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buoyed in the first half of the year when households received unex-
pectedly large refunds of Federal income taxes.

The strong final demands in the United States and abroad bol-
stered the needs of manufacturers for a wide array of raw materials,
and even though production of such materials increased sharply, de-
mands often exceeded the available supplies. Thus, many producers
of basic materials reached practicable capacity limits well before the
over-all output potential of the U.S. economy came under strain. In-
flationary conditions may have been heightened also by public re-
sponse to the liberalization of the wage-price controls program early
in the year. In retrospect, it appears that the move to Phase III of
the program, though intended to provide needed flexibility to chang-
ing economic conditions, was widely viewed as a virtual ending of
controls, and this attitude contributed to the bulge in prices that en-
sued.

Domestic cconomic stabilization policy could not have been ex-
pected to check fully these extraordinary forces of inflation. To have
halted the acceleration in the over-all price rise—influenced so im-
portantly, as it was, by sharply higher prices for food, fuel, and
internationally traded industrial commodities—would have rcquired
exceptionally stringent measures, with potentially disastrous conse-
quences for employment and economic activity. Public policies did
move, however, to restrain the cumulative upward momentum in do-
mestic economic activity—which had gained great force during the
previous fall and winter—and to dampen inflationary forces stem-
ming from the overheating.

Monetary policy, which had begun to tighten in late 1972, became
progressively more restrictive through the summer of 1973, There-
after, some actions were taken to moderatc the intensity of monctary
restraint. Fiscal policy also turned somewhat more restrictive in
1973, as the rise in public expenditures was curbed and the volume
of tax reccipts, produced by highcr incomes and higher profits, grew
more rapidly than outgo. And wage-price controls, reintroduced on a
strict mandatory basis following the temporary price frecze in the
summer, were directed toward developing and making more diffuse
the price advances necessitated by continuing rapid increascs in pro-
duction costs.
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In the effort to avoid excessive monetary expansion during 1973
the Federal Rescrve made use of all its instruments of monetary pol-
icy. Through much of the year open market operations were directed
toward achieving adcquate restraint on the growth in bank reserves
and in the monctary aggregates. In the process the Federal funds
rate moved from around 5.5 per cent at the beginning of the year to
a high of nearly 11 per cent in Scptember. In the late spring mar-
ginal reserve requirements were imposced on any expansion in certifi-
cates of deposits (CD’s) and other money market sources of funds
at large banks beyond the amounts outstanding as of mid-May, and
such requircments were increased further in September. In early July
reserve requirements were raised by 2 percentage point against the
demand dcposits (above a $2 million base) of all member banks.
The Federal Reserve discount ratc was raiscd, in successive steps,
from 4'2 per cent at the beginning of the year to 7% per cent from
August on, to keep the cost of borrowing more in line with market
rates. And margin requirements on stock market credit, which had
been increased to 635 per cent late in 1972, werc kept at that level
throughout 1973, despite a steady downward trend in the use of
such credit.

As a result of these cfforts, the growth in money and credit slowed
markedly relative to the continuing expansion in domestic spending.
The narrowly defined money stock (M,)," even after revision in early
1974 to reflect unexpectedly large growth in deposits at nonmember
banks, increased 6.1 per cent from the fourth quarter of 1972 to the
fourth quarter of 1973. If measures of money are expanded to in-
clude consumer-type time and savings deposits at banks (M.) and at
other depositary institutions (M,), the resulting growth rates are 8.8
per cent and 8.9 per cent, respectively. In cach case these increases
were well below the 11 per cent growth in the gross national product
(and total domestic cxpenditurcs) over the same period, and also
appreciably smaller than those recorded in 1972,

With significantly slower growth in money and continucd rapid
growth in total spending, interest rates were subject to marked up-

L Currency held outside the Treasury, F.R. Banks, and the vaults of all
commercial banks, plus demand deposits other than interbank and U.S.
Government.
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10 per cent. Long-term bond yields rose less dramatically but still
substantially, by around 100 basis points. And yields on FHA and
VA mortgages sold in the sccondary market increased by about 150
basis points—to more than 9 per cent—before declining moderately
in the closing months of the year.

