975, he reported quarterly, alternat-
ing his appearances between the_House and Senate committees. To
maintain the forward-looking perspective requested by the Congress,
the projected 12-month growth ranges were calculated from quarterly-
average base periods that were moved ahead one quarter at each
reporting.

For all of the 12-month periods since the FOMC began reporting
long-run ranges for the aggregates, the actual pace of monetary
expansion has been broadly in line with the announced ranges—as
Table 3 on the next page shows. The general pattern that emerged
in these periods was that on the average the rate of growth in Mt—
though varying widely from month to month—remained just within
or slightly below the lower ends of its ranges, while the broader
aggregates expanded more smoothly at an average pace near the
upper ends of their respective ranges.

The shortfalls in the growth of M1 from the projected ranges re-
flected in large part continued innovations in financial technology
that offered the public substitutes for demand deposits. (The impli-
cations for growth in the monetary aggregates of these innovations
in financial technology are discussed more fully on pages 48-53.)
The rates of growth of the broader aggregates were somewhat higher
than expected, primarily because savings flows to depositary insti-
tutions strengthened when market interest rates during the latter half
of 1975 and most of 1976 proved to be lower than anticipated and,
on balance, near or below regulatory ceilings.
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3. Projected and actual growth rates of monetary aggregates,
1975-76 *
In per cent

Period

March 1975 to March 1976:
Projected range
Actual

1975 Q2to 1976 Q2:
Projected range
Actual

1975 Q3 to 1976 Q3:
Projected range
Actual

1975 Q4 to 1976 Q4:
Projected range
Actual

Mi

5—7^2
4.9

5—7̂ 2
5.2

5—7y2
4.5

41/2— 7 V2
5.7

M2

8y2—10 y2
9.6

8>/2 —10»/2
9.6

iVi—ioy2
9.3

7y2—10V2
10.8

M 3

10—12
12.2

10—12
11.9

9—12
11.5

9—12
12.7

1 Projected ranges are 12-month ranges adopted prospectively by the FOMC 1 year prior to the end-
points shown in the table. Actuals are growth rates actually realized. The initial 12-month range estab-
lished in March 1975 used the average for that month as the base; all subsequent ranges were based on
quarterly averages; thus the 12-month period ending with the second quarter of 1976 started with the
second quarter of 1975 as the base, and so on.

At the first FOMC meeting in 1976 the Committee adopted 12-
month growth ranges for the monetary aggregates (covering the
period from the fourth quarter of 1975 to the fourth quarter of 1976)
of AV2 to IV2 per cent for M2; IV2 to \W2 per cent for M2; and
9 to 12 per cent for M3. While the ranges for the broader aggregates
were left unchanged from those adopted in the previous quarter, the
bottom end of the range for M1 was lowered V2 of a percentage point.
This widening of the range for Mt was designed to allow, among
other things, for the shift in business deposits from demand accounts
to savings accounts that had begun in late 1975 when commercial
banks were first authorized to offer business savings accounts.

In April, when the Committee moved its policy horizon to the
12 months ending with the first quarter of 1977, it lowered the upper
limits of the growth ranges for M± and M2 by V2 of a percentage
point. These reductions—coming at a time when the economic re-
covery appeared to have gained strength and the rates of growth of
these two aggregates were near or below the middle of their ranges—
were considered small and prudent steps toward the longer-term ob-
jective of returning growth in the monetary aggregates toward rates
consistent with general price stability. The Committee retained the
range for the growth of M3 adopted previously because it appeared
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that flows into nonbank thrift institutions—which typically have been
a major source of financing for home purchases—would remain
strong relative to flows into commercial banks.

By the time of the July meeting, there were some signs that the
cyclical rise in economic activity was moderating. But in light of the
historical evidence that economic recoveries rarely proceed evenly, it
was thought to be imprudent to overreact in the direction of ease, as
there was a continuing danger of reigniting inflationary expectations.
Consequently, the Committee left its range for M, unchanged for the
new 12-month period ending with the second quarter of 1977, but
narrowed slightly its ranges on the broader aggregates because higher
market interest rates appeared to have slowed the inflows of savings
funds to all depositary institutions. The upper end of the range for
M., was lowered by Vi of a percentage point while that for MV) was
moved down by 1 percentage point.

At its November meeting the Committee again revised its longer-
run growth ranges slightly. It lowered the upper limit of the range for
M, by another V2 of a percentage point; at the same time, however,
it raised the upper limits of the ranges for the broader aggregates
by equivalent amounts. These moves were designed to take account
of the continued constraining effects of financial innovations on the
growth of Mu while allowing for the unanticipated stimulus to growth
of time and savings deposits that had developed because market
interest rates remained below expected levels.

At its first meeting in 1977 the FOMC made no change in the
longer-run range for Mx but reduced the lower ends of the ranges
for M> and M.{ by V2 of a percentage point. By lowering the lower
limits of the ranges for the broader aggregates, the Committee not
only was allowing for an expected future moderation of savings
inflows but also was signaling its longer-run intention of gradually
moving growth in these measures of money toward rates consistent
with price stability.

Performance of the aggregates

The pattern of expansion in the monetary aggregates showed con-
siderable month-to-month volatility during 1976, particularly for
Mx. But for the year as a whole, all of the key measures of money
experienced somewhat faster growth than in the previous 2 years—
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as Table 4 shows. A pick-up in the growth of Mx occurred despite
increased use of interest-bearing substitutes for demand deposits—
which may have depressed expansion in M1 by possibly W2 per-
centage points over the year. The rapid growth in the broader aggre-
gates strongly reflected the decline in market interest rates relative to
rates paid on time and savings accounts at depositary institutions.

4. Growth in monetary aggregates
In per cent

Period

1973
1974
1975
1976

1976—Ql
Q2
Q3
Q4

M\

6.2
5.1
4.4
5.7

2.9
8.2
4.4
6.8

M 2

8.8
7.7
8.3

10.8

9.9
10.5
9.1

12.2

M 3

9.1
7.1

11.1
12.7

11.4
11.8
11.4
14.2

1 Mi = currency held outside the Treasury, Federal Reserve Banks, and the vaults of all commercial
n l / c n i n e n o m o t i r l *"4 *a K\/-\ n * 4-trt /-*̂ -V»̂ »* + Viof» i n • ^ I ' K I M L ' nnsA I I C ~̂i/™\« i£\*~r*t *-v-*̂ v» •#• A sf — —»• li M. v îa-an 4-\wm *-»•-* *-l

loan associations, and shares at credit unions.
NOTE.—Incorporates revisions in money stock and related measures based on benchmark data for

nonmember banks derived from reports of condition through September 1976, as well as revisions in
seasonal adjustment factors. Quarterly rates of growth are derived by relating daily-average data for a
quarter to those for the year-earlier quarter; quarterly rates are seasonally adjusted and annualized.

While expansion in Mx during the first quarter of 1976 was still
relatively slow when measured on a quarterly-average basis, it accel-
erated noticeably in February and March. The more stimulative
monetary policy initiated in the closing months of 1975 contributed
to this quickening. In addition, with yields on short-term market
securities dropping below regulatory rate ceilings on passbook-type
savings accounts for the first time since 1972, savings instruments
became a significantly more attractive form in which to hold liquidity.
The resulting surge in savings flows to depositary institutions sharply
accelerated the expansion of both M2 and M3.

During the second quarter, growth in the broader monetary aggre-
gates was only marginally higher than in the first, notwithstanding
the massive April expansion in Ml5 described earlier. Apparently
the spring rise in market interest rates prompted some reversal of the
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large rate-induced flows to savings accounts that had developed in the
first quarter. When monetary expansion then returned to a growth
path within or below the Committee's longer-run ranges, bank
reserves were provided more freely and the interest rate drag on
savings flow diminished.

In the latter half of 1976 growth of MA followed a saw-toothed
monthly pattern—alternating between a relatively strong rate of
expansion for a month or two and negative or no growth the next.
For the third and fourth quarters combined, the annual rate of
increase in MA averaged 5.6 per cent, just under the rate for the year
as a whole.

With market interest rates dropping back to levels below the rate
ceilings on deposit accounts, flows of savings into commercial banks
and thrift institutions accelerated—contributing importantly to the
more rapid fourth-quarter expansion in the broader measures of
money. In the face of these expanded flows, a sizable number of
commercial banks and thrift institutions reduced the rates being
offered on certain categories of their time and savings accounts and
generally curtailed their advertising, particularly for the longer-term
accounts. In the past, widespread cutting by banks of rates on smaller-
sized time deposits had been limited to periods when institutions were
forced to act because of reductions in official rate ceilings.

In early 1977 some banks also cut offering rates on savings
deposits, especially those available to businesses and State and local
governments. Savings deposits had expanded a record 25 per cent
during 1976, with business and domestic government holdings
accounting for much of the increase. Businesses had first been
authorized to hold savings deposits of $150,000 or less in November
1975. By the end of 1976 their holdings had grown to $4.4 billion
at the large banks that report data on such accounts. Similar data
for State and local governments—which were first authorized to hold
bank savings accounts in November 1974—showed total holdings of
about $3 billion at the end of 1976, an increase of $2.7 billion from
the negligible volume held at the start of the year.

When deposits of businesses and governmental units are subtracted
from total savings accounts at commercial banks, 1976 growth in
the remainder—principally savings deposits of individuals—was
about what might have been expected from past relationships
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Rate relationships

Commerc ia l bank passbook ceiling

Growth in commercial hank savings deposits
Per cent

Less business
and govt. savings

1970 1972 1974 1976

Treasury bill rate is the market yield. Passbook ceiling rate is that established for member
banks under Regulation Q and by the Federal Deposit Insurance Corporation for nonmember
insured banks. Commercial banks were permitted to offer savings accounts to State and local
governments beginning in November 1974 and to offer business savings accounts up to
$150,000 in size beginning November 1975.

between these flows and the spread between 90-day Treasury bill
yields and the official ceiling rate on bank savings accounts. These
relationships are documented by the accompanying chart. Thus,
while the strength of savings deposit flows in 1976 may have reflected
some precautionary accumulations on the part of individuals, the
normal shifts in liquidity portfolios resulting from favorable interest
rate spreads and the further expansion in the relatively new business
and State and local government savings accounts appear to have
been the primary factors involved.

Financial innovations and growth in the monetary aggregates

Although the rate of increase in Mx during 1976 was stronger than
during the previous 2 years, this growth rate was still well below
the pace that would have been expected on the basis of historical
relationships among money, income, and interest rates. For example,
from the trough of the recent recession in the first quarter of 1975
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through the fourth quarter of 1976, the income velocity of Mx (that
is, the ratio of GNP to Mt) rose at a faster rate than in similar periods
of most other postwar cyclical recoveries. This increase is especially
noteworthy because it occurred in an environment of generally fall-
ing interest rates, which normally would have slowed the growth
in M1 velocity. Movements in the income velocity of the broader
monetary aggregates, on the other hand, have been more in line with
usual historic patterns.

The apparent shift in the public's demand for Mx has stemmed
in large measure from the recent widespread adoption of innovations
in financial markets that have made it easier for businesses and
households to economize on the demand deposits they typically hold
for transactions and for precautionary purposes. It may be noted,
however, that money-economizing financial innovation is not exclu-
sively a development of the past few years. As far back as the early
1950's large business corporations and some individuals had at
least rudimentary systems of cash management that allowed them to
shift idle funds from demand deposits—which paid no interest—to
certain marketable interest-bearing instruments. Around 1960 this
process of innovation was accelerated, as commercial banks began
to bid for interest-sensitive funds from corporations and other
depositors to help meet bank liquidity needs. Major emphasis was
placed on large-denomination negotiable CD's, which grew rapidly at
large commercial banks to a total $24 billion in late 1968. After fall-
ing off somewhat during 1969, the volume of CD's soared in the
early 1970's to a peak of more than $90 billion in early 1975.

More recently, CD's have declined sharply at banks, as regulatory
changes have provided other opportunities for depositors to econo-
mize on money balances by switching to interest-bearing alternatives
at financial institutions. Among the newer forms of money substitutes,
those that have been most widely used include negotiable orders of
withdrawal (NOW) accounts in New England, demand deposits at
mutual savings banks and savings and loan associations in the State
of New York, and commercial bank savings accounts for businesses
and units of State and local governments. Other innovations include
the spread of overdraft facilities at banks, increased use by consumers
of general-purpose credit cards, the emergence of money market
mutual funds, the development of telephonic transfers of funds from
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savings to checking accounts, and the growing use of savings deposits
to pay utility bills, for mortgage payments, and for other obligations.
Table 5 provides a more extensive listing of these developments.

The rate of development and the use of these money-economizing
innovations were apparently accelerated when market interest rates
jumped to their record highs in the summer of 1974, encouraging the
public to pay more attention to the high costs of foregoing interest
returns on non-interest-bearing forms of money. Once adopted, many
of these new techniques have continued to be used, even though
interest rates have receded from their 1974 highs.

5. Chronology of innovations and regulatory changes that have
reduced the public's need for demand deposits
Covers the period beginning with 1970 and therefore does not include ref-
erence to increased use of Treasury bills and negotiable certificates of
deposit during the 1950's and 1960's
Items thought to have an important constraining effect on Mi indicated
by •

Sept. 1970 Preauthorized nonnegotiable transfers from savings accounts
at savings and loan associations (S&L's) for household-related
expenditures.

Individuals may arrange in advance to permit an
S&L to make regular payments out of their savings
accounts for household-related expenditures, such
as mortgages, to a third party.

June to
Sept. 1972 • Negotiable orders of withdrawal (NOW) accounts at State-

chartered mutual savings banks (MSB's) in Massachusetts
and New Hampshire.

A check on an MSB may be written by an indi-
vidual on a savings account to any third party—
with the check payable through the member bank
correspondent of the MSB.

Jan. 1974 •NOW accounts at all depositary institutions (except credit
unions) in Massachusetts and New Hampshire.

Jan. 1974 Installation by an S&L in Nebraska of a terminal in a super-
market that can be used to make withdrawals from a savings
account to pay for merchandise.

No evidence of significant spread.
Early 1974 Money market mutual funds become important.

Several funds permit shareholders to liquify
their shares (at zero or very low cost) by same-day
order through wire transfer or check.
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Aug. 1974 Federal credit unions permitted to issue share drafts.
Credit union customer simply writes a share dratt

(or check) to a third party on the customers credit
union balance. The check is then cleared, through
usual banking procedures, on the balance that the
credit union holds with its commercial bank, and
is finally debited to the customer's balance at the
credit union.

Nov. 1974 • Commercial banks permitted to offer savings accounts to
State and local governments.

Apr. 1975 Member banks authorized to transfer funds from savings
accounts to checking accounts by telephone order.

This is widely offered by banks, but available
data do not suggest any significant increase in
savings account holdings directly attributable to
in is privilege.

Apr. 1975 S&L's permitted to make preauthorized nonnegotiable trans-
fers from a depositor's account for any purpose.

Sept. 1975 Commercial banks given the same authority as noted above
for S&L's.

This service is apparently not widely offered by
commercial banks.

Nov. 1975 • Business savings accounts up to $150,000 in size permitted
at commercial banks.

The great bulk of these are subject to telephonic
iransfer.

Feb. 1976 • NOW accounts permitted at all depositary institutions (except
credit unions) in all of New England.

May 1976 • Consumer demand deposits authorized at State-chartered
MSB's and S&L's in New York.

