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WHAT HAPPENED ON OCT. 6? 
Several articles in this issue deal with the purposes, implementation, 
and effects of the actions announced by the Federal Reserve on Oct. 6. 
Below is a partial text of the Fed's press release stating what these 
actions were and why they were taken. 

The Federal Reserve on October 6 announced a series of complementary actions that 
should assure better control over the expansion of money and bank credit, help curb 
speculative excesses in financial, foreign exchange and commodity markets and 
thereby serve to dampen inflationary forces. 

Actions taken are: 
1. A 1 percent increase in the discount rate, approved unanimously by the 

Board, from 11 percent to 12 percent. 
2. Establishment of an 8 percent marginal reserve requirement on increases in 

"managed liabilities" — liabilities that have been actively used to finance 
rapid expansion in bank credit. This was also approved unanimously by the 
Board. 

3. A change in the method used to conduct monetary policy to support the 
objective of containing growth in the monetary aggregates over the remain-
der of this year within the ranges previously adopted by the Federal Reserve. 
These ranges are consistent with moderate growth in the aggregates over the 
months ahead. This action involves placing greater emphasis in day-to-day 
operations on the supply of bank reserves and less emphasis on confining 
short-term fluctuations in the Federal funds rate. It was approved unani-
mously by the Federal Open Market Committee, which is comprised of all 
members of the Board of Governors and five of the 12 Presidents of the 
Federal Reserve Banks. 

In announcing these changes, the Board issued the following statement: 
"Inflation has continued at an exceptionally high rate over recent months. In part, the 
inflation rate reflects sharply rising energy prices, and those pressures should be 
subsiding in the months to come. However, appropriate restraint on the supply of 
money and credit is an essential part of any program to achieve the needed reduction in 
inflationary momentum and in inflationary expectations. Such restraint should help to 
avoid new uncertainties about the outlook for prices and distortions in markets that 
could aggravate the process of economic adjustment that is underway. It will help to 
restore a stable base for financial, foreign exchange and commodity pricing. 

"Under the provisions of the Humphrey-Hawkins Act, the Federal Reserve sets yearly 
targets for the monetary aggregates and bank credit, and reports these targets to the 
Congress. At mid-year, the targets for 1979, encompassing the period from the fourth 
quarter of 1978 to the fourth quarter of 1979, were reviewed and reaffirmed at11/2to41/2 
percent for Mi , 5-8 percent for M2, and 6-9 percent for M3. These targets, after allowance 
for the smaller shift of demand deposits to ATS and N O W accounts, still seem broadly 
appropriate. 

"However , growth over recent months in these aggregates and in bank credit has 
been more rapidthan is consistent with those targets, and if unrestrained, would clearly 
be excessive in terms of our basic economic objectives. Recent Federal Reserve actions, 
taking account of inevitable lags, should work to contain money and credit growth in 
the months immediately ahead, consistent with the targeted objectives. The actions 
announced today are designed to provide further assurance that those objectives will 
be reached." • 
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A TIME OF 
TESTING 
Paul A. Volcker 
Chairman, Board of Governors 
of the Federal Reserve System 

Remarks by Chairman Volcker before the American Bankers 
Association, New Orleans, Louisiana, October 9, 1979. 

m • 
I 

I 
i 
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It is a very special privilege for me to have the chance to address so many bankers in 
assembled convention—but, just in case there are any doubts, I did not arrange the 
Federal Reserve announcements last weekend to honor this occasion. 

In fact, those measures were not designed to make your life as bankers easier. Their 
purpose is rather to deal forcefully and responsibly with the economic and financial 
situation as we see it: strong inflationary pressures; concern, exaggerated concern in 
my judgment, that excessive growth in money and credit might be permitted by the 
Federal Reserve, fueling still more inflation; and an emerging speculative atmosphere 
and unsettled markets that could only complicate the job of restoring and maintaining 
orderly economic growth at home and stability in the dollar abroad. 

I need not review with you all the trends and developments of recent years that have 
brought us to this crucial period for economic policy, nor emphasize the relevance of 
policies beyond the monetary and banking area. The problems and dangers are plain to 
see. Indeed, in our perhaps understandable preoccupation with what is wrong at the 
present time and in our doubts about the future, there may be another danger that is 
not so obvious; a justifiable sense of concern can spill over into a debilitating and 
unjustifiable sense of impotence and weakness. 