Because of the sharp rise in market yields, savings flows began to
shift increasingly into market instruments and away from the deposi-
tary institutions (where the interest rates that can be paid are con-
strained by regulatory ceilings). Accordingly, in carly July the Board
and other Federal regulatory agencies, after consultation, raised rate
ceilings applicable to commercial banks, mutual savings banks, and
savings and loan associations. In addition, these financial institu-
tions were permitted to issue ceiling-free, 4-year time deposit instru-
ments, so that they could compete actively for funds against high-
yielding market instrumcnts. This ceiling-free authority was
withdrawn later, following congressional action that required the im-
position of ceiling rates on all deposits of less than $100,000. But
the array of ratc ceilings applicable to the various types of time and
savings deposits issued by banks and nonbank institutions remained
significantly higher than it had been before midyear.

Partly as a result of thesc increases in maximum rates, deposit in-
flows to the institutions—though substantially slowed—dropped less
drastically than during tight money periods in the 1960’s. Never-
theless, and despite a liberal lending policy by the Federal home loan
banks and support from the Federal National Mortgage Association
and other Federal agencies, a marked contraction developed in the
availability of mortgage credit and its cost rose sharply.

The tightening in mortgage credit, together with much higher
prices for houses and the sustained high level of building during the
two preceding years, combined to reducc housing starts sharply over
the course of the ycar. Declining residential construction, howcever,
was not the only source of weakness in the economic situation, New-
car sales had begun to fall off even before the news of a prospective
oil shortage, and they dropped sharply further thercafter. Growth in
consumer spending for other goods declined on balance in real terms
after the first quarter of 1973, reflecting higher prices and a gradual
reduction in rcal take-home pay of the average worker. In the au-
tumn the developing cnergy shortage, resulting from the embargo on
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rates edged down in both long- and short-term markets. Savings
flows to the depositary institutions improved as interest rates on mar-
ket instruments were reduced, and the mortgage market eased in
terms of both interest rates and the availability of funds. In Decem-
ber the Board reduced the marginal reserve requirement on CD’s
and other money market funds at large banks from 6 to 3 per cent,
and in early January 1974 it cut margin requirements on stock
market credit from 65 per cent to 50 per cent. The interest rate on
Federal funds declined from its September high of nearly 11 per cent
to about 9 per cent by February of 1974,

The move to a moderately less restrictive monetary policy was
warranted by the leveling-off in the economic expansion and by the
evidence of developing weakness in the economy caused by the oil
shortage and other factors. But the continuation of rapid inflation
and the persistence of serious supply shortages, not only in oil but
also in many other product lincs, counseled against any aggressive
easing in policy.

In early 1974, weakness in cconomic activity appeared to be
growing, dominated by a slowing in consumer expenditures for the
goods and services most closely associated with the use of gasoline
and oil products. This situation may worsen for a time; or the prob-
lem may wane, if consumers shift to the purchase of other goods and
services, or if the oil shortage is eased. There is also uncertainty
about the prospects for the forcign trade balance following the dra-
matic improvement in the cxport position of the United States during
1973, The quantum jump in the price of foreign oil will raisc the
Nation’s bill for oil imports very substantially, even without a re-
sumption of oil shipments from the Middle East. And the substantial
recovery in the international valuc of the dollar since the autumn of
1973, along with indications of economic slowing abroad, may curb
foreign demands for U.S. exports, though the effects of these factors
on the trade balance may be offset by a weakening in U.S. import
demands.

At the same time important sources of continuing support remain
in the U.S. cconomy. Business is planning sizable increases in capital
spending, and additional projects may well be stimulated by efforts
to economize on the use of energy and by the cvident need for a
major effort to expand domestic capacity in the energy field and in
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tures were up by 8 per cent in 1973, but most of this was the result
of increased prices.

During 1973 the States and localities combined recorded a budget
surplus of $11 billion, $2 billion less than in 1972, Federal general
revenue sharing helped these governments to maintain a strong fiscal
position in 1973 and at the same time to reduce substantially the
amount of their long-term borrowing. Furthermore, it provided funds
that were used for tax relief, a trend that is expected to continue in
1974.
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ures of money —M, and M.—both grew by a relatively moderate
8.6 per cent.