While it is difficult to estimate the quantitative impacts of these
innovations, it appears that the array of new subsitutes for demand
deposits, which are included in the broader monetary aggregates but
not in Mu may have depressed the rate of expansion in Mr by pos-
sibly Wi percentage points during 1976. Thus, if M\ were adjusted
to add back these substitutes, it might have grown over the past year
at an annual rate of as much as 7 per cent. If this adjusted measure
of M, were then used to calculate its income velocity, the increase of
Vx from the trough of the 1974-75 recession would be closer to the
velocity increases observed in other recent cycles.
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Income velocity of money, and Treasury bill rate
6 postwar recoveries

Trough quarter = 100
V = G N P

1 120

1975-76
110

100

120

110

100

Treasury bills
3-month

4 others

1975-76

- 4 - 2 Trough
I i
+2 +4 +6

220

180

140

100

Data are seasonally adjusted annual rates of growth. U.S. Treasury bill rate, market
yields on 3-month issues. Readers please note differences in the two scales.
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During 1977 the public will very likely continue to convert some
fraction of its transactions and precautionary balances from demand
deposits into interest-bearing substitutes—though at a reduced pace.
As a result, the rise in Mx velocity in 1977 may remain above its
historical cyclical pattern, and the growth in M1 necessary to support
sustained economic recovery may again turn out to be less than what
is implied by historical relationships.

Bank reserves

Reserves at member banks contracted during the first quarter of
1976 and showed only a modest increase over the remainder of the
year. For the year as a whole both total reserves and required re-
serves grew only 1.1 per cent, well under the growth rates established
for the key measures of money.

Nevertheless, this small increase in reserves was sufficient to
support a much larger expansion in the monetary aggregates because
a number of factors operated to reduce the average amount of mem-
ber bank reserves held per dollar of money. In the first place, as in

6. Changes in components of the money stock and effects on
required reserves in 1976

In millions of dollars

Component

Currency
Demand deposits:

Member
Nonmember

Savings deposits:
Member
Nonmember

Time deposits excluding
negotiable CD's: 2

Member
Nonmember

MEMO: Negotiable CD's 2

Change in
component

7,100

6,400
4,900

29,700
10,300

5 900
8,400

-19,200

Impact on
required
reserves l

843

890

3 218

-1 ,150

1 Based on deposits lagged 2 weeks.
2 Negotiable CD's are those at weekly reporting banks.
3 Takes into account effects of shifts in time deposits toward maturities with lower reserve

requirements.
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earlier years, the structure of deposit accounts at member banks
continued to shift to forms that required fewer reserves; time and
savings accounts grew more rapidly than demand deposits, and the
share of time deposits with lower reserve requirements increased.
Second, growth in currency and deposits at nonmember banks—
which do not hold reserves at Federal Reserve Banks—was quite
rapid. Finally, the volume of outstanding bank CD's—not included
in Mi, M2, or M3—declined substantially over the year, releasing
reserves to support the expansion of other deposits that are counted
in the monetary aggregates.

AGGREGATE FLOWS OF FUNDS

Aggregate flows of funds through domestic financial markets ex-
panded sharply in 1976. At $287 billion, the net volume of funds
raised by all sectors exceeded the total for 1975 by $60 billion and
surpassed the previous record volume of 1973. The progress of eco-
nomic recovery was reflected in substantially enlarged credit demands
by households and businesses and in some reduction in the borrowing
requirements of the Federal Government.

Borrowing by the household sector showed a particularly strong
recovery—with a net annual total 60 per cent above 1975. Consumer
credit, after growing rapidly in the latter half of 1975, continued to
expand in 1976 as retail sales grew moderately. And home mortgage
debt formation was well above the high rate reached in 1973. How-
ever, with personal income rising briskly, the burden of household
indebtedness—measured as the ratio of financial liabilities to in-
come—rose only slightly on balance over the course of 1976 and
remained below the level that had prevailed prior to the recession.

Although nonfinancial businesses also increased their demands on
credit and equity markets, their net financing activity remained well
short of pre-recession levels. The continuing recovery in business
profits and the growth of other corporate cash flows limited the
quantity of external funds needed to finance a relatively modest
cyclical recovery in capital spending.

U.S. Treasury borrowing in 1976 was somewhat less than in 1975
as Federal tax revenues were buoyed by the rise in economic activity
and Federal outlays grew rather slowly. However, net Federal bor-
rowing in 1976 remained exceptionally large, having been exceeded in
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7. Net funds raised in credit and equity markets
In billions of dollars

Sector, or type of instrument 1973 1974 1975 1976
1976i

HI H2

Total funds raised 254.3 231.8 225.2 287.1 268.7 305.5

By sector:
Nonfinancial sectors

U.S. Government2

Other
Nonfinancial business
State and local government
Households
Foreign

Financial sectors
Sponsored credit agencies
Mortgage pool securities
Private financial intermediaries

By type of instrument:
U.S. Government securities

Public debt and budget agency securities.
U.S. Government related

Sponsored credit agency securities
Mortgage pool securities

Corporate and foreign bonds
Corporate equities
State and local government debt3

Mortgages
Residential
Other

Bank loans n.e.c
Open market paper plus Rp's
Consumer credit
Loans from Federal home loan banks
Other *

197.6
8.3

189.4
94.8
14.8
73.5
6.2

56.7
16.3
3.6

36.8

28.3
8.3

t9.9
16.3

3.6

13.6
10.4
16.3

79.9
55.3
24.6

51.6
15.2
21.7
7.2

10.1

188.8
12.0

176.8
97.8
18.6
45.2
15.3

43.0
17.3
5.8

19.9

34.5
12.0
22.4
16.6

5.8

23.9
5.4

19.6

60.5
40.2
20.3

38.4
17.8
9.8
6.7

15.3

210.4
85.2

125.2
47.6
14.9
49.7
13.0

14.8
3.2

10.3
1.3

98.0
85.2
12.7
2.3

10.3

36.3
10.4
17.3

59.0
42.7
16.4

- 1 4 . 4
.5

8.5
- 4 . 0

13.5

257.7
68.9

188.8
70.5
17.7
80.2
20.3

29.4
2.2

15.2
11.9

86.6
68.9
17.6
2.4
15.2

38.2
12.1
18.2

82.0
62.2
19.9

- 1 . 1
15.3
20.5

- 2 . 0
17.2

238.3
71.7

166.6
63.1
16.2
71.9
15.4

30.5
3.9

14.2
12.4

89.9
71.8
18.1
3.9

14.2

35.2
15.1
17.9

73.2
55.1
18.1

- 1 1 . 9
17.7
19.4

- 2 . 3
14.7

277.2
66.2

211.0
78.0
19.3
88.5
25.2

28.3
.1

16.2
11.4

83.4
66.2
17.2

.9
16.2

41.3
9.1

18.6

90.8
69.2
21.6

9.8
12.8
21.6

- 1 . 7
19.8

1 Semiannual data are seasonally adjusted annual rates.
2 Public debt securities and budget agency securities.
3 Includes both short- and long-term borrowing.
4 Includes mutual fund shares.
NOTE.—Data are from Federal Reserve flow of funds accounts. Rp's = repurchase agreements.

current-dollar terms only in the preceding year. As noted earlier, the
major element in the year-to-year decline in the Federal budget defi-
cit was the absence of further discretionary fiscal stimulus, with the
Government making permanent certain parts of the Tax Reduction
Act of 1975 but instituting no major new programs.

Most of the 1976 expansion in aggregate credit flows was provided
by private intermediaries, which supplied $54 billion more funds
than in the preceding year. Inflows of savings and small-denomination
time deposits provided banks and thrift institutions with a sizable
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volume of investible funds. Life insurance companies and pension
funds also experienced notable increases in cash flows, owing in some
measure to the continuing impact of the Employment Retirement
Income Security Act and related legislation.

The household sector supplied substantially fewer funds directly
to credit and equity markets, preferring to take advantage of the
relatively attractive yields offered on deposits. But nonfinancial busi-
nesses, foreign investors, and State and local governments about offset
the decline in household participation. Federally sponsored credit
agencies continued to be only a minor factor in the credit markets,
as flows of funds from private thrift institutions to the residential
mortgage market were strong (Table 8).

Nonfinancial business

With the lessons of the recent economic contraction still fresh in their
minds, businessmen continued in 1976 to take a cautious attitude
toward financial management. This was reflected both in a reluctance
to move aggressively in committing funds to real assets and in a
persistent emphasis on attaining a sounder structure of financial
assets and liabilities. By the end of the year, however, firms had made
considerable progress toward the achievement of increased profit-
ability and the restoration of financial strength. The foundation had
thus been laid for further expansion of business spending.

During 1976 businesses raised $70.5 billion, net, in credit and
equity markets, an increase of 48 per cent over the preceding year.
Nevertheless, this total was still moderate by recent historical stand-
ards—especially after allowance for inflation.

Underlying the increased demand for funds by nonfinancial firms
were a modest cyclical rise in outlays for fixed capital relative to the
volume of funds being generated internally and a sharp turnaround
in inventories from liquidation in 1975 to net accumulation in 1976.
During 1975 cash flow had exceeded total capital outlays, but in
1976 there was a return to a financing gap, although of very modest
proportions compared with 1972-74. The gap peaked in the third
quarter and then began to diminish, as the rate of inventory build-up
decreased. For the year as a whole, though the need to raise funds
for expenditure on inventories and fixed capital constituted the rea-
son for increased external financing, the monies raised were—as in
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8. Net funds supplied in credit and equity markets
In billions of dollars

Sector

All sectors

All sectors to nonfinancial sectors
All sectors to financial sectors

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

Private financial intermediaries
Commercial banks
Thrift institutions.. . . . .
Insurance and pension funds
Other

Private domestic nonfinancial sectors
Households
Nonfinancial business
State and local governments

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

1973

254.3

197.6
56.7

20.6
3.6
9.2
3.5

177.1
86.8
36.4
38.5
15.5

40.3
24.6
6.8
8.9

90.3

1974

231.8

188.8
43.0

29.6
5.8
6.2

11.7

131.7
64 7
27.2
36.8
3 1

46.8
34 5
2.2

10.2

75.7

1975

225.2

210.4
14.8

19.3
10.3
8.5

10.8

124.4
27 6
51.2
48.6

- 3 . 0

52.0
25.4
14.4
12.1

96.7

1976

287.1

257.7
29.4

15.8
15.2
9.8

16.2

178.7
42.6
72.4
59.8

3.8

51.5
12.0
22.0
17.6

115.8

1976 i

HI

268.7

238.3
30.4

11.6
14.2
13.5
15.9

153.0
20.8
71.2
58.0

3.1

60.3
28.4
16.6
15.2

93.0

H2

305.5

277.2
28.3

19.9
16.2
6.1

16.4

204.1
64.4
73.5
61.7
4.4

42.7
- 4 . 5
27.4
19.9

138.5

1 Semiannual data are seasonally adjusted annual rates.
NOTE.—Data from Federal Reserve flow of funds accounts.

1975—reflected prominently in further accumulation of liquid assets
by the full business sector.

A continued stress on improving balance sheet structure was evi-
dent in the further reliance on long-term financing. Financial as well
as nonfinancial corporations floated large volumes of new bond and
stock issues. Public offerings of securities were heavy in the first half
of the year, owing in part to the widely held expectation that interest
rates would soon begin their usual cyclical upswing, but offerings
remained at a relatively high rate in the second half when it turned
out that investor demands for bonds were strong enough to keep
interest costs on the decline. A significant portion of these long-term
borrowings were directed, as in 1975, to the repayment of bank loans.

In the latter months of the year, partly because of the progress
already made in funding short-term liabilities, business demands for
short-term credit firmed somewhat. However, major institutional
investors continued to receive ample inflows of lendable funds, and in
this environment lower-rated firms were able to sell an increased
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volume of bonds through private placements, as well as in the public
market, at reduced spreads over interest rates charged prime bor-
rowers.

Federal Government

With general economic activity remaining well below full-employment
levels throughout the year, the behavior of income-sensitive expendi-
tures and taxes contributed to the creation of a second consecutive
massive Federal deficit. On a unified budget basis, the deficit in
calendar 1976 totaled $56.6 billion; the deficit of off-budget agencies
raised aggregate Treasury financing needs by another $5.7 billion.
Complicating the task of Federal debt management during the year
were the heavy maturities of outstanding Treasury debt scheduled for
the year—a schedule that reflected the substantial reliance on shorter-
term obligations to meet Federal credit needs during 1975.

The Treasury's strategy in these circumstances was to tap the
intermediate- and long-term maturity sectors to the extent that this
could be done without creating serious strains in the credit markets.
An important aspect of this approach was the further development
of a regular pattern of debt offerings, including the use of several
monthly and quarterly cycles of note issues and a fairly standard
set of maturity options in the large midquarter refunding operations.
The Treasury was aided in this effort by the passage of legislation
broadening the definition of notes to include securities maturing in
as many as 10 years and permitting issuance of additional bonds
without regard to the low, statutory interest rate ceiling applicable to
such obligations.

Bill financing supplied about one-quarter of the Treasury's net
new money in the first 3 months of 1976 but played a negligible role
after that. For the year as a whole, coupon securities accounted for
90 per cent of the net funds raised by the Treasury through the
issuance of marketable obligations. As a result, the proportion of
the total marketable debt due to mature within 1 year stood at 50
per cent at the end of 1976, as compared with 55 per cent a year
earlier.

The Treasury found an increasingly favorable market for its longer-
term debt as the year progressed. Investor sentiment was improved
when—beginning in the spring—shortfalls in Federal outlays reduced
the Government's budget deficit from planned levels. Although at
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first a significant portion of the deficit reduction was reflected in a
higher-than-expected Treasury cash balance rather than in reduced
borrowing, the impact on the credit market was essentially the same
because the System purchased additional Government securities to
offset the reserve-draining impact of the rise in Treasury deposits at
Federal Reserve Banks.

As the economic expansion slowed and investors adjusted their
expectations regarding the strength of future demands for credit by
private sectors, intermediate- and long-term Treasury issues received
a further lift. Banks, which previously had concentrated their acqui-
sitions of Government securities in the short end of the maturity
spectrum, moved to lengthen the structure of their holdings, as they
sought to improve income from their portfolios by taking advantage
of the steep upward slope in the yield curve that prevailed through-
out 1976. Other institutional investors, particularly insurance com-
panies and pension funds, continued to buy Treasury securities, as
they had in 1975; in 1976 they were significant purchasers of Treas-
ury coupon issues.

State and local governments

The condition of the market for tax-exempt securities improved
markedly in 1976. The progress made by financially troubled State
and local government units toward resolution of their problems
tended to restore the confidence of investors and reopened the public
market to some units that had found it necessary to seek credit
accommodation outside normal market channels in 1975. Although
New York City did not achieve this status, its arrangement for
temporary Federal credit assistance remained intact, and concern
over the City's problems did not have the same strong spillover effect
on other entities in New York State.

Among the steps taken by municipalities to improve their financial
position was the repayment of outstanding short-term indebtedness.
Thus, while the volume of long-term bonds issued in 1976 surpassed
the previous record by a substantial margin, total net borrowing by
State and local governments did not exceed the previous record set
in 1974. The demand for long-term credit was swelled in part by
the financing of publicly owned power projects and by the advance
refunding of high-cost debt issued in earlier years.

