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accounted for most of the increase—as shown in Chart 2 on page 6.
Business inventory accumulation was larger than in 1971, but it re-
mained quite moderate relative to the expansion in sales.

Net foreign trade, however, continued to have an unfavorable im-
pact on domestic business. While merchandise exports rose 14 per
cent in 1972, imports increased even more sharply. The vigorous ex-
pansion of the domestic economy accounted for much of the increase
in imports, but higher dollar prices for foreign goods following the
late 1971 changes in foreign cxchange paritics werce also a factor. As
a result, the net ULS, balance on exports and imports of goods and
scrvices was in deficit by about $4.5 billion, as compared with a small
surplus in 1971 and substantial surpluses in carlier postwar years. The
over-all U.S. balance of payments (as measured by official settle-
ments) remained in heavy deficit—hy about $11 billion (apart from
SDR allocations)—although this was much fess than in 1971 when
extraordinary outflows of short-term capital had occurred.

The sharp rise in domestic spending put upward pressure on
interest rates in 1972 because such spending was financed in part
by very high levels of public and private borrowing. Short-term
interest rates rose considerably, as reflected by an increase in the
rate on 3-month Treasury bills from a tow of 3.20 per cent early
in the year to an average of more than 5.00 per cent in December.
Long-term rates, however, changed relatively little over the course
of the year. Yields on new corporate bond issucs and on municipal
sccuritics declined moderately, on balance, while yields on longer-
term Treasury bonds rosc under pressure of incrcased supplies.
Mortgage rates were generally stable, as both the volume of savings
flowing into mortgage lending institutions and mortgage credit ex-
pansion continucd at record levels.

Some narrowing in the yield spread between Jong- and short-term
sceurities is typical during periods of cyclical cxpansion in business.
But the markedly different behavior of rates in these two types of
markets in 1972 was attributable in part to special factors, First,
Treasury borrowing requirements, while somewhat smaller than
in 1971, did put greater pressure on domestic short-term credit
markets. Although forcign central banks continued to invest much
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nonfood commodity prices during 1972 was the stepped-up growth
in productivity., Real output per manhour in the private nonfarm
economy incrcased by 4.7 per cent, compared with a 3.5 per cent
gain in 1971 and minimal growth in the preceding several ycars.
Combined with smaller wage gains, this increase in output meant
that the rising trend in unit labor costs was slowed markedly, to only
about 1.5 per cent. The large rise in productivity resulted in part
from the sharp gain in total output, which permitted cconomics in
the use of manpower. Similarly, the upsurge in business volume
made it possible to spread overhead costs over more sales; this per-
mitted a large increase in profits with only moderatcly larger profit
margins.

Thus, some slowing in inflation would probably have occurred
during 1972 even in the absence of formal controls. But restraints
on wages, prices, and profit margins also appcar to have contributed
to the moderation that actually occurred. Permissible tncreascs in
most wages and prices were limited by the program, and in some
instances there were enforced rollbacks of increases that had been
put into effcct. Morcover, the existence of the program tended to
discourage inflationary behavior in the policics and plans of busi-
ness firms and the public generally.

Phase I1I, announced in January 1973, introduccd additional
flexibility into the program. But the intent remains one of strong
resistance to inflationary behavior, both on a broad scale and in
individual cascs, and the goal is to reduce further the over-all rate
of inflation.

During 1972 both fiscal policy and monctary policy were directed
toward encouraging morc vigorous ¢xpansion in cconomic activity
and achieving a higher level of utilization of the Nation’s labor
and other economic resources. As a part of the new ecconomic
program announced in August 1971, tax policy was liberalized in
several respects to stimulate demands by the private scctor of the
economy and to provide additional spending incentives. The Federal
excise tax on automobiles was repealed, the investment tax credit
was reinstatcd at 7 per cent, and certain tax reductions that had
been scheduled for later were advanced to January 1, 1972, In
addition, programmed Fedesal cxpemditures were boosted, largely
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with respect to transfer payments and grants to State and local
governments.