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

Until early summer bond yiclds showed a relatively small response
to the upward thrust of short-term rates. This sluggishness reflected
the combination of a moderate volume of new bond offerings and
widespread market expectations that less rapid economic expansion
would lead to lower interest rates late in the year. As the summer
progressed, however, sharp further increases in short-term rates were
reflected in sizable advances in both bond yields and mortgage rates;
the weeckly quotation on new corporate bonds (adjusted to an Aaa
basis) rose to a peak of 8.52 per cent, and the FNMA auction yicld
on FHA and VA home mortgage commitments rose to a high of 9.37
per cent.

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

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

BANK CREDIT, 1973

PERCENTAGE CHANGE PERCENTAGE CHANGE

TOTAL

NoTe.—Quarterly data; changes are based on seasonally adjusted totals at annual rates.
Total bank credit and business loans have been adjusted for transfers between banks and
their holding companies, affiliates, subsidiaries, or foreign branches.
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yields on competing market securities widened and then narrowed
again over the course of the year.

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

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

During 1973 the FOMC continued to use RPD’s as an operating
tool to help guide the Manager of the System Open Market Account
in making the day-to-day adjustments in bank reserves needed to
achieve the Committee’s objectives for longer-run growth in the
money and credit aggregates. However, relationships between given
changes in the supply of RPD’s and desired growth rates in M,, M,,
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banks that have temporary excesses. When the System acts to ex-
pand or contract the total supply of reserves available to banks, its
actions are quickly reflected in changes in the level of the Federal
funds rate.

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

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

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

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

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

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

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

When the Board imposed the new reserve requirement on member bank
CD’s in May, Chairman Burns, on behalf of the Board, sent a letter to key
nonmember banks requesting their cooperation in conforming to the new
regulations. Specifically, such banks were requested to hold reserve deposits
against increases in large CD’s and in net borrowings from foreign banks in
excess of base-period levels.
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associations and mutual savings banks had expanded to record lev-
els, this deceleration in deposit growth placed these intermediaries in
a substantial bind. Moreover, it appcared that still greater pressure
was likely to develop in the months ahead unless depositary institu-
tions were given greater leeway to bid for funds. In these circum-
stances the Fedcral Reserve, Federal Home Loan Bank Board
(FHLBB), and the Federal Deposit Insurance Corporation (FDIC)
moved in early July to raise rate ceilings on thrift accounts.

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

Following the liberalization of rate ceilings, depositary institutions
moved aggressively to counter the effects of rising market rates on
their deposit flows. Promotion of the 4-year, ceiling-free deposits was
particularly active. While there was considerable variation in the
terms offered on such accounts—with a few institutions linking their
rates to price indexes, to market ratc series, or to the commercial
bank prime rate, and quoting rates as high as 9 per cent—the bulk
of the rates offered ranged between 7 and 7V2 per cent.

During the summer all types ot depositary institutions suffered de-
clines in passbook accounts. But these run-offs were offset in varying
degrees by inflows to certificate accounts—Ilargely the ceiling-free de-
posits. Commercial banks fared best—maintaining the same 10.4
per cent scasonally adjusted annual rate of growth for all consumer-
type time and savings deposits as had been recorded in the second
quarter. Deposits at nonbank thrift institutions, which would have
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est rate differential that has long existed in favor of the nonbank
thrift institutions may have resulted in a concentration of the more
interest-sensitive consumer-type funds in those institutions, which
would suggest that competition from high market rates was greater
for them than for banks. Active efforts by the nonbank institutions in
recent years to expand their high-yielding, certificate-type accounts
no doubt contributed to this apparently higher degree of interest sen-
sitivity.

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

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

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

Despite this rcgulation, commercial banks achieved better deposit
flows than nonbank thrift institutions during the summer, and this
led in October to legislation requiring the Federal regulatory bodies
to place rate ceilings on all categories of consumer-type time and
savings accounts. To implement this legislation, ceilings of 7% per
cent for commercial banks and 7' per cent for mutual savings

i
N

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



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



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



far below earlier projections; thus the limited demands of the Treas-
ury provided an offset to the substantial needs of Federally spon-
sored credit agencies.