The Facts Do Not Justify Cynicism. The simple fact is that, after months of focusing on 
our economic problems: 

• More people are employed than ever before, over 10 million more than five 
years ago. 

• An exceptionally long period of expansion has helped encourage and sustain 
investment despite inhibi t ions in the tax , regulatory , and inf lat ionary 
environment. 

• The Federal budget has come under better control, with spending moving 
somewhat lower in relation to the size of the economy, and with a substantially 
reduced deficit over the most recent years. 
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• In the face of unprecedented inflation and enormous new increases in energy 
prices, wage trends overall have not appreciably accelerated this year, reflect-
ing, despite some disturbing exceptions, the discipl ine and good sense of 
Americans in general in accepting the need for restraint. 

• Amid the strains imposed by the high price of oil and sometimes turbulent 
foreign exchange markets, a high degree of international cooperation has been 
maintained and protectionism has been checked—enabl ing , among other 
things, a substantial growth in American exports. 

W e wou ld , of course, be blind if we failed to recognize that all these achievements , 
and much more, wil l be jeopardized by any failure to come to grips with the inflation 
that has become so pervasive. Monetary policy inevitably has an essential role in the 
process of restoring stability. The new Federal Reserve actions are a part of that 
continuing process. 

Those measures were specifically designed to provide added assurance that the 
money supply and bank credit expansion would be kept under firm control . There wil l 
be one seemingly technical , but potentially significant, change in procedure in con-
ducting open market operations. More emphasis wi l l be placed on limiting the provi-
sion of reserves to the banking system—which ultimately limits the supply of deposits 
and money—to keep monetary growth within our established targets for this year. W e 
have raised the discount rate—and wil l manage it more f lexibly—so that restraint on 
bank reserves wil l not be offset by excessive borrowing from the Federal Reserve Banks. 
W e have placed a special marginal reserve requirement of 8 percent on increases in 
"managed l iabil it ies" of larger banks ( including U .S . agencies and branches of foreign 
banks) because that source of funds has f inanced much of the recent bui ldup in credit 
expansion. That requirement, admittedly cumbersome by its nature, wi l l be maintained 
so long as credit expansion is excessive. 

None of these actions wil l prevent moderate growth in money and credit commen-
surate with the needs of the economy; they are designed to curb excesses that would 
otherwise spill over into inflation. Let me speak quite directly and frankly to the 
responsibil it ies of the banking system and banking leaders in that connect ion. O n e of 
the glories and strengths of our system is that we rely on private markets and decen-
tralized decis ions, responding to market incentives, in pricing and allocating credit. But 

'None of these actions wi l l prevent moderate 
growth in money and credit commensurate 
with the needs of the economy; they are 
designed to curb excesses that would other-
wise spill over into inflation." 

I H H H ^ I H H H H I H I H H H I H I I B 

those decisions do have to be made by all of you individually in your own institutions. I n 
a situation in which there could be greater day-to-day or week-to-week volatility in 
money market rates—not in itself a matter of great consequence for the economy— 
pricing of your own loans seems to me more a matter of responsible business judgment 
than of fol lowing a rote formula, related solely to the cost of some small margin of 
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loanable funds. The Board of Governors has particularly stressed its own concern that, 
in a time of limited resources, banks should take care to avoid financing essentially 
speculative activity in commodity, gold, and foreign exchange markets. Bankers famil-
iar with their own markets can, without doubt, make judgments that none of us in 
Washington can, or ever could, make about what loans best serve the continuing needs 
of customers, business and personal, and the country alike. But my general feeling is 
that this is hardly the time to search out for exotic new lending areas or to finance 
speculative or purely financial activities that have little to do with the performance of 
the American economy, and indeed may detract from it. 

This is a time of testing—a testing not only of our capacity collectively to reach 
coherent and intelligent policies, but to stick with them. In approaching this test, the 
facts do not justify the skepticism, and even cynicism, that is heard on so many sides. 