Despite the large volume of municipal bonds offered, the average
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level of yields on tax-exempt securities registered somewhat greater
declines than those on corporate and U. S. Government bonds.
Yields on municipal obligations had risen significantly relative to
those in other markets during 1975 as the difficulties of New York
City and of other borrowers highlighted the potential risks of such
securities; the movement of rates in 1976 thus constituted a shifting
back toward previous yield relationships. Nevertheless, investors
remained highly sensitive to the relative riskiness of various municipal
obligations, and spreads between interest rates on higher- and lower-
quality tax-exempt issues remained unusually wide over most of the
year.

Individuals continued to be major purchasers of tax-exempt
securities in 1976, but the traditional institutional buyers of munic-
ipal bonds also became important factors again, particularly in
the second half of the year. Commercial banks and casualty insur-
ance companies, which had cut sharply their net acquisitions of
tax-exempt securities in 1975 when their profits were sharply re-
duced, returned to the market again as their profits improved. Ad-
ditional institutional demand came from municpial bond funds,
which continued to grow rapidly, spurred in later months of the year
by the introduction of open-end mutual funds authorized by the Tax
Reform Act of 1976.

Household sector

Households reduced their net acquisitions of securities in 1976 from
the relatively large volume in 1975, but they added to their holdings
of time and savings deposits at banks and nonbank thrift institutions
at a substantially greater rate. Hence their net acquisitions of total
financial assets were marginally above the elevated total of 1975. At
the same time, households expanded their rates of borrowing very
substantially, as mentioned earlier. The heavier borrowing was asso-
ciated with the cyclical upswing in spending on housing and on
consumer goods.

Reflecting these cyclical tendencies, flows of mortage credit reached
record levels in 1976. Direct mortgage investment by savings and
loan associations accounted for more than half of the increase in
home mortgage credit outstanding, mostly in conventional loans. In
addition, a notable proportion of the funds flowing to housing markets
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were provided by purchases of pass-through securities generated by
the Government National Mortgage Association (GNMA). These
securities represent interests in pools of Federally insured loans
originated and packaged by private firms (primarily mortgage bank-
ers) for sale to final investors; GNMA guarantees timely payment of
principal and interest on such securities.

Although the strength of mortgage credit flows was related in part
to the concurrent rise in sales of new homes, net mortgage borrow-
ing by households in 1976 increased more than the value of new
homes purchased. In fact, the net increase in home mortgage debt of
households exceeded the value of household net purchases of both
new and existing homes (including condominium units in multifamily
structures) by more than $15 billion. Thus it appears that a sub-
stantial amount of the increase in mortgage borrowing represented
funding and withdrawal of homeowners' equity in existing residences.

Some of the funds so obtained may have been used to purchase
financial assets, but a part apparently was used in lieu of consumer
instalment or other credit as households in effect lengthened the
maturity structure of their liabilities. The volume of instalment credit
extended was relatively modest as compared with retail sales of goods
typically financed by credit, and the growth of instalment debt was
appreciably below the average pace in most previous cyclical up-
swings since World War II.

Finance rates paid by consumers on new credits generally showed
net declines during 1976, but as usual they exhibited smaller move-
ments than yields on market securities. Movements in rates on
conventional home mortgages demonstrated the limited size of the
secondary market for such loans; although yields in the secondary
market for loans insured by the Federal Housing Administration or
guaranteed by the Veterans Administration did move down in
rough tandem with those on bonds, rates on conventional loans in
the primary market declined only moderately.

Private financial intermediaries

Private financial intermediaries provided about two-thirds of the
funds raised by the nonfinancial sectors of the economy in 1976.
Although this was a somewhat larger proportion than in the pre-
ceding year, it was still well below the levels of the early 1970's. As
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in 1975, the low degree of intermediation reflected the modest pace
of the expansion in commercial bank credit.

Total loans and investments of commercial banks increased 7.3
per cent during 1976—an exceptionally small gain, even in nominal
terms, for a period of rising economic activity. In part, the slow
growth of bank assets was attributable to the weakness of business
demands for short-term credit, given the moderate needs of busi-
nesses for funds to finance capital outlays and their preference for
long-term credit. Also important, however, was the reluctance of
commercial bank managers to move away from the more conserva-
tive policies they had initiated during the recent recession. As the
year progressed, banks did exhibit an increased willingness to ease
non-price terms of lending and to acquire longer-dated assets in order
to bolster earnings; nevertheless, they showed little inclination to re-
duce the unusually wide spread of the bank prime rate over money
market yields.

Bank loan expansion was stronger in the second half of 1976 than
in the first half. An acceleration of the growth in consumer loans was
a significant factor in the greater strength of the loan category.
A more important factor, however, was that business loans, which
had declined until the summer, registered a strong spurt in the fall.
Temporary positioning of bankers acceptances for tax purposes was
a major element in this rise, and the involuntary inventory accumula-
tion that had accompanied the economic slowdown probably also led
to some increase in demand for short-term credit.

Time and savings deposits other than large money market CD's
were the predominant source of funds for commercial banks in 1976.
Outstanding CD's fell $19 billion on balance over the year, but much
of this shrinkage was offset by increased borrowing from nonbank
sources through Federal funds purchases and security repurchase
agreements.

Nonbank thrift institutions also received heavy inflows of savings
and consumer-type time deposits. The growth in such funds was
sufficient to finance the primary lending activities of the thrift institu-
tions, to permit further accumulation of Government securities and
other liquid assets, and to allow further repayment of borrowings.
Savings and loan associations extended a record volume of mortgage
credit during the year and raised their outstanding loan commitments
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(including loans in process) by more than a third, to over $25
billion—also a record. Mutual savings banks purchased a significant
quantity of corporate bonds, and as the spread between mortgage
rates and bond yields widened in the latter half of the year, they
increased their participation in the mortgage market. Credit unions
stepped up their lending activity to an unprecedented level, account-
ing for about 30 per cent of the total expansion of consumer instal-
ment credit—a somewhat smaller share of this market than in 1975
when credit expansion at other lenders was sharply curtailed, but still
a considerable gain over earlier years.

Insurance companies and State and local government pension
funds experienced enlarged cash flows and channeled the overwhelm-
ing share of these funds into corporate stocks and bonds. Benefiting
from both larger premium income and growth in pension fund busi-
ness, life insurance companies extended a record volume of credit to
business firms through private placements. The bulk of this lending
was to smaller and lower-rated firms that typically do not have ready
access to the public bond markets; in addition, however, several large
loans were negotiated with prime-quality industrial firms and bank
holding companies.

Non-life insurance companies benefited during 1976 from the
increased premiums allowed by regulators as a result of the unfavor-
able 1974-75 insurance losses. State and local pension systems also
appeared to be experiencing relatively rapid rates of funding; how-
ever, private pension systems showed little growth in their net flows.
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Monetary Policy
and Financial Markets

In 1977 monetary policy sought to foster conditions in financial
markets that would encourage further economic growth, while avoid-
ing excessive expansion of money and credit, which would tend to
aggravate the Nation's inflationary problems. The public's demand
for money, relative to economic activity and interest rates, was
stronger during most of the year than in previous years. Although
this apparently reflected in part a diminution of the effects of changes
in financial techniques used, transactions demands for cash balances
also continued to expand in response to rapidly rising nominal
incomes and expenditures.

In view of the vigorous growth in the key monetary aggregates,
especially M-l, the Federal Reserve adopted a gradually less accom-
modative stance in the provision of reserves. At the same time,
demands for credit in the aggregate were exceptionally robust, and
total funds raised by all sectors reached a new high relative to GNP.
Beginning in the spring, interest rates rose appreciably in short-term
credit markets, but credit supplies generally were ample. Although
1977 saw a belated emergence of some normal cyclical pressures on
financial markets, conditions at year-end remained conducive to a
further expansion in economic activity.

MONEY AND RESERVE AGGREGATES

Each quarter since the spring of 1975, the Federal Open Market Com-
mittee (FOMC) has made projections of growth rates over the coming
year for the major monetary aggregates—M-l, M-2, M-3—believed
to be appropriate for expected economic conditions. The projections,
expressed as ranges, are from quarterly-average base periods, which
are moved ahead at quarterly intervals. The longer-run ranges are
subject to review and modification at any time, and it is understood
that short-run factors may cause month-to-month growth rates to fall
outside the ranges contemplated for the year ahead.

For the completed periods since the FOMC began to employ
1-year projections, the actual rates of expansion of the monetary
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aggregates have been broadly in line with the announced ranges.
However, in contrast to experience earlier in the current recovery, the
actual growth of M-l during the 1-year periods ending in each of
the four quarters of 1977 was above the midpoint—and in two
instances above the upper end—of the ranges specified. This tendency
for actual growth of M-l to "overshoot" the projected ranges ap-
parently reflected in part a sharper-than-anticipated slackening in
recent quarters of the rate of adoption of money-economizing finan-
cial innovations, which intensified demands for transactions balances
to support the continued expansion of economic activity.

An effort was made during 1977 to reduce the growth ranges as a
means of slowing the rate of inflation to the extent consistent with
the objective of supporting the economic expansion. At the FOMC
meeting in January 1977 the M-l range adopted for the period from
the fourth quarter of 1976 to the fourth quarter of 1977 was 4Vi to
6Vi per cent, unchanged from the range adopted earlier for the year
ending with the third quarter of 1977. However, the lower bounda-
ries of the ranges for the broader aggregates were reduced by Vi of
a percentage point each—to 7 to 10 per cent for Af-2 and %V2 to
WVi per cent for M-3. These downward adjustments reflected in
part an expected moderation of flows into savings deposits and
small-denomination time deposits from the rapid rates of growth
in 1975 and 1976; in those years the public had shifted substantial
amounts of assets from market instruments to depositary claims as
market rates fell to levels considerably below the ceiling rates on
deposits. In late 1976 banks and thrift institutions reduced their
offering rates and curtailed their promotional activities in an attempt
to slow these deposit inflows.

At the April 1977 meeting members of the FOMC agreed that it
would be desirable to make a reduction of some kind in the longer-
run ranges for monetary growth. It was observed that such action
would be a further step toward rebuilding confidence in economic
prospects and would be consistent with the President's announced
objective of achieving a 2-percentage-point reduction in the rate of
inflation by the end of 1979. Moreover, some Committee members
observed that the economic situation had strengthened and that in-
flationary forces had appeared to increase. Also, some of the key
monetary aggregates were growing at a relatively strong pace. Be-
cause of uncertainties associated with developments in the real
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5. Adopted longer-run growth ranges and actual growth rates
of monetary aggregates, 1975-77 1

Per cent

Period

March 1975 to March 1976:
Projected
Actual .

1975 Q2 to 1976 Q2:
Projected
Actual

1975 Q3 to 1976 Q3:
Projected
Actual

1975 Q4to 1976 Q4:
Projected
Actual.

1976 Ql to 1977 Ql :
Projected
Actual

1976 Q2 to 1977 Q2:
Projected
Actual.

t976Q3 to 1977 Q3:
Projected
A c t u a l . . .

1976 Q4 to 1977 Q4:
Projected
A c t u a l . . . .

M-l

5-71/2
5.0

5-71/2
5.2

5-71/2
4.6

41/2-71/2
5.7

41/2-7
6.3

41/2-7
6.6

41/2-61/2
7.8

41/2-61/2
7.8

M-2

8i/2-10y2
9 6

81/2-10V2
9.5

71/2-IO1/2
9.3

71/2-IO1/2
10.9

71/2-IO
10.9

71/2-91/2
10.7

71/2-IO
11.0

7-10
9.8

M-3

10-12
12 3

10-12
12.0

9-12
11.5

9-12
12.8

9-12
12.8

9-11
12.4

9-IIV2
12.7

81/2-H1/2
11.7

1 The initial 12-month range established in March 1975 used the average for that month as the base;
all subsequent ranges were based on quarterly averages; thus the 12-month period ending with the
second quarter of 1976 started with the second quarter of 1975 as the base, and so on.

economy and with pending legislative actions—principally the energy
program—the Committee decided to leave the projected growth
range for M-l unchanged. At the same time/however, it reduced the
upper ends of the longer-run ranges for M-2 and M-3 by V2 of a
percentage point for the period from the first quarter of 1977 to the
first quarter of 1978.

In July the FOMC decided to retain the existing ranges for M-2
and M-3, but it reduced the lower limit of the M-l range by Vi of
a percentage point. As in January and April, this action was taken in
order to encourage a financial environment conducive to reduction
in longer-run inflationary pressures.

Discussion of the longer-run ranges at the October meeting
focused on the uncertainty regarding the factors that had caused the
growth in M-l to expand vigorously in the second and third quarters.
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Among the possible explanations, it was suggested that the improve-
ments in financial technology that had been acting to retard the
growth of demand deposits since late 1974 had moderated, and that
a slowing in the pace of substitution, rather than an increase in
transactions demands, might have produced much of the observed
pick-up in growth of cash balances during the preceding two quarters.

Given the difficulty of anticipating trends in monetary growth
at that time, the Committee decided to retain the growth range for
M-l at 4 to &A per cent for the period from the third quarter of
1977 to the third quarter of 1978. The upper and lower limits of the
ranges for the broader aggregates were reduced by Vi of a percentage
point to reflect the expected impacts of increases in market rates
since the spring on inflows of interest-bearing deposits to banks and
thrift institutions. The ranges for M-2 and M-3 then stood at 6V2 to
9 per cent and 8 to lOVi per cent, respectively.

Behavior of the aggregates

Expansion of the monetary aggregates (before revisions based on
new benchmark data and new seasonal adjustment factors) exhibited
exceptional month-to-month volatility during 1977. This was particu-
larly true for M-l. Indeed, a substantial portion of the year's increase
in that aggregate occurred in the first month of the second, the third,
and the fourth quarters, with only small portions of these surges ac-
counted for by identifiable special factors. For the year as a whole,
M-l grew about 2 percentage points faster than in 1976, while the
broader aggregates slowed slightly.1

During the first quarter of 1977, growth of the aggregates slowed
a little from the pace of the previous quarter. The moderate increase
in market yields early in the quarter had a larger-than-usual impact
on inflows of time and savings deposits to banks and thrift institu-
tions; the firming in market rates came at a time when many of these
institutions had already curtailed promotional activity, had cut offer-
ing rates on certain types of accounts, and had stopped issuing some
categories of deposits in response to very rapid expansion of their
deposit inflows. Sharp increases in household spending—both on
fuel, made necessary by the severe winter weather, and on purchases

1 Figures in text and tables are based on data as revised in March 1978.
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6. Growth in monetary aggregates
Per cent

Period

1973
1974
1975
1976
1977 . . .

1977—Ql
Q2
Q3
Q4

M-l M-2 M-3

6.2 8.8 9.1
5.0 7.7 7.1
4.4 8.3 11.1
5.7 10.9 12.8
7.8 9.8 11.7

6.9 10.9 12.2
8.1 9.0 10.2
8.1 9.9 11.9
7.2 8.0 10.6

1 A/-1 = Currency held outside the Treasury, Federal Reserve Banks, and the vaults of all commercial
banks, plus demand deposits other than interbank and U.S. Government. M-2 = M-l plus time and
savings deposits at commercial banks other than large negotiable certificates of deposits (CD's) at
weekly reporting banks. M-3 = M-2 plus deposits at mutual savings banks, savings capital at savings
and loan associations, and shares at credit unions.