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

Also adding to the debt burden of the household sector was the
massive growth of mortgage debt. Growth of such credit reached a
record volume in the second quarter of 1973, but it continued to ex-
pand at nearly as fast a pace in the third quarter, as borrowers took
down prior commitments for loans. As the year progressed, however,
the rate of growth in mortgage debt was affected by the cutback in
housing starts that had begun in the spring. While thrift institutions
played their customary role as the lcading providers of residential
mortgage credit during 1973, commercial banks accounted for a sub-
stantial proportion of the flow of funds to the mortgage market. For
the year as a whole these banks supplied $18.9 billion of mortgage
credit, up from $16.8 billion in 1972; in contrast, thc amount of
funds supplied by the thrift institutions declined from $37.6 billion
to $32.3 billion. An increase in credit from Federally sponsored
agencies provided a partial offset to the reduced participation of the
thrift institutions.

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

The external financing requirements of businesses in 1973 were
met largely in the debt markets—in particular, short-term debt mar-
kets. Equity financing was not attractive because share prices showed
substantial declines during most of the year. Offerings of corporate
bonds were considerably less than in 1972; in fact, the volume of
publicly offered bonds was the smallest since 1969. Given the
improvement in their liquidity positions over the period since 1970,
corporations apparently felt that they could, without undue risk,
postpone long-term financings in the hope of obtaining lower long-
term rates later. As short-term rates remained relatively high toward
the end of 1973, and as prospects for inflation worsened, calendars
of issues of new corporate bonds began to build up—perhaps indi-
cating a shift in interest rate expectations and a movement to fund
short-term debt.

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

During the late spring and summer, rate differentials began to shift
in the direction of favoring borrowing in the commercial paper mar-
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ket—a movement that was influenced by the two-tier prime rate con-
cept introduced by the CID in April, and by the imposition of mar-
ginal reserve requirements on large CD’s and selected nondeposit
liabilities, noted earlier. Growth in business loans at banks dcceler-
ated in the second and third quarters, while commercial paper grad-
ually resumed a positive trend. In September, however, market rates
of interest dropped sharply, causing commercial paper rates to
decline relative to the bank prime rate. During the fourth quarter
business loan growth at banks was quite moderate, as commercial
paper expanded rapidly.
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pean Economic Community (EEC) allowed their currencies to float
against the dollar, while remaining fixed among themselves. After a
period of stability in the spring, the six EEC currencies, led by the
German mark, appreciated against the dollar as well as against the
Canadian dollar, the British pound, and the Japanese yen. By July
the dollar had dropped substantially relative to EEC currencies, and
on a weighted average basis the dollar exchange rate against 10 lead-
ing foreign currencies was about 23 per cent below the level of May
1970 and 15 per cent below the level at the start of 1973,

Exchange rates stabilized after the middle of July following mod-
erate amounts of intervention by the Federal Reserve and the
German Federal Bank. In the autumn the exchange rate for the
dollar began to appreciate markedly, reflecting improvement in the
U.S. trade balance. A major new impetus to the strengthening of the
dollar was imparted by the actions of the Middle East oil producers
in announcing limitations on production in October, followed by the
more than threefold boost in the price of oil exports by the produc-
ing countries in two steps in October and December.

Limitations on supply, even if applied most severely to the United
States, were expected to be more harmful to the economies of other
countries more dependent on oil imports as a source of energy for
industry. When increases in production were resumed, attention
shifted to the huge increases in the monetary reserves of oil-produc-
ing countries that would result if the new price structure were sus-
tained, and the general view was that these asset accumulations
would tend to strengthen the dollar relative to other currencies
because of the likelihood that U.S. money and capital markets would
provide the best opportunity for absorbing investment flows of such
potential magnitudes, both directly and through the Euro-dollar
market.

Recovery in the U.S. balance of payments was supported by the
continuing effects of the exchange rate changes that had begun in
1970, and also by the steep rise in the quantity and price of agricul-
tural exports. Economic activity abroad continued to advance, sup-
porting export gains, while real output in the United States was
slowing down, reflecting in part supply bottlenecks. The improve-
ment in the trade balance during the year, in real terms, was a con-
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tal equipment did the volume of imports rise strongly. The decline in
the import volume of other types of finished goods is probably
attributable in large part to the increasing effect of the dollar depre-
ciations, combined with some supply difficultics encountered by for-
eign producers as they attempted to meet stronger domestic
demands.