As a result of these changes, Federal outlays rose by $26 billion
in the calendar ycar 1972 as compared with an increase of $16
billion in calendar year 1971, It was expected that the changes
would result in a large Federal deficit for the calendar year 1972,
But in fact the deficit on a national income account basis declined
to $18.5 billion from $21.7 billion in the previous year. Tax revenues
were buoyed by the upsurge in economic activity and, in addition,
by a change in tax-withholding schedules at the beginning of the
year, which resulted in substantial. continuing overpayments on
individuals’ taxes during all of 1972. Converted to a full-employ-
ment basis, which compares cxpenditures with the tax revenues
that would be produced by an economy operating at high employ-
ment, the fiscal position shifted from a $4 billion surplus in calendar
year 1971 to approximate balance in 1972.

Monctary policy also was in a moderately stimulative posture
through most of 1972, Reserves available to support private de-
posits (Chart 4, pagc 10) were increased by 9.7 per cent as com-
pared with a 7.2 per cent expansion during 1971. The money
stock narrowly defined—that is, including currency and demand
deposits—also rose more rapidly during 1972-—8.3 per cent as
against 6.6 per cent in 1971, This, of coursc, not only reflected
the more vigorous growth in activity during the period but also
helped to finance it. It should be noted, however, that when the
increasc is calculated as the change from the fourth quarter of 1971
to the fourth quarter of 1972, the money stock rosc less than either
real or current-dollar GNP.

The money stock more broadly defined—to include also con-
sumer-type time deposits at commercial banks and other thrift
institutions—continued to cxpand at about the same high 13 per
cent rate as during 1971. And other sources of bank funds—
mainly large necgotiable certificates of deposit (CD’s)—provided
more funds for bank credit cxpansion than in 1971, Credit thus
was rcadily available from banks and other institutional lenders to
finance private and public spending. Expansion in credit and money
was not large enough to satisfy all demands, however, so short-term
interest rates rose considerably over the course of the year whercas
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interest rates on most long-term securities showed relatively little net
change.

Upward pressure on short-term interest rates continued into
carly 1973, and the Fcderal Reserve discount rate was raised in
two steps of 2 percentage point cach to 5%2 per cent. The discount
rate had not been changed in 1972 as short-term market rates
fluctuated around it, first falling below and then in the latter part
of the year rising above it.

Economic activity rose especially sharply in the closing months of
the year, with production, sales, and employment all expanding vig-
orously. Real GNP increased at an 8.0 per cent annual rate in the
fourth quarter, and the unemployment rate moved significantly lower.
By the year-end. the prospects scemed clearly to point in the direc-
tion of a continued substantial upward momentum in 1973,

Indications early in 1973 arc that busincss outlays on new plant
and cquipment will be rising rapidly and that inventory investment
may accelcrate in line with the rising trend of business sales. Con-
sumer spending, which was cxceptionally strong in the fourth quarter
of 1972, will very likely be buoyed in coming months by sizable
refunds of Federal taxes overwithheld during 1972, as well as by
continuing gains in cmployment and income. State and local govern-
ment expenditures arc to receive substantial financial assistance
from the general revenue-sharing payments of the Federal Govern-
ment, which commenced—with a retroactive disbursement—only
very late in 1972,

Only residential construction scems likely to be moving down
following 2 years of record-high activity. But both building permits
and housing starts, which lcad construction outlays, remaincd
extremely strong through the end of 1972, so any appreciable
decline in such outlays is likely to be deferred until the latter part
of 1973.

The forecign tradc outlook also appears more favorable than
in 1972, Exports should be stimulated by the high and rising levels
of economic activity prevailing in most major countries and by the
further improvement in competitive position likely to stem from the
10 per cent devaluation of the dollar announced by the President
on February 12, 1973. Domecstic production that competes with
imports will also be stimulated as a result of the incrcase in dollar
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prices of imported goods. Thus, the physical volume of imports will
tend to be limited, although—as in carly 1972—the total dollar
value of imports may be inflated by these higher prices. Past ex-
perience, both here and abroad, indicates that progress toward a
better balance of payments position will be slow and gradual, but
the further change in dollar parity in February should make an
additional contribution toward that cnd.