NOTE.—Yearly rates of growth are derived by relating daily-average data for the fourth quarter to
those for the year-earlier quarter; quarterly rates are seasonally adjusted and annualized.

of durable goods—also diverted funds that might otherwise have
flowed into time and savings deposits in this period.

Growth in the narrowly defined money stock picked up in the
second quarter—as demand deposits surged in April and then grew
at a much slower rate in the ensuing 2 months—but expansion of the
broader aggregates again slowed. The April bulge in demand de-
posits was attributable in small part to some special factors—includ-
ing earlier-than-normal distribution of social security checks and a
build-up of balances before midmonth in anticipation of unusually
large personal income tax payments.

However, most of the second-quarter acceleration was probably
associated with increasing transactions, demands generated by the
continued strong pace of economic expansion and the declining in-
fluence of financial innovations on the demand for money. The rapid
expansion of M-l in April, in the context of reports of considerable
strength in the economy, prompted the FOMC to raise the operating
range for the Federal funds rate. Accordingly, that rate rose about
60 basis during late April and the first 3 weeks of May to a level of
5% per cent.

By mid-May yields on 90-day Treasury bills and other money
market instruments had increased to levels slightly above the ceiling
rates on commercial bank savings deposits, and inflows of these
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deposits weakened each month during the quarter. Savings deposits
of State and local governments—generally larger depositors with
ready access to alternative money market investments—were particu-
larly affected by the rise in market yields. In contrast, growth in bank
time deposits, especially those in denominations of less than
$100,000, was strong as ceiling rates remained above yields on
market instruments of comparable maturity.

The growth rates in M-l and in the broader aggregates continued
rapid in the third quarter. In the first month of the quarter demand
deposits again surged, and the rapid growth of the aggregates induced
the FOMC to raise the operating range for the Federal funds rate.

In late July and early August short-term market interest rates rose
in association with movements in the Federal funds rate. As a result,
businesses and State and local governments increasingly found
yields on market instruments more attractive than allowable rates on
savings deposits, and deposit levels in these accounts showed no
growth or declined somewhat during the quarter. Individuals and
nonprofit organizations did not react so promptly, however, and
flows into their savings accounts were larger than in the previous
quarter. Although the time deposit component of M-2 accelerated
during the third quarter, much of this growth reflected an increase
in large time deposits not subject to rate ceilings, which more than
offset a fall-off in flows into small-denomination time accounts.

Deposit flows to thrift institutions picked up during the summer
months as these institutions reinstated long-term accounts at ceiling
rates and increased promotional activities designed to retain or attract
maturing "wild card" accounts. In July 1973 banks and thrift institu-
tions had been permitted to issue deposits in minimum denominations
of $1,000 with maturities of 4 years or more and with offering rates
exempt from regulatory ceilings. Before ceilings were reimposed in
November of that year, all depositary institutions had attracted about
$27 billion of these "wild card" deposits. As these accounts began to
mature in July 1977, the thrift institutions—with generally higher
ceiling rates than commercial banks—apparently were able to attract
a large portion of these interest-sensitive funds from banks while also
retaining a large share of their own accounts.

With short-term interest rates continuing to increase late in the
third quarter and early in the fourth, the monetary aggregates began
to slow somewhat. Rapid expansion of M-l in the first month of
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Interest rates

Short-term
[ Federal funds

Per eent per annum

12

Treasury bills
3-month

Long-term Aaa utilities
New issue Conventional mortgages

HID

1973 1975 1977 '78

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

this quarter again was followed by slower expansion in the subse-
quent 2 months. In part reflecting the earlier increases in interest
rates, the growth of the narrow money stock over the fourth quarter
as a whole, at a still substantial IV4 per cent annual rate, was some-
what below the rapid pace of the second and third quarters.
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With yields on market securities for most of the fourth quarter
at or above ceiling rates on deposits with maturities of less than 4
years, inflows of savings and small-denomination time deposits to
banks and thrift institutions abated further. This slower growth was
offset in part by the continuing expansion of large time deposits other
than negotiable CD's at large weekly reporting banks, so the broader
aggregates decelerated only moderately.

In the second half of the year, banks relied heavily on managed
liabilities to finance strong growth of loans in the face of slowing
inflows of deposits subject to rate ceilings. Large time deposits in-
creased by more than $20 billion in this period after having declined
almost continuously since early 1975. More than half of this increase
was in large-denomination time deposits, which are included in M-2
and M-3. Funds from nondeposit sources—including Federal funds
purchased from sources other than banks, securities sold under
repurchase agreements, Euro-dollar borrowings, loans sold to affili-
ates, and other liabilities for borrowed money—also grew rapidly;
over this period, such funds expanded $8 billion. None of these non-
deposit sources is included in the major monetary aggregates.

Financial technology and the growth of M-l

During the last three quarters of 1977 the narrowly defined money
stock expanded rapidly even as growth in GNP moderated and short-
term market interest rates rose substantially. Over all, the behavior
of M-l during these three quarters was about in line with the
relationship among changes in money, income, and interest rates
that had prevailed prior to 1975.

This return to a pattern consistent with the historical relationships
contrasts with the first 2 years of the current recovery, when M-l
increased at a much slower rate than past experience would have
suggested. In this earlier period, regulatory actions as well as ex-
panded efforts of the public to adopt financial innovations designed
to economize on cash balances contributed to a substantial retarda-
tion of the growth in M-l. More recently, however, the constraining
effects of these factors appear to have diminished.

By adding new classes of economic agents that are permitted to
hold savings accounts and by facilitating the use of such accounts
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7. Growth in components of M-l
Per cent

Period

1975
1976
1977

1977—Ql ,,
Q2
Q3
Q4

M-l
Member

bank
demand
deposits

Currency
Nonmember

bank
demand
deposits

4.4 2.2 8.9 4.8
5.7 3.1 9.6 7.6
7.8 5.3 9.5 11.3

6.9 2.5 8.5 14.9
8.1 5.0 8.8 13.8
8.1 8.1 9.1 6.2
7.2 4.9 10.3 8.6

1 Yearly rates of growth are derived by relating daily-average data for the fourth quarter to those for
the year-earlier quarter; quarterly rates are seasonally adjusted and annualized.

for third-party payments, regulatory changes have played an im-
portant role in recent years in dampening expansion of M-l. For
example, it is estimated that NOW accounts, business and State and
local government savings accounts, telephonic transfers from savings
to demand deposits, and preauthorized payments from savings ac-
counts depressed M-l growth by about, l1/^ percentage points from
late 1975 to late 1976. Reflecting principally a slower growth in
NOW accounts and the completion by many firms of a one-time
transfer of a portion of their demand balances to business savings
accounts, these factors probably depressed M-l growth by no more
than 1 percentage point in 1977. In general, the constraining effects
of these regulatory factors appear to have been disappearing gradually
as the public has adjusted its stock of financial assets to the new regu-
latory environment.

In addition to the effects of recent regulatory changes, unusually
high interest rates in 1973 and 1974 had provided businesses and
individuals with an increased incentive for updating and improving
cash-management techniques and for adopting more efficient payment
practices. Through increased use of such cash-management techniques
as remote disbursing and wire transfers, nonfinancial corporations
were especially successful in trimming their demand balances.

Implementation of more efficient cash-management practices,
whether by businesses or individuals, tends to lower the desired stock
of demand balances associated with a given level of economic activity
and interest rates. Such practices help to explain the shortfall in M-l
growth in 1975 and 1976. However, once the lower desired stock
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of money balances has been reached, the rate of growth in M-l
should return to a range more consistent with historical experience.

With interest rates significantly below their 1974 peak levels the
incentives for introducing more sophisticated cash-management prac-
tices appear to have diminished. As the rate of implementation of
cash-economizing financial innovations has generally declined, the
drag on M-l growth—which was particularly strong in the early part
of the current recovery—appears to have abated somewhat.

Member bank reserves

During 1977 member banks' demands for reserves reflected the
quickening in the expansion of deposits—particularly demand
deposits, which have relatively high reserve requirements. The re-
sultant increase in required reserves put upward pressure on the
Federal funds rate—the rate paid on overnight loans by banks and
others—as member banks sought funds to meet their reserve needs.
Despite several increases in the FOMC's operating ranges for the
Federal funds rate, which led to a cumulative rise in the rate of about
2 percentage points over the year, the System supplied reserves to
member banks at a considerably faster pace than in the preceding 2
years.

Part of the increase in such reserves was reflected in larger borrow-
ings at the discount window, which many banks found to be an
attractive source of short-term funds. Despite increases in the discount
rate in August and October the Federal funds rate exceeded the dis-
count rate by as much as 10 to 60 basis points after midyear. Conse-
quently, although total reserves grew at a 5!4 per cent pace during
the year, nonborrowed reserves increased only 23A per cent, with in-
creased borrowings accounting for the difference.

INTEREST RATES

Interest rates generally increased in 1977, after having declined, on
balance, over the preceding months of the current economic expan-
sion. Short-term market interest rates led the upswing, rising around
2 percentage points from year-end 1976 to year-end 1977. In long-
term credit markets, yields on corporate and Treasury bonds ad-
vanced 60 to 75 basis points, while primary home mortgage rates
moved up about 20 to 30 basis points. Yields on municipal securi-
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ties, on the other harid, remained about unchanged or moved down
somewhat during the year, reflecting some further reduction from
the high level of risk premiums reached in 1975 as well as strong
demands by institutional investors for tax-exempt securities.

In the early weeks of 1977 nearly all short- and long-term interest
rates rose significantly, reversing the large decline that had been
recorded in the closing weeks of 1976. Upward rate pressures were
intensified as market expectations regarding prospective credit de-
mands apparently were raised in response to indications of renewed
strength in the economy and the likelihood of a larger Federal deficit
arising from the administration's proposed tax rebate plan.

By early February most market interest rates had adjusted to the
change in market outlook, and there was little further net movement
in either short- or long-term rates until April, when accelerating
growth in M-l initiated a period of rapid expansion in this key
aggregate that continued through October. With M-l expanding at a
pace well above the upper limit of the longer-run range set by the
FOMC, the Federal Reserve did not fully accommodate the associ-
ated increase in demands for bank reserves. As a consequence, the
Federal funds rate moved up in several successive steps from about
43A per cent in April to 6V2 per cent in October. Other short-term
market interest rates rose by roughly similar amounts.

Member bank borrowing at the Federal Reserve's discount window
increased substantially during the summer, as short-term interest
rates moved up to levels well above the 5 ^ per cent discount rate,
which had prevailed since November 1976. To restrain such borrow-
ing, the Federal Reserve raised the discount rate to 5% per cent in
late August. Following an additional advance in market rates in
September and October, it raised the discount rate again—to 6 per
cent—in late October.

In contrast to the rise in short-term interest rates, yields in long-
term credit markets generally edged lower over the spring and
summer. The modest downward pressures on most long-term rates
appeared attributable largely to adjustments in expectations oc-
casioned by the withdrawal of the administration's tax rebate plan
and by indications of a slowing in the economic expansion and a
moderation in the rate of inflation. Demands of institutional investors
for long-term bonds, in addition, remained quite substantial through-
out this period. Moreover, nonbank thrift institutions, with large
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inflows of deposit funds, were able to accommodate strong demands
for mortgage credit at only slightly higher interest rates. In late
summer and early fall, however, long-term yields generally began
to rise, responding in part to the continued upward movement of
short-term rates.

With monetary expansion moderating after early October, the
Federal funds rate remained near 6V2 per cent between mid-October
and year-end. Given this stability, other short-term rates showed
little net change throughout this period. Long-term interest rates, on
the other hand, after having remained unchanged for a time, resumed
their upward movement during the latter half of the quarter. These
increases apparently were in response to changes in expectations,
given evidence of greater strength in the economy and the adminis-
tration's announcement of its intention to propose substantial cuts in
taxes. The marked slowing of inflows into thrift institutions, mean-
while, contributed to upward pressures on mortgage rates.

Most short- and long-term rates rose somewhat further in early
January 1978, as the weakening in the foreign exchange value of the
dollar prompted the Federal Reserve to increase the discount rate to
6V2 per cent and to allow the Federal funds rate to rise to around
6% per cent. Tax-exempt bond yields and primary mortgage rates,
however, increased relatively little.

The rise in interest rates in 1977, especially in short-term rates,
conformed to the patterns experienced in past periods of appreciable
economic expansion. By contrast, over the earlier part of the current
recovery most interest rates had fallen rather than risen. The return
of late to a more typical cyclical pattern appears attributable to the
reversal of a number of factors that had lowered interest rates in
1975 and 1976. First, after having previously declined and having
supported a moderation in inflationary expectations, the rate of price
advance stabilized in 1977, thus limiting any further reduction in
inflation premiums in interest rates. Second, the Federal Reserve's
efforts to restrain monetary growth have added to general upward
pressures on interest rates. Finally, as discussed in greater detail later,
credit demands strengthened substantially, and credit flows during the
year reached record levels relative to GNP.

Even so, by early 1978 net increases in interest rates over the
current recovery were still well below those that had occurred during
comparable periods in other post-World-War-II business cycles.
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Short-term rates stood only about % to 1 percentage point above
their levels at the cyclical trough of the economy in March 1975,
while most long-term interest rates were little changed or had
declined on balance.