• Some would suggest that we , as a nation, lack the discipline to cope with 
inflation. 

I simply do not accept that view. 
• Second, some would argue that inflation is so bound up with energy prices, 

sluggish productivity, regulation, and other deep-seated forces that monetary 
and fiscal policies are impotent. 

I do not accept that view. 
• Third, some would stipulate that we face impossible choices between pros-

perity and inflation. 
The simple facts of the past, in the United States and elsewhere, refute that 
v iew. 

Let me take the first point. I do not claim any special expertise in reading public 
opinion. But the dramatic swelling of national concern about inflation—a concern that 
seems to transcend economic, social, and indeed political philosophies—seems to me 
unmistakable. 

"This is a time of testing—a testing not 
only of our capacity collectively to reach 
coherent and intelligent policies, but to stick 
with them. In approaching this test the facts 
do not justify the skepticism, and even cyni-
cism, that is heard on so many sides." 

We need not rely on opinion polls or personal impressions. We have been assailed 
almost daily for months with learned and not so learned analyses about the prospects 
for a downturn in business activity. I understand the reasons for concern, particularly 
given the high level of inventory accumulation in recent months. But the Administra-
tion and the Congress have united in clearly rejectingthe seductive course of budgetary 
easing and tax reduction in recognition of the ultimately greater threat to stability 
inherent in the inflationary process. Restrictive monetary policies are never calculated 
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to win popularity contests; yet there has been acceptance of the need for restraint even 
at rates of interest that are almost outside the range of our historical experience. 

Indeed, the Congressional committees responsible for oversight of the Federal 
Reserve have been among the strongest voices urging that we set forth and adhere to 
monetary targets, reducing them over the years ahead as an essential part of the effort 
to restore price stability. I believe we are coming to understand that our only real 
prospect of early and sustained declines in interest rates lies in coming to grips with 
inflation. I would note too that the "National Accord" recently reached between the 
Administration and American labor leadership plainly recognized the threat to full 
employment, incomes, investment, and growth inherent in the inflationary process, 
and for those reasons gave "top priority" to the "war on inflation." 

"Attempts to pin all the blame for inflation 
on factors outside of our control would only 
doom our efforts to futility." 

Long Term Discipline is Required. Of course, the skeptical can suggest that the con-
sensus will buckle and fracture under the first real strains. But in assessing the pros-
pects and policies, let us be clear on one important analytic point. There is clearly a time 
when , if business activity should recede, some of the outward manifestations of fiscal 
or monetary policy—the size of the budget deficit or interest rates—will change. 
Built-in stabilizers in the budget come into play, increasing the deficit temporarily. 
When the money supply is brought clearly under control and expectations of inflation 
dissipate, interest rates will tend to decl ine, and our recent actions should bring that 
day sooner, whatever the initial impact on interest rates. Developments of this sort are 
in no sense inconsistent with maintaining the firm discipline on Federal spending and 
growth in the money supply that will be required over a long period of time to restore 
price stability. 

Some have raised the question of tax reduction. If earned by sustained spending 
restraint, well-structured tax reductions—by which I mean changes that would help 
stimulate investment, cut costs, and offset the effects of inflation in moving people into 
higher tax brackets—could be welcome at some time in the future. That time has not yet 
come, nor is it useful now to speculate when it might. What we need to guard against is 
premature and excessive stimulus, during expansions as well as recessions—and it 
does seem to me that we have come a long ways, at the very least, toward learning that 
lesson. 

I do not minimize the influence of more structural factors in our inflation—least of all 
the deplorable performance of productivity and the impact of energy prices, now rising 
at a rate of 70 to 80 percent a year. The traditional instruments of monetary and fiscal 
policy can do little directly to influence productivity or the supply of oil. 

But let us not lose sight of the fact that inflation not only grows in part out of these 
factors, but that oil pricing and productivity performance are themselves influenced by 
the instabilities and uncertainties related to the underlying inflationary process. At-
tempts to pin all the blame for inflation on factors outside of our control would only 
doom our efforts to futility. 
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We can take some comfort from the fact that the rate of inflation in most sectors of the 
economy is today substantially below the levels so depressingly reported month after 
month in the headlines; energy alone has added about3 percentto the consumer price 
index in the past three months. As the rate of increase in energy prices subsides—as it 
should in coming months—the inflation rate as a whole should also decline ap-
preciably. Looked at another way, the immediate challenge is to avoid imbedding the 
current rate of inflation in expectations and wage and pricing decisions before the 
current bulge in prices subsides. That is not an unrealistic objective, but it is one that 
will require discipline over the months ahead. 