With respect to nonfuel industrial materials, the quantity imported
rose only slightly, much lcss than would have been expected from
past rclationships to the rate of domestic economic expansion. Shifts
of user demands to U.S. sources, as well as worldwide shortages of
these goods, apparently werc responsible in part for this stability.
Increased availability of some metals {particularly aluminum) from
U.S. Government stockpiles may also have been a factor.

Improvement in the U.S. trade balance in 1973 was reflected in
balances with most areas. The trade deficit with Japan, which
had persisted for many years and had totaled $4 billion in 1972,
fell to about $1% billion in 1973, with only small monthly deficits
recorded in the second half. The trade balance with Western Europe,
which had shifted from a traditional surplus with those countries to a
deficit in 1972, swung back into a substantial surplus in 1973, The
trade balance with the less developed countries as a group also
improved in 1973, The balance with Latin America and the Middle
East countries improved despite the increase in oil imports from
those regions, but a trade deficit with Africa developed because of
larger oil imports from that area. A considerably enlarged trade sur-
plus with Eastern Europe in 1973 reflected the heavy shipments of
grain and soybeans to the U.S.S.R.

The outlook for the U.S. trade position in 1974 depends, to a
considerable degree, on the effects of the present energy crisis. The
import bill for petroleum could rise to more than $20 billion in 1974
compared with about $8 billion in 1973, even if quantities continue
to be reduced by the embargo. Prospects for exports are clouded by
the possibly severe effects of the energy problem on economic
growth in other industrial countries and on the import capabilities of
some developing countries whose oil import costs may be especially
burdensome. In addition, one effect of the rccovery in the value of
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the dollar in the exchange markets since mid-1973 is likely to be the
erosion of some of the competitive shift derived from the earlier rate
movements.

The usual U.S. surplus from investment income and services
increased substantially in 1973, rising to a total of nearly $6 bil-
lion, more than double the surplus in 1972. Returns on U.S. invest-
ments abroad rose very sharply (in terms of dollar amounts) as a
result of the change in exchange rates, stronger economic activity
abroad, and higher petroleum prices. Interest payments to foreigners
on their assets in the United States also rose in 1973, but more mod-
erately. Sales of military equipment to foreigners increased sharply
while military expenditures abroad showed little change. Also,
receipts from foreign travelers to the United States rose more than
expenditures abroad by U.S. travelers.

Flows of long-term private capital tended to strengthen the U.S.
balance in 1973, despite a major outflow of U.S. direct-investment
capital early in the year when further depreciation of the dollar was
expected. Thereafter outflows by U.S. investors diminished, while
foreign investors placed record amounts in the United States to pur-
chase equity securities and to finance growing foreign direct invest-
ments in this country. Net foreign purchases of U.S. corporate stocks
were nearly $3 billion for the year.

Inflows of foreign capital for direct investment, that is, investment
involving a substantial voice in management, appear to have
approached $2 billion in 1973—far exceeding any previous experi-
ence. Such inflows were spurred in part by the lower exchange value
of the dollar and the consequent rise in the relative advantage of
producing goods in the United States. There may also have been
some inflows directly or indirectly out of the rising revenues of the
oil-producing countries. However, a factor of growing importance
may have been the restoration of confidence in the comparative
strength and stability of the U.S. economy.,

Flows of US. private capital in shorter-term forms were strongly
outward in the first quarter of the year—including large unrecorded
outflows—but were a less significant element thereafter. After market
rates of intercst in the United States moved up sharply in the first
half of the year, and the dollar strengthened in thc market, there
were inflows of foreign funds to U.S. banks.
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been, by mid-1973 the dollar had depreciated against the EEC cur-
rencies by an average of 15 per cent from its February level. The
German mark was revalued at the end of June. However, the dollar
remained strong against the currencies of our major trading partners
—Japan and Canada—and, reflecting sales of dollars by Japan while
most other central banks were not intervening in the market, there
was actually a reduction in U.S. official rescrve liabilities in the
second quarter of the year.