AGGREGATE FLOWS OF FUNDS

Net funds raised in U.S. credit and equity markets by all nonfinan-
cial sectors reached an estimated $336 billion in 1977; relative to
GNP this represented a new high of 18 per cent. Household borrow-

8. Net funds raised in credit and equity markets
Billions of dollars

Sector, or type of instrument 1974 1975 1976 1977
19771

HI H2

Total funds raised

By sector:
Nonfinancial sectors

U.S. Govt

Other
Nonfinancial business
State and local govt
Households
Foreign ,

Financial sectors
Sponsored credit agencies
Mortgage-pool securities
Private financial intermediaries

By type of instrument:
U.S. Govt. securities

Public debt and budget agency securities2

U.S. Govt.-related
Sponsored credit agency securities
Mortgage-pool securities

Corporate and foreign bonds
Corporate equities
Tax-exempt securities 3

Mortgages
Residential
Other

Bank loans n.e.c
Open market paper and Rp's
Consumer credit
Loans from Federal home loan banks
Other4

229.0 219.5 296.8 398.6 369.2 427.9

189.6
11.8

177.8
97.0
16.2
49.2
15.4

39.4
17.3
5.8

16.3

34.3
11.9
22.4
16.6
5.8

23.9
4.8

17.1

60.5
40.2
20.3

38.4
17.8
10.2
6.7

15.3

205.6
85.4

120.2
47.3
11.2
48.6
13.2

14.0
3.2

10.3
.4

98.2
85.5
12.7
2.3

10.3

36.3
10.2
13.6

57.2
41.4
15.8

- 1 4 . 4
.5

9.4
- 4 . 0
12.5

268.3
69.0

199.2
74.6
14.6
89.8
20.3

28.6
2.9

15.7
10.0

88.1
69.1
19.0
3.3

15.7

37.0
12.2
15.1

86.8
67.0
19.8

6.7
13.0
23.6

- 2 . 0
16.3

335.9
56.8

279.1
111.2
24.8

130.9
12.2

62.7
5.7

20.4
36.5

84.2
56.8
27.3

6.9
20.4

31.7
9.9

28.1

129.7
100.1
29.6

30.4
26.1
35.6
4.3

18.6

306.2
40.3

265.9
109.6
21.7

129.6
5.0

63.1
7.8

17.9
37.4

68.4
40.4
28.0
10.1
17.9

26.8
10.0
20.3

119.5
93.8
25.7

28.9
32.9
35.5
3.5

15.3

365.6
73.2

292.4
112.8
27.9

132.2
19.5

62.3
3.7

22.9
35.7

99.9
73.3
26.6

3.7
22.9

36.5
9.8

27.9

139.8
106.3
33.5

31.8
19.3
35.7
5.2

21.9

1 Semiannual data are seasonally adjusted annual rates.
2 Includes mortgages.
3 Short- and long-term borrowing also includes industrial pollution control bonds, which are treated

as business borrowing.
4 Includes mutual fund shares.
NOTE.—Data from Federal Reserve flow of funds accounts. Rp's = repurchase agreements.
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9. Net funds supplied in credit and equity markets
Billions of dollars

Sector

All sectors

All sectors to nonfinancial sectors
All sectors to financial sectors

U.S. Govt. and sponsored credit agencies
Mortgage-pool securities .
Federal Reserve System
Foreign sources

Private financial intermediaries..
Commercial banks.
Thrift institutions
Insurance and pension funds
Other

Private domestic nonfinancial sectors
Households
Nonfinancial business. .
State and local governments

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

1974

229.0

189.6
39.4

29.6
5.8
6.2

11.7

132.0
64.7
27.1
36.7
3.5

43.7
37.5
2 2

75.7

1975

219.5

205.6
14.0

19.3
10.3
8.5

10.8

129.3
27.6
52.1
50.8

41.2
23.0
14.2
4.1

97.1

1976

296.8

268.3
28.6

13.9
15.7
9.8

18.0

199.6
58.0
71.8
61.6
8.1

40.0
11.4
15.3
13.3

130.1

1977

398.6

335.9
62.7

17.3
20.4
7.1

42.3

249.5
79.8
86.8
71.4
11.5

61.9
20.7
17.5
23.7

143.6

1977

HI

369.2

306.2
3.1

15.6
17.9
4.6

31.0

239.9
80.6
85.1
68.8
5.3

53.2
19.9
13.6
19.7

127.2

H2

427.9

365.6
62.3

19.0
22.9

2.7
53.7

259.1
79.1
88.4
73.9
17.7

70.5
21.5
21.3
27.6

160.0

1 Semiannual data are seasonally adjusted annual rates.
NOTE.—Data from Federal Reserve flow of funds accounts.

ing led the surge in credit demands. Much of this borrowing was in
home mortgages and reflected very large sales of existing homes and
the highest level of single-family housing starts in more than two
decades. Such borrowing expanded much more than capital expendi-
tures on new and existing homes, as households—through refinanc-
ings, junior mortgages, and transactions in existing homes—drew
upon their increased equity associated with the large rise in house
prices in recent years. Flows of consumer credit rose vigorously as
well, supporting substantial increases in consumer spending.

External financing by nonfinancial businesses also increased mark-
edly as the gap between capital outlays and internally generated funds
widened from the modest level in 1976. The appreciable expansion
in both long- and short-term financing reflected mainly increases in
commercial and industrial mortgage borrowing and in loans, other
than mortgages, from commercial banks.

Although net Federal borrowing in 1977 was noticeably less than
in the previous 2 years, it remained high by historical standards. Sub-
stantial foreign acquisitions of U.S. Government securities—mainly
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in conjunction with support of the dollar by foreign central banks—
and large acquisitions of such obligations by State and local govern-
ments helped to limit interest rate pressures in the U.S. Government
securities market.

Although their aggregate surplus expanded, State and local govern-
ments raised an increasing volume of funds in credit markets. A sig-
nificant portion of such borrowing was for advance refundings of
outstanding obligations; the proceeds of such refundings were rein-
vested in nonmarketable Treasury obligations to satisfy arbitrage
regulations of the Internal Revenue Service.

As is usual, private financial institutions provided the bulk of funds
advanced to nonfinancial sectors. Ample deposit growth during most
of 1977 enabled commercial banks and thrift institutions to expand
loan portfolios sharply, on balance, even though inflows of savings
and small-denomination time deposits slowed in the latter part of the
year. The depositary institutions liquidated U.S. Government secu-
rities and increased their reliance on managed liabilities in order to
accommodate vigorous loan demands in the face of this reduction in
deposit growth. Finance companies provided increased amounts of
short- and intermediate-term credit to both businesses and consumers
during the year, stepping up their borrowings in the bond and com-
mercial paper markets to do so. Life insurance companies and pen-
sion funds—traditionally long-term investors—also increased their
lending in 1977, as their cash flows continued to expand.

Household sector

Households were the major borrowers in 1977; their borrowing,
which was a record $131 billion, represented two-fifths of the net
funds raised in credit and equity markets by all nonfinancial sectors.
With the strong expansion in mortgage and consumer credit, the ratio
of outstanding household debt to annualized disposable personal
income rose to a record of more than 70 per cent by year-end.
At the same time scheduled repayments of principal and interest on
such debts, relative to disposable income, approached earlier highs.

Meanwhile, the real value of the household sector's financial net
worth—financial assets less liabilities, deflated by the consumer price
index—declined somewhat, reflecting in part an erosion of common
stock values during the year. However, the real value of the sector's
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total net worth, including tangible assets, changed little, as prices of
homes continued to increase at a faster pace than prices of most con-
sumer goods and services.

Despite some apparent deterioration in the financial position of the
household sector, there were few direct indications of increasing
financial strains. At the year-end delinquency rates on short- and
intermediate-term consumer instalment debt were about a fifth below
those at the peak of the recession. Moreover, delinquency and fore-
closure rates on home mortgages declined during the year.

Consumer instalment credit expanded sharply again in 1977, some-
what more than the substantial growth in sales of consumer durable
goods. Commercial banks provided more than one-half of the total
expansion of such debt, with finance companies and credit unions
supplying most of the balance. Reflecting strong auto sales, partic-
ularly in the first half of the year, auto credit led the expansion in
instalment borrowing. Rates paid on short- and intermediate-term
consumer credit, which normally move sluggishly, increased only
slightly over the course of the year.

As in 1976, home mortgages accounted for the major share of
household borrowing, lengthening the maturity of this sector's liabil-
ities. Much of the increase in mortgage debt was associated with the
rapid pace of homebuilding. Nevertheless, the net increase in house-
hold mortgage debt exceeded the record volume of household capital
expenditures on new and existing homes by an unusually wide mar-
gin—on the order of $15 billion, compared with a high of about $6
billion in 1973.

The unprecedented difference between home mortgage debt forma-
tion and capital expenditures on homes apparently was associated
primarily with record sales of existing homes at high and rising prices.
Not all home-sellers invested all their housing equity—much of which
had been accumulated during the rapid inflation in home prices since
1970—in other dwellings.. In a period of ample mortgage funds,
many households opted instead for as large a mortgage as lenders
would permit on homes purchased, thus raising funds through the
mortgage market to be used for purposes other than housing outlays.
To a lesser degree, the surge in mortgage indebtedness represented
greater use of second mortgages and a larger number of refinancings
of first mortgages by homeowners who had not changed residences.
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Direct mortgage investments by savings and loan associations ac-
counted for more than half of the record volume of home mortgage
funds advanced to households in 1977. Rapidly expanding issues of
"pass-through" securities—guaranteed by the Government National
Mortgage Association or the Federal Home Loan Mortgage Corpora-
tion and representing shares in mortgage pools—accounted for about
a fifth of the total; substantial amounts of these securities were ac-
quired by pension and retirement funds and a wide variety of other
investors. The share of home mortgage funds provided directly by
commercial banks rose to nearly a fifth of the net increase in such
mortgages outstanding, while mutual savings banks and households
accounted for most of the remaining 10 per cent.

The record volume of home mortgage funds was raised with rela-
tively little upward pressure on interest rates. Average interest rates
on new commitments for conventional home mortgages in the primary
market increased only about 20 basis points during the year. How-
ever, in secondary markets for Government-underwritten mortgages,
where returns move more closely with corporate bond yields, rates
rose by 60 basis points or more.

Nonfinancial business sector

Although net funds raised by nonfinancial businesses in credit and
equity markets reached a record $111 billion in 1977, the volume of
funds obtained remained below previous highs relative to GNP.
Increased availability of internal funds, largely through moderately
improving profitability, supplemented external financing.

As corporations stepped up their capital outlays during the year,
the financing gap—the excess of capital expenditures, including in-
ventory investment, over internally generated funds—widened con-
siderably. While quite a bit larger than during the two previous
years, the gap was still smaller than the highs recorded in 1973
and 1974. Businesses were generally able to finance this expand-
ing gap without significantly eroding the strength of balance sheets
built up over the two previous years. The ratio of corporate liquid
assets held to short-term liabilities edged up further over the year,
although the ratio of short- to long-term debt rose somewhat.

Financing in short- and intermediate-term markets picked up no-
ticeably during the year, as the sum of business loans at banks and
of commercial paper issued by nonfinancial firms expanded by more
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Funds raised relative to GNP
Per cent

' 1971 ' 1973 1977
Based on flow of funds data (Federal Reserve) and on GNP data from U.S. Dept. of

Commerce. Seasonally adjusted.

than 13 per cent. Meanwhile, business loans at finance companies
grew at an even faster rate; such loans were used in large part to
carry inventories at automobile dealers.

Despite the step-up in short-term indebtedness, long-term financ-
ing predominated over the year. Public bond offerings by higher-
rated industrial corporations, many of which had largely completed
balance-sheet restructuring, were below the totals in the two previous
years. But private placements of corporate bonds, associated primarily
with debt issues of lower-rated manufacturing and other industrial
concerns, continued at a very high rate. The risk premiums in the
interest rates charged lower-rated borrowers remained relatively small,
as funds were readily available from life insurance companies and
pension funds—the major investors in private placements. Income-
property mortgages, to finance expansion of multifamily and com-
mercial building activity, provided an additional important source
of long-term funds for nonfinancial businesses.
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The net amount of equities issued by nonfinancial corporations in
1977 was moderately less than in either 1975 or 1976, and it
remained small in comparison with the early 1970's. With values
of manufacturing and industrial stocks eroding by 10 per cent or
more, new equity offerings were reduced substantially. By contrast,
price indexes for major utility stocks changed little, on balance, and
equity issues by this industry remained around the level of the two
previous years. As a consequence, utilities accounted for two-thirds
of the value of new equities sold during the year.

Federal Government

Net funds raised by the U.S. Government in 1977 fell nearly 20 per
cent below the volume in 1976. Nonetheless, the total matched 1944
as the third highest in history. Treasury borrowing declined sharply in
the early part of 1977, reflecting greater-than-seasonal strength in tax
receipts and a shortfall in Federal outlays. In the latter part of the
year, however, demands by the Treasury on credit markets increased
along with an expansion in the Federal deficit. Net borrowing by
Federally sponsored credit agencies rose slightly over the year, mainly
as a result of expanded support of the mortgage market in the fourth
quarter by such housing-related agencies as the Federal Home Loan
Bank System and the Federal National Mortgage Association.

The Treasury continued in 1977 to pursue a financing policy
designed to lengthen the maturity structure of its debt. To do this,
it sold cycles of intermediate-term notes and sold both a long-term
note and a bond in its midquarterly refundings. As a result the
Treasury was able to reduce the quantity of bills outstanding—the
first substantial reduction in any calendar year since 1953. Although
sales of Treasury bills picked up appreciably in the final 3 months of
the year, they still accounted for only one-fourth of total cash raised
through marketable offerings in that quarter.

The foreign sector represented a major source of demand for
Treasury securities during 1977; it accumulated more than half of
the net increase in the Federal debt. Meanwhile, State and local
government net purchases accounted for one-fourth of the net change
in the total. The banking system, which over the two previous years
had acquired record amounts of Treasury securities, reduced its hold-
ings on balance.
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State and local governments

State and local governments borrowed heavily during 1977, although
they had a record aggregate operational surplus for the year of al-
most $14 billion—excluding net savings by social insurance funds.
Despite lingering difficulties of some governmental units, such as
New York City, the surpluses were fairly widespread. A few States—
particularly Texas and California—experienced very large surpluses.

Net borrowing by these governments in 1977 reached an unpre-
cedented $25 billion, nearly double the volume of 1976. Although net
offerings of short-term securities were light, reflecting in part the
more conservative financial practices of many governmental units,
issues of long-term, tax-exempt debt were swollen by advance refund-
ings of outstanding high-cost obligations. Such refundings accounted
for about a fifth of the gross offerings of municipal securities over the
year. In addition, some State and local units, especially housing and
hospital authorities, took advantage of the favorable environment in
the municipal securities market to obtain funds for current or future
capital outlays.

The large supply of municipal securities was readily absorbed by
the market. Property and casualty insurance companies, with rising
cash flows and earnings, made record investments in State and local
government obligations, while commercial banks, with increased tax-
able earnings, acquired more of these securities than in any other
year except 1971. Individuals also made larger purchases of tax-
exempt obligations, partly through municipal bond funds.

Given the extremely strong demands for State and local govern-
ment securities, average yields on municipal bonds declined by about
40 basis points over the year—in contrast to the moderate increases
posted for yields on long-term Treasury and corporate issues. The
decline reflected largely a reduction in yields on lower-rated municipal
issues as the risk premium on such issues narrowed considerably, ow-
ing to increased confidence on the part of investors that stemmed
from the general improvement in the financial positions of cities and
States and from court decisions reaffirming the rights of bondholders.

Private financial intermediaries

Private financial intermediaries provided about three-fourths of the
total volume of funds raised by all nonfinancial sectors of the econ-
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omy in 1977. This was roughly the same proportion as in 1976, but
well below levels of 90 per cent or more recorded in the early
1970's. Total loans and investments of commercial banks expanded
by more than 10 per cent during 1977, as bank loans increased
about 14 per cent, while investments rose only moderately. Reduc-
tions in bank holdings of Treasury issues offset most of the increase
in other securities, which was concentrated mainly in tax-exempt
issues.

All major loan categories at commercial banks expanded briskly.
Growth of consumer and real estate loans was particularly rapid;
these components accounted for more than half of the net increase in
bank loans for the year. Reflecting both the willingness of business
firms to assume more short-term debt and the more aggressive loan
policies at large banks, business loans at banks grew by about 13
per cent, a markedly larger increase than in 1976. Business loans
increased quite rapidly at smaller banks over most of the year. At
large banks, in contrast, where business loans had declined from early
1975 to late 1976, growth in these loans was moderate in the early
months of 1977 and then accelerated in the latter part of the year.

During the first half of 1977 the rise in commercial bank credit
was supported primarily by growth in deposits subject to rate ceilings,
with bank holdings of Treasury securities expanding along with loans.
After midyear, however, banks reduced their portfolios of Treasury
securities and increased their reliance on managed liabilities in order
to meet stronger loan demands as inflows of savings and small-
denomination time deposits slowed. Large-denomination time deposits
—which are not subject to rate ceilings—rose sharply, particularly in
the fourth quarter. During the latter part of the year banks also
relied more heavily on nondeposit sources of funds, especially pur-
chases of Federal funds from nonbank sources and sales of securities
under repurchase agreements.