Summarizing, there is good reason to belicve that the U.S. econ-
omy will continuc to cxpand at a relatively rapid rate in the period
ahcad. And as the economy approaches maximum levels of practi-
cable resource utilization, the nature of the demand-management
problem facing governmental policy will be in process of change.
Rather than the stimulus that was needed to encourage rapid cco-
nomic recovery, the need increasingly may be to restrain the ex-
pansion in cconomic activity to insurc that futurc growth will
moderate to a rate consistent with the Nation’s longer-run potential.

The administration’s new budget plans for the remainder of the
fiscal year 1973 and for fiscal 1974 rccognize this nced. If the
spending totals proposcd are not cxceeded, the rise in Federal
outlays during calendar year 1973 will be substantially smaller than
during calendar year 1972, Tax refunds will keep the deficit large
in the first half of 1973, but thereafter revenues will be expanding
in line with growth in the cconomy. Under these conditions, the
slower rise planned in Federal expenditures would imply appreciably
less fiscal stimulus by the second half of 1973 and on into 1974,

Monctary policy too must be responsive to the financial require-
ments imposed by the nceded moderation in cconomic growth to
a morc sustainable, noninflationary pace. Although expansion in
the monctary aggregates continucd comparatively rapid in the latter
part of 1972 as demands for funds intensified, reserves to support
this expansion were being provided more reluctantly, and cfforts
by banks to adjust their positions by other means put upward
pressure on short-term interest rates. Less of the recent rise in bank
reserves has stemmed from open market operations, and more
from further increases in the average level of temporary bank ac-
commodation at Federal Reserve Bank discount windows.

If the past is any guide, the firming in monctary conditions over
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recent months should soon result in moderation in the rate of
monetary cxpansion. Developing monctary restraint affects mone-
tary growth and cconomic activity with some lag, since it takes
time for borrowers, lenders, and investors to adjust to changed
financial conditions. Thus, the cumulative effects of monetary
actions in 1972-——particularly those initiated in the latter part of
the yecar—will be working for some time toward restraint of moncetary
expansion and of aggregate demand in the future.

In any event, prospects at the beginning of the year make it
unlikely that the needs of the cconomy in 1973 will or should call
for the degree of monctary stimulus provided in 1972. Monetary
policy is a flexible instrument for influencing the cconomic en-
vironment, however, and it will be in a position to respond to
changing neceds as cconomic developments unfold during the year.
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was in immediate prospect. As noted carlier, some pick-up in the
risc in unit labor costs seemed likely, following the marked slowing
in 1972. Indeed, such costs were raised at the outset of the year,
when the employer tax for social insurance was boosted sharply.
Prices of farm products rose sharply further in January, and food
priccs arc expected to continue to rise rapidly for some months.
More generally, strong domestic and world demands relative to
supply have becn cxerting increasing pressure on prices of matcerials,
especially of internationally traded commoditics.

Following an upward spurt in prices of farm products and foods
in the early months of 1973, however, retail food prices may tend to
level off. Contributing to this is a prospective significant increase
in per capita food supplics. particularly of meats, in the second half of
1973.
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In the second half of the ycar continued rapid cxpansion in
cconomic activity resulted in increased bank demands for reserves
to support additional credit and in monetary expansion. While the
growth rate of total RPD’s rose again to the high levels rcached in
the first quarter, reserve provision through open market operations
was increasingly restrained, and morc of the reserve cxpansion late
in the year was the result of increased borrowing by member banks
from the Federal Reserve Banks. During the last quarter of the
year nonborrowed RPD’s increased by a nominal amount, but banks
increased their average borrowings by more than $700 million.