Either/Or Theories No Longer Enough. That necessary discipline seems to me chal-
lenged by what I think of as the theories of "either/or" : 

• Either we fight inflation or we prevent a recession. 
• Either we seek a strong and stable dollar internationally or we attend to our 

problems at home. 
• Either we do what's good for the long run or we follow short run expediency. 

There was a day when our problems seemed to fall into such convenient analytic 
compartments. Most economists of my generation have made a career of analyzing 
so-called "t radeoffs" between inflation and employment, between external and 
domestic stability, between the long and short run. But that theorizing has been rooted 
in certain assumptions—assumptions that are now suspect—about the stability of 
expectations. When expectations of future inflation are so strong and potentially 
volatile as they have become, the "tradeoffs" disappear, or they appear in a much 
different light. 

The lesson of the 1970's—here and abroad—simply does not bear out the "either/or" 
approach. 

• More inflation has been accompanied not by less, but by more, unemployment 
and lower growth. We have not "traded off" one for the other. 

• A weak dollar externally aggravates inflation at home, and a weak dollar at home 
undermines the dollar abroad. Fundamentally, what disturbs Peoria disturbs 
Zurich. 

• After years of inflation, the long run has caught up with us. We can no longer 
blithely assume we can "buy " prosperity with a little more inflation, because the 
inflation itself is the greater threat to economic stability. 

The real message of these lessons seems to me more hopeful than discouraging. Let 
me state the propositions in a more positive way. 

'When expectations of future inflation are so 
strong and potentially volatile as they have 
become, the 'tradeoffs' disappear, or they 
appear in a much different light." 

• 

• 

Turning the Corner. As we turn the corner on prices, upward pressures on wages and 
other costs—including interest rates—should subside. As confidence in the currency is 
strengthened, improving conditions in money and capital markets will help support 
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investment activity, and we should have a firmer base for investment planning, im-
proving the outlook for purchasing power and productivity. A stronger dollar at home 
will bring it renewed strength internationally, and a strong dollar abroad will support 
our efforts to combat inflation at home. Appeals for moderation in petroleum pricing 
would have a new force and substance. 

I do not delude myself that this is yet the world in which we live. 

wamaMMummmBmrnammmmmmmm^mmMMBamm 

'As confidence in the currency is strength-
ened, improving conditions in money and 
capital markets wi l l help support investment 
activity, and we should have a firmer base for 
investment planning, improving the outlook 
for purchasing power and productivity." 

What we can do, and I see no reasonable alternative, is to start the process—to turn 
the corner—to demonstrate the conviction that we have the wisdom and fortitude to 
maintain the financial discipline required to cope with inflation. In the process, we 
must, of course, be mindful of the business situation in the United States—and I count 
on you to make the lending decisions that distinguish between the support your 
customers require and the excesses that only aggravate and distract the adjustment 
process that is under way. 

When I accepted this invitation to speak to you, I had a quite different address in 
mind—one focusing on the so-called "membersh ip" problem and the necessary re-
structuring of reserve requirements. I decided to forego that theme in light of recent 
events. But let me note the obvious—thatthe problems are not unrelated, for they both 
concern the role and effectiveness of monetary policy and a strong central bank. 

The central purpose of the proposed legislation is, after all, to strengthen our ability 
to conduct monetary policy in all foreseeable circumstances in the years ahead, and to 
do so in a context of fair and evenhanded treatment of competing depository institu-
tions. That seems to me a practicable, achievable objective in this Congressional 
session. I am greatly encouraged by the convergence of views among affected 
institutions—what has seemed so controversial for years now approaches consensus. 
That in no small part reflects the responsible efforts of the leadership of this Association 
and individual bankers throughout the country. 