By early July exchange markets for the dollar against EEC cur-
rencies had becomc disorderly. Beginning July 10 the Federal
Reserve undertook intervention to stabilize the exchange rate for the
dollar, drawing on recently enlarged swap lines, and sold $273 mil-
lion of foreign currencies (marks, French francs, and Belgian
francs) by the end of the month. This action was reinforced by coor-
dinated purchases of dollars by the German Federal Bank and relax-
ation of a credit squeeze in the German interbank market, The
appearance of central bank intervention, together with the joint state-
ment on July 18 of the Chairman of the Federal Reserve Board of
Governors and the Secretary of the Treasury that intervention would
take place “in whatever amounts are appropriate for maintaining
orderly market conditions,” helped to restore exchange markets to
more normal functioning. The dollar strengthened by about 3 per
cent during the first weeks of August, and the Federal Reserve pur-
chased the currencies required to repay the drawings it had recently
made on the swap network.

Thereafter the exchange value of the dollar against EEC curren-
cies changed little through late October; this stability reflected in part
further Federal Reserve intervention totaling $236 million in marks,
particularly following the revaluation of the Dutch guilder in mid-
September. At that time there were Jarge flows of funds among those
European countries that were maintaining fixed exchange rates,
although these flows were smaller than the flows and reserve changes
that had occurred in February when the exchange rate for the dollar
had also been fixed. The relative stability of the dollar also reflected
continued sales of dollars by the Bank of Japan to support the yen.
These sales led to an official settlements payments surplus for the
United States of $2 billion in the third quarter.
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At the end of October the demand for dollars began to increase
markedly, reflecting a fundamental reassessment of the underlying
strength of the U.S. balance of payments. The proximate cause for
the shift was publication of a large trade surplus for the month of
September, but of more lasting importance was the shift in market
judgment concerning the impact on international payments of sharply
higher oil prices. Between late October and the year-end the dollar
had appreciated by 8 per cent on the average, despite central bank
sales of substantial amounts of dollars. As a result the United States
had a surplus of nearly $3 billion in the official reserve transactions
balance during the final quarter of 1973. From year-cnd 1973
through late January 1974 the dollar appreciated still further,
accompanied by heavy foreign central bank intervention. Following
the removal of U.S. capital controls on January 29, and the subse-
quent decline in U.S. interest rates, however, the dollar depreciated
and by late February was back to slightly below its year-cnd levels.

The periods of exchange market pressure during the year were
accompanied by sharp increases in the market price of gold. When
exchange markets stabilized, these increases were partly reversed, but
the price of gold rose sharply again in early 1974. In mid-November
1973 the United States and the other participating European coun-
tries agreed to terminate the agreement of March 1968 regarding
official gold transactions, removing an obstacle to official sales in the
private market and thus permitting greater flexibility of action in the
future.

Against the background of adjustment and accommodation to the
strong forces that were influencing payments developments during
1973, officials continued to work on the development of agreed rules
under which the international monetary system might function with
more stability in the ycars ahead. The Committee of Twenty of the
International Monetary Fund presented a First Outline of Reform at
the Fund’s annual mecting in Nairobi in Scptember. This report
sct forth the gencral shape of a possible reformed system. Among
other things it suggested a regime of stable but adjustable cxchange
rates, with provision for floating ¢xchange rates in particular situ-
ations. After the Nairobi mecting, technical groups were organized to
examine in detail various aspects of the system. These include the
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process of adjustment of payments imbalances; provisions for the
settlement of international payments imbalances and for official inter-
vention in exchange markets; global liquidity and the possible con-
solidation of outstanding rescrve currency balances; and the transfer
of real resources to developing countrics.

While discussions of monetary reform issues look to the future
functioning of international economic relationships, they are continu-
ously influenced and modified by the changing economic environ-
ment and, in turn, provide one of the forums for dealing multilater-
ally with pressing current problems. The effects of the energy crisis
on economic activity, and especially on international trade and finan-
cial relationships, were a major concern of the meeting of the Com-
mittee of Twenty in January 1974 and of the special conference on
energy problems held in Washington in February.
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