Deposit growth at the nonbank thrift institutions was quite large
for 1977 as a whole, but toward the year-end it slowed as market
rates of interest moved above ceiling rates for most deposit categories.
Savings and loan associations utilized their large net deposit inflows,
and also increased their reliance on borrowed funds, to help meet
the extraordinarily strong demands by households for home mort-
gage funds. Borrowings from the Federal home loan banks expanded
significantly, particularly in the fourth quarter. Savings and loan
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associations also increased their borrowing from other sources, partly
through issues of mortgage-backed bonds, but they did not reduce
their liquid asset holdings significantly. By year-end, with mortgage
demands continuing strong, outstanding mortgage commitments (in-
cluding loans in process) at savings and loan associations reached a
record $35 billion, $10 billion higher than a year earlier.

Mutual savings banks concentrated their cash flows largely on
meeting high levels of mortgage demands. The over-all supply of
investable funds at savings banks, though smaller than at savings
and loan associations, was still quite large by historical standards.
Moreover, residential mortgage loans were attractive long-term
investments for these institutions. In all, the industry channeled four-
fifths of its total deposit growth, including interest credited, into
mortgages and mortgage-backed, pass-through securities. Meanwhile,
the savings banks substantially increased their outstanding commit-
ments to make mortgage loans.

A 20 per cent increase in deposits at credit unions supported a
strong increase in lending activity at these institutions. Credit unions
accounted for more than one-fifth of the total expansion in con-
sumer instalment credit—a somewhat smaller share than in 1976,
but still well above their market share prior to 1975.

Life insurance companies continued to acquire large amounts of
corporate bonds through private placements in 1977. In addition,
the outstanding commitments of these companies to acquire long-
term, income-property mortgages rose to a record high, as construc-
tion of commercial buildings expanded. Outstanding commitments for
residential mortgages, however, remained well below the levels of the
early 1970's. Property and casualty companies, as noted earlier,
greatly increased their acquisitions of tax-exempt securities.

Net accumulation of financial assets by private pension funds in-
creased dramatically during the year, as cash flows into these funds
continued to be buoyed by increased funding requirements of the
Employee Retirement Income Security Act. Pension funds acquired
large amounts of equities, Treasury securities, and corporate bonds,
as well as appreciable amounts of mortgage-backed securities. Mean-
while, State and local government retirement funds, which were also
experiencing relatively large cash flows, concentrated their invest-
ments in corporate bonds and Treasury securities.
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Monetary Policy and Financial Markets

Monetary policy in 1978 sought to foster financial conditions that
would contribute to the reduction of inflationary pressures and the
stabilization of international exchange markets while supporting
moderate economic growth. During the year, the acceleration of
inflation increased the public's transactions requirements for cash
balances and resulted in strong demands for money. In addition,
expectations of continued rapid inflation apparently encouraged many
households and businesses to borrow, in the belief that the burden
of debt service would diminish while the prices of real assets would
rise. These factors, coupled with the need to bolster international
confidence in the dollar, prompted the Federal Reserve to seek
increasing tautness in financial markets.

Employing all of the major tools of monetary policy—open market
operations, the discount rate, and reserve requirements—the System
contributed to a progressive firming in money market conditions over
the course of the year. Short-term interest rates generally rose 3 to 4
percentage points during 1978, and most long-term bond rates
climbed 1 to 114 points. By year-end the prime lending rate at
commercial banks had increased 4 percentage points to H3/4 per
cent, and the average interest rate on new commitments for home
mortgage loans at savings and loan associations had reached a record
10% per cent. The System's actions helped to restrain the growth of
money and credit. Although growth of the narrowly defined money
stock, Af-1, exceeded the announced annual growth ranges of the
Federal Open Market Committee, all of the major monetary aggre-
gates, including Af-1, grew less rapidly than during 1977. The expan-
sion of the total flow of credit to nonfinancial sectors of the economy
also slowed.

Although conditions in credit markets had tightened considerably
by year-end, there was little evidence of financial strains that would
prevent further moderate expansion in over-all economic activity.
Interest rates were not unduly high if allowance is made for
inflationary expectations; moreover, credit generally remained in ade-
quate supply, owing in part to changes in Federal regulations on
deposit rates and to other institutional developments that enhanced
the efficiency of the capital markets.
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Monetary Policy 15

MONETARY AGGREGATES AND INTEREST RATES

Growth rates of the major monetary aggregates varied considerably
from quarter to quarter during 1978, responding in large measure
to changes in interest rates and in the pace of economic expansion. In
broad terms, growth in M-l was a bit less rapid on average in the
second half than in the first, reflecting the somewhat smaller gains
in nominal GNP and the much higher short-term interest rates that
characterized the last 6 months of 1978. The pattern for the interest-
earning components of the broader monetary aggregates—M-2 and
M-3—was quite the opposite, however, as a liberalization of Federal
ceilings on rates payable on certain small-denomination time accounts
resulted in stronger inflows of such deposits beginning in June. Thus

Adopted Longer-Run Growth Ranges and Actual Growth Rates
of Monetary Aggregates, 1976-781

Per cent

Period M-l M-2 M-3

1976 Q4 to 1977 Q4
Adopted
Actual

1977 Ql to 1978 Ql
Adopted
Actual

1977 Q2 to 1978 Q2
Adopted
Actual

1977 Q3 to 1978 Q3
Adopted
Actual

1977 Q4 to 1978 Q4
Adopted
Actual

1977
Ql .
Q2.
Q3.
Q4.

1978
Ql .
Q2.
Q3.
Q4.

7.4
7.4
8.6
7.4

6.6
9.2
8.1
4.4

Annual

4I/2-6
1/2

7.9

41/2-6
1/2

7.7

4 - 6 V2
8.2

4-6 >/2
8.1

4-6 y2

7.3

7-10
9.8

7-9 Vz
8.8

7-9 Vz
8.6

6V2-9
8.6

6V2-9
8.5

Quarterly (annual rate)

8 Vi-llV4
11.7

8V2-II
10.5

8^2-11
10.0

8-10 Vz
9.6

7!/2-10
9.4

10.9
9.0

10.1
7.9

7.0
8.4
9.9
7.7

12.4
10.5
11.8
10.1

8.4
10.4
9.4

1 Growth rates are based on quarterly averages.
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16 Monetary Policy

there was no recurrence of the marked disintermediation that had
been a prominent feature of other recent periods when market rates
of interest had moved to relatively high levels.

Monetary expansion moderated in the first quarter of 1978 from
the relatively rapid pace of 1977. Growth in M-\—currency and
bank checking accounts—decelerated to a 6!/2 per cent annual rate,
the upper end of the Federal Open Market Committee's long-run
range. The slowing apparently was attributable to the weather- and
strike-associated lull in economic activity. Because the interruption
of economic growth was related largely to temporary dislocations
in product markets rather than to a deficiency in aggregate demand,
no easing of monetary policy was warranted. Indeed, the persistent
weakness of the dollar on foreign exchange markets led the System
to raise the Federal Reserve discount rate from 6 to 6Vi per cent
in early January and to adopt a less accommodative stance in the
provision of reserves to the banking system through open market
operations. The interest rate on Federal funds (overnight loans of
immediately available bank funds) climbed 1/4 of a percentage point
over the quarter to around 63A per cent, and most other short- and
longer-term security yields increased by similar amounts.

The advance in market interest rates during January widened the
gap that had already developed in the latter part of 1977 between
yields on market instruments and those on savings deposits and small-
denomination time deposits with maturities of less than 4 years. Con-
sequently, growth of the interest-bearing component of M-2 also
slowed in the first quarter, notwithstanding heavy issuance by com-
mercial banks of those large time deposits ($100,000 and over)
included in this aggregate. M-3 showed an even sharper deceleration
as savings and loan associations and mutual savings banks experi-
enced substantial reductions in deposit inflows. On the other hand,
net sales of money market fund shares rose sharply and noncom-
petitive tenders in auctions of Treasury securities also increased,
suggesting a diversion of individual savers' funds from depositary
institutions.

As economic activity rebounded in the second quarter, growth in
M-l accelerated markedly—to an annual rate of 9XA per cent. This
was well above the long-run range established by the Federal Open
Market Committee; consequently, the Committee permitted the asso-
ciated demand for reserves to drive up the interest rate on Federal
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Monetary Policy 17

Interest Rates

Short-term

Percent per annum

12

1974

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

funds to about 11A per cent in late April and then to around IV2
per cent in late May. Because the general upward movement in short-
term market rates led member banks to increase their borrowing at
the discount window, the Federal Reserve boosted the discount rate
to 7 per cent in May. Intermediate- and long-term interest rates also
climbed 25 to 50 basis points during this period as investors became
more concerned about the outlook for inflation and the possibility
of further increases in money market yields.
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18 Monetary Policy

With the additional rise in market rates early in the second quarter,
growth of bank time and savings deposits other than large certificates
of deposit remained sluggish, and deposit inflows at nonbank thrift
institutions slowed to the lowest rate since 1974. To prevent a drastic
curtailment of credit flows to borrowers reliant on these institutions,
the Federal Reserve Board, Federal Deposit Insurance Corporation,
and Federal Home Loan Bank Board authorized, effective June 1, two
new categories of time deposits. One was an 8-year account yielding
up to 7% per cent at commercial banks and up to 8 per cent at thrift
institutions. The other was a 6-month, $10,000 minimum "money
market certificate" whose ceiling rate would vary with the average
yield in the weekly auction of 6-month Treasury bills; the ceiling for
banks was equal to the auction average and that for thrift institutions
was 1/4 of a percentage point higher. Because the combination of
rapid growth in M-l and brisk inflation caused the System to tighten
reserve availability another notch just before midyear, the structure
of market interest rates rose enough to make the 8-year account rela-
tively unattractive to most savers. However, the 6-month account,
with its ceiling rate tied to current market yields, proved immediately
successful in supporting deposit flows to banks and thrift institutions.

Growth in M-l moderated somewhat in the third quarter because
of the slowing in economic expansion and the accumulating impact
of more restrictive credit conditions. Nevertheless, with M-l still
increasing quite rapidly and the dollar under downward pressure on
foreign exchange markets, the System moved steadily toward tighter
money market conditions. The Federal funds rate rose about 1 per-
centage point over the quarter, to about S3A per cent, and the dis-
count rate was raised in three steps from 7 to 8 per cent. Other short-
term interest rates increased by similar amounts. Bond yields generally
fell in late July and early August, when evidence of slowing economic
activity led many investors to think that interest rates might be near-
ing cyclical peaks; but these long-term rates moved up again toward
the end of the summer as short-term rates continued to climb and
inflation showed no sign of abating.

Despite the advance in short- and intermediate-term market rates
during the third quarter, growth in interest-earning deposits at com-
mercial banks and thrift institutions continued to accelerate and thus
to contribute to more rapid expansion in Af-2 and M-3. The faster
growth of M-2 reflected a sharp increase in large-denomination time
deposits included in this aggregate, which are not subject to Regula-
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Monetary Policy 19

tion Q ceilings, and sizable sales of the new money market certificates.
The 6-month certificates had an even larger impact on the growth
of M-3, as deposit inflows at savings and loan associations and mutual
savings banks accelerated sharply during the summer.

The advance of market interest rates in the third quarter was fol-
lowed by an increase in the discount rate to 8V2 per cent in mid-
October. Despite the substantial rise of U.S. interest rates and progress
toward reduction of the Federal budget deficit, participants in foreign
exchange markets remained apprehensive about U.S. price and trade
prospects, and the dollar came under extraordinary downward pres-
sure. After the President announced his wage-price program on
October 24 the dollar's decline accelerated, threatening to undercut
the anti-inflation effort at home and to lead to greater erosion of
confidence abroad.

The Federal Reserve responded by announcing on November 1
an increase of 1 percentage point in the discount rate and a supple-
mentary reserve requirement of 2 percentage points on large-
denomination time deposits. In conjunction with the Treasury, a
series of actions was outlined that would increase access to foreign
currencies for exchange-market intervention. The System also ad-
justed its open market operations to restrict further the availability
of nonborrowed reserves.

As a result, the Federal funds rate rose to nearly 10 per cent, and
short-term interest rates increased sharply. Bond yields initially
declined, since investors apparently viewed the actions of the Gov-
ernment on November 1 as enhancing prospects for the control of
inflation; however, they reached their highest levels of the year in
December as a result of a further increase in short-term market rates,
the announcement of a rise in oil prices by the Organization of
Petroleum Exporting Countries that was larger than anticipated, and
evidence of strong economic growth in the fourth quarter.

The appreciable rise in market interest rates likely contributed
to a moderation in AM expansion in the fourth quarter to the lowest
rate in 2 years. Another factor was the introduction of a new bank-
ing service on November 1 that permits individuals to have funds
transferred automatically, as needed, from savings to checking
accounts at commercial banks; a substantial volume of funds was
shifted from demand deposits to savings deposits as customers took
advantage of this new means to economize on nonearning transactions
balances. Because of the slackened pace of growth in AM, expansion
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20 Monetary Policy

of M-2 and M-3 also slowed somewhat in the fourth quarter even
though inflows to money market certificates and large time deposits
sustained sizable gains in the interest-earning components of the
broader aggregate.

AGGREGATE FLOWS OF FUNDS

Total funds raised in domestic financial markets by all sectors are
estimated to have increased from $400 billion in 1977 to $483
billion in 1978. A rise of nearly 60 per cent in funds raised by
financial sectors was attributable to enlarged borrowing by both
private and government-sponsored financial intermediaries. Funds
raised by nonfinancial sectors of the economy increased 14 per cent,
a considerably slower growth than in previous years of the cyclical
upswing. The effects of tightening credit markets were perhaps most
evident in the markedly decelerated growth in flows of funds to private
domestic nonfinancial sectors after the second half of 1977.

The household sector borrowed a record amount in 1978. Home
mortgage debt formation increased moderately from the previous
year's total, as demand for housing credit remained strong despite
the sharp upward movement in interest costs. Most of the rise in
household credit flows, however, was in consumer credit. The annual
rate of growth in such credit outstanding was about 17 per cent in
each half of the year, and tracked fairly closely the strong upward
movement in consumer spending on durable goods. Repayment
obligations for both mortgage and consumer debt increased sub-
stantially in 1978, raising the ratio of repayments to disposable
personal income to a record high.

Nonfinancial businesses also increased their demands for funds
in 1978. Although nonfinancial corporations experienced an appre-
ciable rise in reported pretax profits, growth in their outlays for
inventories and fixed capital outstripped the increase in gross
internal funds and caused a large increase in external financing re-
quirements. The composition of external financing also changed, as
many firms avoided issuing bonds at the relatively high interest
rates prevailing and instead relied heavily on shorter-term bank loans
and commercial paper. Gross public offerings of corporate bonds fell
to the lowest level since 1973, owing mainly to the absence from the
market of large, highly rated industrial issuers, and private place-
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ments declined somewhat from the record volume of 1977. Business
use of mortgage credit increased sharply in 1978, reflecting in part
the substantial improvement in commercial construction activity
during the year. Historically low price-earnings multiples discour-

Net Funds Raised and Supplied in Credit Markets
Billions of dollars

Sector or type of instrument 1975 1976 1977 1978

1977 i

HI H2

1978 i

H I H2

Total funds raised
Sector
Nonfinancial sectors, total

U.S. Government
State and local government.
Nonfinancial business
Households
Foreign

Financial sectors, total
Sponsored credit agencies..
Mortgage pools
Private financial

intermediaries

219.8 301.7 399.4 483.2 363.7 435.0 481.1 485.3

208.1
85.4
13.2
47.7
48.6
13.2

11.7
3.2

10.3

Type of instrument
U.S. Government securities. . .