In the weeks ahead, I welcome your efforts and your support—together with that of 
other affected institutions—in seeing this vital piece of legislation move through the 
Congress in acceptable form. 

No industry in America plays a more pivotal role in our overall economic perfor-
mance than our banks. Current developments underscore the point—but ¡twil l be true 
in the decades ahead as it is today. The implied responsibilities are heavy. But seldom 
are we offered the opportunity to meet a major immediate challenge to our prosperity 
and stability, while at virtually the same time strengthening the base we need for 
effective policy in the decades ahead.We can afford to do no less than rise to those 
challenges. • 
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CONTROLLING MONEY WITH 
BANK RESERVES 

The Federal Reserve on October 6 decided to curb money growth by seeking to control 
the amount of reserves directly rather than through a precise interest rate target. 
Controlling money with bank reserves has a long and rich history of research, experimen-
tation, and discussion, both within the Federal Reserve and outside. This Bank's April 
1973 Review carried a lively article on this topic, directed at the nonprofessional reader. 
Here are excerpts that are still perfectly germane. 

by William /V. Cox 

"The Fed somehow does something to 
bank reserves, which somehow makes the 
banks do something to bank deposits, 
which somehow have something to do 
with the money stock." 

A vague statement. But an accurate 
statement, perhaps, of the vagueness with 
which many citizens view the mechanics 
of Federal Reserve operations. Yet the 
mechanics of what happens and why is 
important, because no one can really 
understand or crit icize Fed policy unless 
he has a common-sense grasp of how it 
operates. 

The purpose of this article, therefore, is 
expository: to see, first, how the Federal 
Reserve's operations on bank reserves 
serve to control the total of deposits held 

at commercial banks and to see, second, 
how control of those total deposits relates 
to control of the money stock. Our 
purpose is to fill in those "somethings" 
and "somehows . " 

CONTROLLING 
"WIDGET" PRODUCTION 

To understand what sort of system the 
Fed uses to control total bank deposits, 
let's use a hypothetical product and call it 
a widget. All we have to imagine about 
widgets is that thousands of widgetmakers 
produce and sell millions of them every 
year and make a profit doing it. 

Suppose, now, that for some reason the 
Federal Government wanted to control 
widget production at a rate of 500,000 per 
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month. Quite aside from whether this 
would be a good idea or not, how could 
such control be accomplished? There are 
lots of ways, perhaps, but our interest is 
in one that would work like this: First, the 
government would print Widget Produc-
tion Permits. Each would say: 

This permit entitles the holder to 
produce five widgets per month. 
Production of widgets without this 
permission is expressly prohibited. 

Then the government would distribute 
100,000 permits among widget producers. 
If each permit al lowed the production of 
five widgets a month, then the 100,000 
permits would impose a monthly produc-
tion ceiling of 500,000 widgets. 

Would the permit system work to 
control widget production? Three condi-
tions would have to be satisfied. First, 
nobody but the government could issue 
the permits. (Successful counterfeit ing, 
for instance, would beat the system.) 
Second, the government would have to 
be able to enforce the 5-to-1 ratio 
between widgets produced and permits 
held. (If a widgetmaker were able to 
produce without permits, the scheme 
would limit authorized production but 
leave actual production unaffected.) 

Third, the government would have to 
depend on competit ion for profits among 
the widgetmakers to ensure that actual 
production did not fall short of the 
500,000 ceiling. (If widgetmakers found 
it profitable to produce only 200,000 
widgets a month, then the permit system 
would merely impose a meaningless 
ceiling on production without controlling 
it.) 

Apparently , then, such a permit system 
would work to control total widget 
production only if the government could 
control the number of permits, only if the 
prescribed ratio between permits and 
production could be enforced, and only 
if competit ion for profits impelled 
widgetmakers to produce up to the 
permit-set ceiling. 

From Widgets to Bank Deposits. The 
widget-control scheme parallels the 

system employed by the Federal Reserve 
to control total bank deposits. Bank 
deposits are our widgets, commercial 
banks are our widgetmakers, and bank 
reserves are our Widget Production 
Permits. We can verify that the system 
should work by checking the banking 
analogies of the three requirements for 
effective control. 