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

Following the incrcase in open market rates, commercial banks
adjusted their prime rates upward in several stages—from a low of
412 per cent in early spring to 6 per cent just before the year-end,
and then to 6Y4 per cent in carly 1973, (As alrcady noted, the
Fcderal Reserve discount rate, unchanged at 4%2 per cent through-
out 1972, had been raised to S per cent in mid-January 1973 and
to 5% per cent in late February.) While short-term rates increased,
most longer-term rates showed little change on balance, reflecting the
substantial flows of funds into capital markets and the continuing
moderation in long-tcrm credit demands in securities markets during
most of the ycar.

In addition to its strictly monctary policy actions the Federal
Reserve made several other regulatory changes in 1972 that had
significant cffects on financial markets. Once arca of action related
to stock market credit. In the carly months of 1972 total credit
cxtended by brokers and banks for the purpose of purchasing or
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longer appropriate. The change in Regulation D eliminated the
geographically based distinction between rescrve city and country
banks for rcserve purposes and cstablished a new system of gradu-
ated reserve requirements for net demand deposits that is based
solely on the amount of deposits and is applicable to all member
banks.?

The effect of the change in Regulation D alone was to reduce
member banks’ required reserves by roughly $3.2 billion in the
aggregatc. With the exception of a few very large banks that had
previously enjoyed country bank status, cach member bank realized
some rcduction in its rcquired rescrves, with the exact amount
depending on the amount of the bank’s dcposits and its previous
status as reserve city or country bank.

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

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

Amount of net demand deposits Reserve percentage
(in millions of dollars) applicable
2 or less 8
2-10 10
10-100 12
100-400 13
Over 400 17V

Previously the required reserve ratio on the first $5 million of net demand
deposits had been 17 per cent for reserve city banks and 12% per cent for
country banks, and the required ratio on such deposils of more than $5 million
had been 172 and 13 per cent, respectively.

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

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

In addition to the 8.3 per cent growth in M, alrcady noted for
1972, the broadly detined money stock, M, (M, plus commercial
bank time and savings deposits other than large negotiable CD’s),
grew at a rate of 10.8 per cent, and M, (M. plus deposits at mutual
savings banks and savings and loan assoctations) incrcased by 12.9
per cent.

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

The following cxamples indicatc how cxtreme the monthly move-
ments in the money stock may be—and some of the reasons. After
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marginally to their holdings of U.S. Government sccuritics. On the
other hand. acquisitions of other sccuritics—primarily State and
local government issucs, but also Federal ageney securitics—were
larger than those of Treasury sccurities. cven though they too
remained well below the high rates of late 1970 and carly 1971,

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

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

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

Despite the record fevel of demands, which carricd housing starts
to a new high, contract interest rates on residential mortgages
remained relatively stable. This reflected the availability of mortgage
funds from both bank and nonbank sources and some sccondary
support from Government sponsored agencies. Insofar as the volume
of nct lending on Government-underwritten residential mortgages is
concerned. there was some further moderation, however, reflecting
in part increased competition from conventional mortgages on which
lower downpayments were instituted by savings and foan associa-
tions following further liberalization of regulations by the Federal
Home Loan Bank Board in 1971.
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declined rather sharply following the imposition of the President’s
new cconomic program in August 1971, reversed course in carly
1972 and rose significantly over the last 9 months of the year in as-
sociation with the large demands for short-term credit generated by
the accclerating cconomy and the progressive firming in monetary
policy.

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

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

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

Corporate nonfinancial businesses also benefited from the rising
pace of cconomic activity in 1972, The general improvement in carn-
ings, the increase in capital consumption allowances under the Assct
Depreciation Range guidelines, and the slower-than-usual growth in
dividend payouts resulting from restraints applicd by the Committee
on Interest and Dividends as part of the Phase II controls program

56

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



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



all contributed to a substantial rise in the availability of internal funds
of corporations. Furthermore, like State and local governments, cor-
porations had engaged in record amounts of long-term financing late
in 1970 and in 1971, and in that way thcy had restructured their
balance sheets and improved liquidity positions in the aggregate.