Public debt and budget
agency securities

Other
Corporate and foreign bonds..
Corporate equities
Tax-exempt securities

Mortgages
Residential
Other

Bank loans, n.e.c
Open-market paper and

repurchase agreements. . .
Consumer credit
Other

Total funds supplied
Sector
Private domestic nonfinancial..

Households
Nonfinancial business
State and local government.

Private financial intermediaries
Commercial banks
Thrift institutions
Insurance and pension funds
Other

U.S. Government and
sponsored credit agencies.

Mortgage pools
Federal Reserve System
Foreign sources

-1.9

98.2

85.5
12.7
36.4
10.8
15.6

57.2
41.4
15.8

-13.9

-2 .4
9.4
8.6

41.2
25.6
12.3
3.4

129.6
27.8
52.1
50.8

-1 .1

19.3
10.3
8.5

10.8

272.5
69.0
18.5
74.4
89.9
20.7

29.2
2.9

15.7

340.5
56.8
25.9

106.0
139.6
12.3

58.8
5.8

20.5

389.4
53.7
24.9

123.9
161.3
25.7

93.8
22.6
16.5

302.2
42.6
22.7
98.1

131.2
7.5

61.5
7.2

17.9

378.9
71.0
29.0

113.7
148.0
17.2

56.2
4.4

23.1

378.1
58.7
21.7

125.5
155.0
17.2

102.9
24.9
16.6

69.1
19.0
37.2
12.9
19.0

87.1
67.3
19.8
6.4

13.3
23.6
14.1

56.9
27.4
36.1
4.8

29.2

134.0
106.8
27.2
32.2

19.8
35.0
24.0

53.8
39.0
32.1
3.6

29.6

145.9
112.4
33.5
50.2

42.8
50.5
35.6

42.6
27.4
30.5
2.5

29.3

121.2
98.1
23.1
28.4

27.6
35.7
18.5

71.0
27.5
41.7
7.0

29.0

146.7
115.4
31.3
35.9

11.9
34.4
29.8

58.8
41.5
32.3
3.0

28.5

140.3
110.5
29.8
48.2

43.7
49.8
34.8

40.7
13.3
12.7
14.7

203.7
58.0
71.5
66.0
8.2

13.9
15.7
9.8

17.9

55.5
30.7

-1 .5
26.4

255.7
85.8
85.2
72.1
12.6

18.3
20.5
7.1

42.2

84.1
52.6
8.3

23.3

294.3
119.2
79.2
78.4
17.8

45.9
16.5
7.0

35.3

44.6
28.1

-2 .0
26.5

247.4
81.1
85.7
72.0
8.6

14.8
17.8
10.2
28.9

66.3
41.2

-1 .0
26.2

264.2
90.5
84.7
72.3
16.7

21.8
23.1
4.2

55.4

400.7
48.6
28.1

122.2
167.5
34.1

84.6
20.2
16.3

10.6 32.6 54.7 36.5 28.7 61.4 48.0

84.3 92.8 70.0 98.6 100.3 85.2

88.4
58.7
6.4

23.3

285.3
120.4
77.3
74.6
13.0

47.4
16.6
13.0
30.3

48.7
36.5
31.8
4.2

30.7

151.5
114.2
37.3
52.2

41.9
51.2
36.3

219.8 301.7 399.4 483.2 363.7 435.0 481.1 485.3

79.9
46.4
10.2
23.3

303.5
117.9
81.0
82.0
22.5

44.3
16.3
1.0

40.3

1 Half-year figures are at seasonally adjusted annual rates.
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22 Monetary Policy

aged new stock issues, and a sizable volume of outstanding shares
was retired through repurchases and mergers. The relatively modest
acquisitions of liquid assets by nonfinancial corporations in 1978,
together with heavy emphasis on short- and intermediate-term bor-
rowing, caused measures of corporate liquidity to lose much of the
improvement recorded earlier in the economic expansion.

Net borrowing by State and local governments remained large in
1978, roughly equaling the previous year's unprecedented level; it
included a record amount of bond issuance for advance refunding
purposes. Nearly all of these advance refunding operations were
conducted prior to September, when changes in rulings of the Inter-
nal Revenue Service reduced their attractiveness. Tax-exempt yields
rose sharply in the final months of the year, yet remained quite low
historically relative to yields on taxable bonds. Commercial banks
and property-casualty insurance companies acquired the bulk of
tax-exempt securities in 1978, but households were substantial buyers
as well.

The U.S. Government continued to borrow a sizable volume of
funds to finance its deficit in 1978. Major purchasers of Treasury
securities included households, foreign central banks (which gen-
erated a large volume of investable funds through dollar-support
operations in foreign exchange markets), and State and local gov-
ernment units (which were investing the proceeds of their advance
refunding operations in special nonmarketable issues). The Treasury
concentrated its marketable borrowing in coupon securities, chiefly
issues with intermediate-term maturities. On balance, the outstand-
ing supply of Treasury bills remained about unchanged in 1978,
while coupon issues increased $33 billion. Net borrowing by Fed-
erally sponsored credit agencies increased sharply in 1978, reflecting
primarily activities of the agencies responsible for channeling funds
to the residential mortgage market.

Private financial institutions again provided the largest volume
of funds to nonfinancial sectors in 1978, although the upward move-
ment in market interest rates relative to deposit rate ceilings forced
depositary intermediaries to increase their reliance on funds raised
in credit markets to meet the strong loan demands. Insurance com-
panies and pension funds continued to acquire large amounts of
investable funds, and they purchased a record volume of corporate
bonds in 1978. In addition, mortgage lending by insurance com-
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Major Components of Bank Credit
Change, billions of dollars

Treasury securities

Change, billions of dollars

I
Other securities

Total loans

rntii

40

20

0

20

40

20

. 0

120

100

80

60

40

20

- 0

Business loans

Real estate loans

_L_J

Consumer loans

Nonbank financial loans

i

20

0

1976 1978 1976 1978
Seasonally adjusted. Total loans and business loans are adjusted for transfers between

banks and their holding companies, affiliates, subsidiaries, and foreign branches.

panies reached record proportions, mainly to provide permanent
financing for multifamily and commercial structures.

Total loans at commercial banks grew 14V£ per cent during
1978. Real estate loans rose markedly, as banks apparently increased
their lending to both residential and commercial borrowers. Con-
sumer and business loans also grew rapidly. Inflows into demand,
savings, and small-denomination time accounts were insufficient to
finance the large increase in lending, and banks reduced their hold-
ing of U.S. Government securities and increased their reliance on
managed liabilities. Large-denomination time deposits expanded $46
billion during 1978, and banks also obtained sizable amounts of
funds from nondeposit sources such as Federal funds and security
repurchase agreements. As a result, most conventional measures of
aggregate commercial bank liquidity eroded steadily over the year.

At nonbank depositary institutions, total mortgage lending con-
tracted somewhat in 1978, mainly because of a reduced pace of
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24 Monetary Policy

mortgage acquisition by savings and loan associations. Confronted
with smaller deposit inflows, savings and loans cut back their net
mortgage lending to $52 billion, down $6 billion from the preced-
ing year. The institutions experienced strong liquidity pressures
during the first half, when they curtailed their acquisition of securi-
ties and borrowed at a record rate from Federal Home Loan Banks.
As deposit growth accelerated following introduction of the money
market certificates in June, savings and loans initially devoted a
sizable share of the funds to rebuilding asset positions, but they also
increased their outstanding mortgage loan commitments.
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Monetary Policy and Financial Markets

Monetary policy in 1979 sought to curb inflationary pressures and to
maintain the stability of the dollar on international markets, against a
backdrop of widespread concern about possible recessionary tendencies in
the economy. Early in the year, when growth in the monetary aggregates
was very weak and incoming economic data provided some indications of
softening in economic activity, the Federal Reserve avoided measures that
would have led to a marked rise in interest rates or would have severely
reduced the availability of credit. But expenditures for goods and services
strengthened as the year progressed, in part because of heightened infla-
tionary expectations. In the spring, moreover, accelerating growth in the
monetary aggregates threatened to intensify inflationary pressures, and in
early summer the dollar came under renewed pressures in foreign exchange
markets. Consequently, the System adopted a progressively less accommo-
dative stance, allowing the federal funds rate to rise and increasing the
discount rate in several steps.

These actions were accompanied by increases of 1 VA percentage points
in short-term interest rates and Vi percentage point in long-term rates over
the third quarter, but even so money and credit continued to expand
briskly. Moreover, prospects of continued high inflation touched off a
surge of speculative activities in financial, foreign exchange, and commod-
ity markets. Responding to these developments, the Federal Reserve on
October 6 announced further actions, including a change in day-to-day
procedures for conducting open market operations to place more emphasis
on controlling reserves. In the weeks immediately thereafter, interest rates
in all markets rose sharply, and despite some subsequent decline, they
remained at near-record levels as the year ended. Interest rates on short-
term instruments were 2Vi to 3 percentage points higher in December than
12 months earlier; long-term rates were up about 1 to 2 percentage
points.

As financial markets tightened in the fourth quarter, credit flows slowed.
Net funds raised by private domestic nonfinancial sectors dropped approxi-
mately 18 percent below the average pace in the first nine months of the
year, reflecting a sharp falloff in business borrowing at commercial banks
and reduced borrowing by households. Monetary expansion also slowed,
bringing all of the monetary aggregates either within or near the growth
ranges that the FOMC had established for the period from the fourth
quarter of 1978 to the fourth quarter of 1979.
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Monetary Policy 15

Early in the year the Federal Reserve set ranges for growth in the monetary
aggregates that were thought to be consistent with its objectives of mod-
erating economic growth and restraining inflation. Over the targeted
period, the last quarter of 1978 to the last quarter of 1979, growth in the
narrow and broadest aggregates, M-l and M-3, was within the estab-
lished ranges, while M-2 was above the upper end of its range.

Interest Rates

Short-term

Percent per annum
14

State and local
government bonds

1973 1975 1977 1979

Monthly averages except for conventional mortgages, which are based on quotations for one day each
month. Yields: U.S. Treasury bills, market yields; prime commercial paper, dealer offering rates; conven-
tional mortgages, rates on first mortgages in primary markets, unweighted and rounded to nearest 5 basis
points, from U.S. Department of Housing and Urban Development; Aaa utility bonds, weighted averages
of new publicly offered bonds rated Aaa, Aa, and A by Moody's Investors Service and adjusted to a Aaa
basis; U.S. government bonds, market yields adjusted to 20-year constant maturity by U.S. Treasury; state
and local government bonds (20 issues, mixed quality), Bond Buyer.
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16 Monetary Policy

Changes in Selected Monetary Aggregates1

Annual rates of change based on seasonally adjusted data, percent

Item 1977 1978 1979
1978

Q4

1979

Ql Q2 Q3 Q4

Member bank reserves2

Total
Nonborrowed

5.3
3.1

6.7
6.8

Concepts of money3

M-l
M-2
M-3

Time and savings deposits at
commercial banks (excluding
large negotiable CDs)

Savings
Other time

Deposits at thrift institutions4

MEMO (change in billions of dollars,
seasonally adjusted)

Managed liabilities
Large time deposits
Nondeposit funds5

7.9 7.2
9.8 8.7

11.7 9.5

2.8

5.5
8.3
8.1

2.4 - 3 . 0 - 5 . 0
4.7 - 3 . 4 - 8 . 8

6.3
8.2

13.1
7.5

4.3 - 1 . 3
8.5 2.8
9.8 5.3

8.1
8.8
8.0

11.2 9.7 10.4 11.5 5.8 9.3
11.1 1.8 -5 .8 -1.2 -11.8 -3.5
11.4 16.7 22.8 21.9 19.3 18.4

9.7 5.0
11.9 8.9
10.5 7.8

13.3 11.5
5.8 -13.8

18.5 28.1

14.5 10.6 7.8 11.6 8.8 6.8 8.4 6.3

27.4
18.8
8.6

68.4
45.3
23.1

50.4
9.1

41.3

19.8
12.3
7.5

20.8
11.7
9.1

3.8
-13.8

17.6

13.0
-2.7
15.7

12.8
13.9

-1.1

1. Changes are calculated from the average amounts outstanding in each quarter; yearly rate calculations
are based on fourth-quarter data.

2. Annual rates of change in reserve measures have been adjusted for changes in reserve requirements.
3. M-l is currency plus private demand deposits adjusted. M-2 is M-l plus bank time and savings

deposits other than large negotiable CDs. M-3 is M-2 plus deposits at mutual savings banks and savings and
loan associations and credit union shares.

4. Savings and loan associations, mutual savings banks, and credit unions.
5. Includes borrowings by banks from other than commercial banks in the form of federal funds

purchased and securities sold under agreements to repurchase, plus other liabilities for borrowed money,
loans sold to affiliates, loan repurchase agreements, and net due to foreign related institutions.

The monetary aggregates exhibited considerable weakness in the first
quarter of 1979—indeed, M-l declined. M-l was depressed by shifts from
demand deposits into savings accounts accessed by automatic transfer
services (ATS) and into negotiable order of withdrawal (NOW) accounts in
New York State (both introduced on November 1, 1978). Such transfers
are estimated to have reduced growth in M-l in the first quarter by about
23/4 percentage points. The pronounced weakness in the public's demand
for M-l probably reflected other factors as well, including the slower pace
of economic growth and the previous runup of short-term interest rates to
cyclically high levels. These high rates apparently stimulated the unusually
intensive efforts, particularly by households and small businesses, to econ-
omize on non-interest-bearing deposits.

In addition to declines in demand deposits during the first quarter, there
were substantial outflows from savings deposits and small-denomination
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Monetary Policy 17

time deposits subject to fixed interest rate ceilings. Net issuance of six-
month money market certificates (MMCs) by commercial banks, on the
other hand, accelerated to high levels, and the interest-bearing component
of M-2 continued to grow, though at a slower pace than during the preced-
ing quarter. Deposit growth at thrift institutions, which was accounted for
entirely by MMCs, also slowed in the first quarter but remained above that
at banks, and M-3 decelerated somewhat less than M-2. In addition to a
large increase in net issuance of MMCs, banks expanded their use of
managed liabilities, which include large-denomination time deposits not
subject to interest rate ceilings and various nondeposit funds.

The weakness of the monetary aggregates early in the year left their
growth below the long-run ranges set by the FOMC. However, because of
the strength of the economy at the end of 1978 and the persistence of
inflation, the Federal Reserve maintained a firm posture that left short-term
rates about unchanged over the first quarter. Long-term rates moved up
somewhat, perhaps in reflection of growing pessimism regarding prospects
for inflation.

Growth in M-l rebounded sharply during the second quarter, to an
annual rate of 8 percent, even as growth of nominal spending moderated.
This pickup marked a return to growth rates more consistent with the
historical relationship of money to nominal income and expenditures, evi-
dently reflecting an abatement of the unusual economizing by the public as
well as a diminished pace of ATS and NOW transfers. As a result, by June
the level of M-l had risen well into the long-run growth range established
by the FOMC.

M-2 also moved into its growth range during the second quarter. The
interest-bearing component of M-2 expanded at an annual rate of 9lA
percent, as inflows of time deposits not subject to fixed interest rate ceil-
ings accelerated and outflows of savings and other small time deposits
slowed. In part, the acceleration of the time deposit component of M-2 was
attributable to a regulatory change in the spring that eliminated (when
Treasury bill rates are above 9 percent) the ceiling rate advantage of lA
percentage point permitted to thrift institutions when issuing MMCs. (This
change, effective March 15, also prohibited compounding of MMC inter-
est. These provisions were intended to reduce pressures on earnings of
thrift institutions by lowering the cost of MMCs and to moderate the
flow of funds to depositary institutions in efforts to restrain inflation.)
The correlative impact of this regulatory change was a weakening of
inflows at thrift institutions in the second quarter. As a result, M-3
accelerated less than M-2. As other deposit flows slowed, thrift institu-
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18 Monetary Policy

tions increased their use of large certificates of deposit (CDs) and, to a
lesser extent, their issuance of commercial paper and mortgage-backed
bonds.

Confronted with the strengthening of the monetary aggregates and rec-
ognizing the underlying momentum of inflation, the System maintained
restraint in the provision of reserves to the banking system. The federal
funds rate rose somewhat over the second quarter, but other short-term
rates generally tended to fall, apparently reflecting expectations by market
participants that economic activity was weakening and that monetary pol-
icy might ease in the near future. Long-term rates also declined on balance,
after reaching cyclical peaks earlier in the second quarter. By the end of the
quarter, short-term rates had declined about 25 to 50 basis points and long-
term rates about 10 basis points.

The monetary aggregates continued to accelerate in the third quarter.
M-l expanded at a record annual rate of 93/4 percent, reflecting in part a
pickup in economic activity. Growth in M-2 increased even more sharply,
as issuance of MMCs and other time deposits paying market rates remained
strong, and outflows from deposits subject to fixed interest rate ceilings
ceased. In part, this latter development may have reflected regulatory
changes effective on July 1 that raised ceiling rates on passbook savings
accounts [A percentage point, removed minimum denominations on con-
sumer-type time deposits (except for MMCs), and established a new four-
year deposit with a floating rate ceiling based on the yield for four-year
government securities. The purpose of these changes was to aid small
savers in obtaining higher rates of return on their deposits. The four-year
certificate, however, attracted a relatively small volume of new deposits

Monetary Aggregates and Long-Run Growth Ranges
Billions of dollars

M-l

1978 1979 1978 1979 1978 1979

Long-run ranges are calculated from the fourth quarter of 1978 to the fourth quarter of 1979. The ranges
for M-l were raised from V/i to 4Vi percent as shifts from demand deposits into ATS and NOW accounts
over the year were about one-half as large as had been projected in February.
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Monetary Policy 19

during the year, as its ceiling rate remained below yields on competitive
market instruments.

The more rapid growth in the aggregates in the third quarter brought M-1
near, and M-2 above, the upper end of its long-run growth range. The
Federal Reserve responded to this development and to continuing inflation-
ary pressures and weakness in the dollar by allowing the federal funds rate
to increase about 1 VA percentage points from June to September. In addi-
tion, the discount rate was raised three times, for a cumulative increase of
W2 percentage points. Private short-term rates increased somewhat more
than the funds rate over the quarter. Long-term rates rose about Vi percent-
age point, and by the end of the quarter were at or above cyclical highs
reached in the second quarter.

As the third quarter ended, expansion of the monetary aggregates contin-
ued at a fast pace and the value of the dollar on foreign exchange markets
came under strong downward pressure. Moreover, a spreading speculative
boom in commodity markets seemed to be developing. It was against this
background that the Federal Reserve announced on October 6 a set of
actions designed to damp speculative developments in financial, foreign
exchange, and commodity markets and to moderate growth in the mone-
tary aggregates. One element of the package was an increase of 1 percent-
age point in the discount rate, to 12 percent. In addition, it was indicated
that the System's day-to-day operating procedures would be altered in a
way expected to make the achievement of growth targets for the monetary
aggregates more certain. Specifically, policy would be conducted with
greater emphasis on supplying reserves to member banks at a rate believed
consistent with growth objectives for the monetary aggregates; and less
attention would be focused on short-term interest rates as a guide for open
market operations. Previously, open market operations had been directed
at maintenance of the federal funds rate in a relatively narrow range
thought to be consistent with achievement of monetary growth objectives.
It was felt that this procedure had become less reliable in an environment of
rapid and variable inflation.

The third element of the policy package announced on October 6 was the
imposition of a marginal reserve requirement of 8 percent at large banks on
net increases above a base-period level in certain liabilities: CDs issued in
denominations of $100,000 or more with maturities of less than one year,
Eurodollar borrowings, security repurchase agreements, and federal funds
borrowings from nonmember institutions. These requirements applied to
member banks that had $100 million or more in such liabilities and were
imposed as well on U.S. branches and agencies of foreign banks whose
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20 Monetary Policy

foreign parents have worldwide banking assets in excess of $1 billion. As
in the previous year, a substantial part of the rapid expansion in bank credit
in 1979 had been financed with managed liabilities. Moreover, the increase
in managed liabilities in the first three quarters of 1979 had been, on
balance, entirely in the form of nondeposit funds, which had been exempt
from reserve requirements until October 6.

In the three weeks following the early October announcement, interest
rates rose very rapidly, exhibiting great day-to-day volatility as the markets
adjusted to the System's new operating procedures. The federal funds rate
climbed about 33A percentage points and other short-term rates somewhat
less. Medium- and longer-term rates rose between 1 and Wi percentage
points. By late October or early November, upward pressures on rates
began to ease, as credit demands were reduced significantly and expansion
of the monetary aggregates slowed. The prime lending rate charged by
commercial banks reached 153/4 percent in November, but was lowered to
15!/4 percent in December.

M-l expanded at a rate of 5 percent in the fourth quarter, while growth
in M-2 slowed more gradually, to a rate near 9 percent, as its interest-
bearing component continued to expand at just below the third-quarter
pace. Outflows from savings deposits, which had been evident in the first
half, recommenced and reached record rates in the fourth quarter. This
evidently reflected in part a shift into MMCs, which grew $27 billion
during the quarter.

During 1979 MMCs outstanding at banks rose $80 billion and at the end
of the year accounted for 23 percent of savings and small-denomination
time deposits, up from about 6 percent as the year began. At thrift institu-
tions, net issuance was $110 billion and accounted for all deposit growth;
by year-end MMCs had reached 26 percent of all thrift deposits. House-
holds at the same time acquired a large volume of other liquid assets
bearing market yields. Most notably, shares outstanding in money market
mutual funds grew $3416 billion in 1979, compared with $63/4 billion for
1978. Several billion dollars of short-term unit investment trusts also were
sold, and individuals acquired a sizable volume of Treasury securities
through noncompetitive tenders in bill and note auctions.

AGGREGATE FLOWS OF FUNDS

Net credit flows to nonfinancial sectors of the U.S. economy totaled ap-
proximately $395 billion in 1979, slightly below the pace of financing in
1978. In the first half of the year, slower credit flows were attributable
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Net Funds Raised and Supplied in Credit and Equity Markets
Billions of dollars

Sector 1976 1977 1978 1979p

HI

1979 '

Q3 Q4P

NET FUNDS RAISED

Total, all sectors .

U.S. government
State and local government...
Foreign

Private domestic nonfinancial.
Business
Household

Domestic financial
Private intermediaries
Sponsored credit agencies..
Mortgage pool securities...

296

69
15
21

166
76
90

24
5
3

16

393

57
20
14

248
108
140

54
28

6
20

482

54
24
32

291
128
163

81
40
23
18

482

37
18
23

316
156
160

87
35
25
28

472

27
14
17

326
158
168

42
22
24

548

40
21
60

340
181
159

87
35
19
34

434

55
22

- 2

273
126
147

86
20
36
29

NET FUNDS SUPPLIED

Total, all sectors .

U.S. government
State and local government.
Foreign

Private domestic nonfinancial.
Business
Household

Domestic financial
Private intermediaries

Commercial banks
Thrift institutions
Insurance and pension funds.
Other 2

Sponsored credit agencies
Mortgage pool securities
Federal Reserve System

296

9
8

18

29
9

20

232
202

60
71
64
7

5
16
9

392

12
14
42

26
- 4
30

297
264

88
82
78
16

6
20
7

482

20
15
40

51

52

355
304
129
76
83
16

26
18
7

482

23
15

- 6

70
18
52

379
314
121
54
97
42

29
28

472

24
9

- 2 7

81
7

74

384
335
130
58
96
51

26
24

- 1

548

22
15
37

44
24
20

430
350
174
63
90
23

26
34
20

434

21
27

- 6

73
34
39

316
235
47
39

106
43

40
29
12

1. Seasonally adjusted annual rates.
2. Includes finance companies, money market funds, real estate investment trusts, open-end investment

companies, and security brokers and dealers.
p Data for the fourth quarter of 1979 are preliminary estimates.

largely to reduced credit demands by federal and state and local govern-
ments and by foreign borrowers. Credit demands of private nonfinancial
sectors remained strong through the third quarter; but firmer conditions in
financial markets and somewhat slower growth in nominal expenditures
curtailed growth in such credit demands late in the year. Both households
and businesses sharply reduced their borrowing in the fourth quarter, with
a substantial falloff in funds flowing to these sectors in the period follow-
ing the October 6 actions of the Federal Reserve.
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22 Monetary Policy

The U.S. government greatly reduced the volume of funds it raised in
credit markets in 1979, owing primarily to a substantial decrease in the size
of the federal deficit from the previous year and, in the first half, to the
availability of large cash balances carried over from year-end 1978. For the
year net Treasury borrowing amounted to about $37 billion, compared with
$54 billion in 1978. Households acquired a substantial share of the increase
in government securities outstanding. In contrast, as the dollar
strengthened in international exchange markets in the first half, foreign
central banks redeemed an appreciable volume of Treasury securities, most
of which had been acquired in late 1978 with the proceeds of dollar-support
operations. Although foreign account managers did acquire Treasury se-
curities in the third quarter—when the value of the dollar once again came
under pressure on foreign exchanges—these purchases were substantially
less than the redemptions of the first two quarters and were followed by
further net redemptions in the fourth quarter.

Almost all the Treasury's net financing needs in 1979 were met by sales
of marketable securities. The Treasury continued its practice of recent
years of concentrating its marketable borrowings in coupon issues in order
to lengthen the maturity structure of its debt. However, issuance of Trea-
sury bills was increased considerably in the final three months of the year.

Net funds raised by state and local governments fell to around $18
billion in 1979, only two-thirds of the 1978 volume. Most of the decline
reflected the diminution of advance-refunding issues after September 1,
1978, the effective date of Internal Revenue Service regulations that re-
duced the attractiveness of these operations. The volume of new capital
financing by state and local governments increased in 1979, bolstered by
revenue bonds issued to finance housing. Most of these housing-related
bonds were for the purpose of funding single-family mortgages at below-
market rates of interest. When congressional legislation was introduced in
April to curtail the use of tax-exempt instruments for this purpose, the
issuance of these bonds slowed sharply; however, volume picked up again
in the second half when it appeared that the final legislation would not
apply to issues that had been postponed earlier.

The reduced aggregate supply of tax-exempt issues, along with contin-
ued strong demands by casualty insurance companies and commercial
banks, contributed to a moderate reduction in average yields on municipal
bonds through the first nine months of 1979. Although average yields on
tax-exempt bonds rose about 50 basis points following the policy actions in
October, they remained unusually low relative to yields on taxable bonds.
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The household sector reduced its borrowing in 1979 from the record
levels of the previous year. Growth in consumer installment credit dropped
from peak rates in mid-1978 largely in response to slower growth in
consumer spending, particularly for durable goods. Severe weather early in
the year, gasoline price and supply developments with associated declines
in auto sales, and the erosion of real disposable income by inflation slowed
the pace of debt-financed consumer expenditures. In addition, the higher
rates on consumer loans and a general tightening in nonrate terms of
lending appear to have curtailed installment credit flows late in the year.

Flows of home mortgage funds, which form the major share of house-
hold net borrowing, moderated in late 1979 from their 1978 peak. Reduced
deposit flows at savings and loan associations and mutual savings banks,
coupled with concerns about liquidity, acted to constrain mortgage lending
by these institutions. Mortgage lending by commercial banks also dropped
slightly in 1979, after sharp acceleration in the previous two years. For the
year as a whole, the reduced supply of mortgage funds from the depositary
institutions was largely offset by increased support from state and local
governments, federally sponsored credit agencies and mortgage pools, and
life insurance companies.

The general firming in credit market conditions and concomitant slow-
ing in the market supply of mortgage funds as the year progressed were
reflected in a substantial rise in mortgage interest rates that began in the
second quarter and accelerated in the final period. The average rate on new
commitments for conventional home mortgages in December 1979 was
about 2lA percentage points higher than it had been a year earlier. The
marked increase in the cost of mortgage financing encouraged households
to postpone or scale down planned expenditures for housing, thus lowering
the quantity of mortgage credit demanded. In states with usury ceilings
below market rates of interest, supply constraints on the flow of mortgage
credit were severe. Such constraints were effectively removed late in the
year, however, by federal legislation that temporarily overrode state
usury ceilings.

Among nonfinancial sectors, businesses were the only group to record a
substantial increase in credit market borrowing in 1979. Net funds raised
by this sector totaled $156 billion for the year, 22 percent more than in
1978. The external financing needs of nonfinancial corporations have risen
steadily since 1975, as each year the growth in capital outlays by these
firms—in particular, plant and equipment expenditures—has exceeded the
increase in their gross internal funds. In 1979 corporations continued the
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Funds Raised by Nonfinancial Sectors
Billions of dollars

All nonfinancial

300

200

100

1973 1975 1977 1979

Government includes federal and state and local governments. Private domestic includes households and
nonfinancial businesses.

Row of funds data at seasonally adjusted annual rates. Data for 1973-78 are half-yearly; for 1979
quarterly.

pattern of financing observed in 1978, relying relatively heavily on short-
term sources and avoiding long-term bond issuance at the high interest
rates that prevailed during the year. Businesses expanded further their use
of mortgage credit from the strong 1978 pace, in association with a sus-
tained high level of commercial construction activity, while net stock
issuance continued to be depressed by historically low price-earnings ratios
and by retirements associated with mergers and with share repurchases by
firms.
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The bulk of corporate short- and intermediate-term credit in 1979 was in
the form of commercial bank loans. Finance company loans, however,
were unusually large in the first half, while commercial paper issuance rose
to record levels in the middle of the year. The increased use of short-term
financing since 1976 has resulted in a marked rise, to historically high
levels, in the ratio of short-term to long-term debt outstanding for non-
financial corporations. In the fourth quarter of 1979, as credit conditions
tightened, corporations greatly reduced their borrowing from banks. The
sharp rise in interest rates late in the year, coupled with stricter nonprice
loan terms and more stringent screening of loan applications by banks,
apparently encouraged firms to curtail bank borrowing.

Funds provided to nonfinancial sectors by private financial institutions
increased moderately in 1979, bolstered by lending activities of money
market funds and insurance and pension funds. Pension funds and life
insurance companies absorbed a large share of corporate bond issues, and
life insurance companies also channeled considerable funds into commer-
cial mortgage activity. In contrast, net funds provided by thrift institutions
fell markedly, reflecting the reduced deposit inflows at these institutions.
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