Corporations nceded larger amounts of funds in 1972 because of
rising outlays for plant and cquipment and growing nceds for work-
ing capital. However, they reduced their dependence on sccuritics
markets by financing a larger proportion of their needs with internally
generated funds, bank loans, and mortgages. Public offerings of bonds
by corporations dropped significantly, the drop more than offsctting
a slight increase in private bond placements and cquity offerings. The
decline in capital market financings was particularly cvident for
manufacturing corporations. Public utilitics continued to rely on the
sccurities markets to mect their needs for growth and modernization,
and they utilized equity capital to a larger extent than usual. Financial
firms continued to enter the long-term bond markets in large numbers
in 1972, in order to improve their capital positions and to prepare for
the task of financing the growing short-term credit needs of the
economy.
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only just beginning in 1972 to yicld the reallocations of production
and consumption patterns necessary to halt the worsening trend in
the U.S. trade balance that had been developing sinee 1965.

The strongest feature of U.S. export performance in 1972 was the
risc in shipments of agricultural products—trom $7.8 billion in 1971
to a total of $9.5 billion. By the last quarter of 1972 such shipments
were at an annual rate of $11 billion, reflecting the shortage of thesce
commoditics in Russia and other countrics and a very rapid risc in
their prices. Sales of agricultural products in 1973 are cxpected to
continue at a very high rate. Exports of machinery and industrial
supplics, supported by the build-up in cconomic activity abroad, were
rising during the year.

While the value of exports rose by 14 per cent from 1971 to 1972,
the valuc of imports rose by 22 per cent. Prices (as measured by unit
values) rose 3 per cent for cxports and 7 per cent for imports. In
real terms, imports rose by about 14 per cent, about double the rise
in rcal GNP, a typical rcaction of imports to a sharp step-up in de-
mand. Increascs in imports were registered in all major commodity
groups; a particularly significant feature was the acccleration of petro-
leum imports from $33% billion in [971 to $434 billion in 1972.

During 1973 the trade balance should begin to bencfit measurably
from the devaluation of 1971; the net cffects of the further realign-
ment of exchange rates carly in 1973 will probably not be large until
the following ycar. Other strong influences will also be operating.
Most important will be the evolution of demand pressures and of
relative costs and prices in the United States and in other industrial
countries. This factor will be helpful it this country can continue to
moderate inflationary pressures, and if other countrics move steadily
toward rcasonably full utilization of their productive capacity. The
United States will also need to compete more effectively for the trade
of nonindustrial countrics, many of which will be able to increcase
their imports in 1973 on the strength of their reserve gains in recent
years and of a continuing risc in demand for their exports.

There was some reduction in the surplus in the nontrade clements
of the U.S. current account in 1972, Part of this resulted from smaller
net receipts of investment income, as interest payments to forcigners
—mainly intcrest paid to foreign official holders of claims against the
United States—rose faster than receipts from U.S. direct investments
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Recorded flows of private short-term capital in 1972 were inward,
on balance, in contrast to a net outflow of more than $10 billion in
1971. Whereas in 1971 there had been an outflow of nearly $7 billion
to commcrical banks abroad when U.S. banks repaid all but a rela-
tively small part of their borrowings in the Euro-dollar market, in
1972 therc was a sizable inflow as the U.S. agencies and branches of
forcign banks brought in short-term funds from abroad. (The agen-
cics and branches of forcign banks are not subject to the same re-
serve requirements on their liabilitics to foreigners as arc banks that
arc members of the Federal Reserve System).

Large swings in the “errors and omissions™ item in the accounts
provide a crude indicator of flows of funds in response to speculative
pressures. Apart from such flows this balancing item is usually nega-
tive, and its normal level in recent years has been around $1 billion.
According to carly cstimates, the balancing item in 1972 was larger
than normal, but far smaller than the $11 billion figure for 1971,
most of which had rcpresented capital outflows through unrecorded
hedging and through leads and lags in commercial payments.
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