Bank reserves themselves, for the most 
part, are checking account balances held 
by commercial banks at their regional 
Federal Reserve Banks. Since the Fed 
keeps the books, there is no way to 
counterfeit our "permits . " So for now, at 
least, we can assume the first requirement 
is satisfied. The second requirement for 
workabil ity, enforcement of the ratio 
between the reserves held by the banks 
and the deposits their customers hold 
with them, is assured by traditional sur-
vei l lance and examination of banks' 
activities. Since these first two conditions 
are met, the Fed's system should impose a 
ceil ing on the total amount of bank 
deposits. In fact, it does.1 

As to the third question, whether limit-
ing the total of deposits is tantamount to 
controll ing that total, it does appear that 
competit ion for profits among commer-
cial banks operates to keep the actual 
deposit total very close to its limit. In 
practice then, setting a ceil ing on total 
deposits operates to control the total.2 

Basically, then, the Fed can limit the 
total of bank deposits (1) by limiting the 
amount of customer deposits an indi-
vidual bank can hold for each dollar of 
reserves held by the bank, and (2) by 
controll ing the total amount of reserves 

'Unt i l the 1930's, reserves w e r e not v i e w e d as a depos i t -contro l tool. W h e n 
the Federal Reserve was establ ished in 1914. reserve balances at the Fed 
w e r e in tended to p rov ide each bank w i th a backup stock of funds. M u c h 
like the savings an ind iv idua l might put aside for a rainy day , these deposits 
at the Fed w e r e " r e s e r v e d " for un foreseen cont ingenc ies . 

^Commerc ia l banks add to the overa l l amount of bank deposits w h e n they 
make loans, w h i c h they do by accept ing a bor rower ' s p romise to repay and 
s imultaneous ly c red i t ing addit ional funds to the bor rower ' s c h e c k i n g 
account . Normal ly , a bank wi l l con t i nue to make addit ional loans and add 
to the overa l l level of deposits as long as the interest the bo r rower pays on 
the loan exceeds the bank's costs in mak ing it. Costs w o u l d inc lude 
whatever interest the bank itself w o u l d have to pay for funds it bo r rows , 
plus a l lowances for administrat ive overhead and for assuming the risks of 
lending . 
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available to banks for permitting the 
deposits. Competit ion among the banks 
themselves normally keeps total deposits 
close to the reserve-set limit, so that the 
power to limit is, in practice, the power 
to control the national deposit level. 

SEVEN IMPORTANT FEATURES 

Now let us abandon the widget and 
extend our discussion to several impor-
tant features of the deposit-control 
system. The seven features described 
below have been selected to flesh out 
our description of the tools and frame-
work through which Fed policy exerts its 
inf luence. 

First, notice that the system we de-
scribed permits the Fed virtually no 
control over the distribution of deposits 
among commercial banks. Reserves only 
serve to control the total. Banks compete 
with each other, subject to supervisory 
ground rules, to divide the total among 
themselves. 

Second, we can see the reserve system, 
by enabling the Fed to control the level 
of total deposits, automatically empowers 
the Fed to change that level as an act of 
policy. The Fed can move to increase or 
decrease the deposit limits on the bank-
ing system by acting to increase or 
diminish the reserve account balances 
commercial banks hold at the Fed. (The 
process is trickier than it looks, however , 
as we shall shortly see.) To decide what 
policy actions to take and what changes 
to make in the amount of reserves avail-
able, top Fed officials meet each month 
as the Federal Open Market Committee, 
the Fed's forum for monetary policy. 

Third, let us ask just how the Fed acts 
to increase or decrease the supply of 
reserves available to commercial banks. 
Reserves, remember , are deposit balances 
held by commercial banks at the 12 
regional Federal Reserve Banks. To in-
crease the total amount of these reserve 
balances, all the Fed has to do is . . . buy 
something. Buy anything, in fact, as long 
as payment is made with a check drawn 
on a Federal Reserve Bank. What hap-
pens, in effect, is that the seller deposits 

the Fed's check with his commercial 
bank, and his bank deposits it with the 
Fed for credit to its reserve account. To 
decrease the reserve total, on the other 
hand, all the Fed has to do is sell some-
thing, as long as the Fed takes payment 
for what it sells by reducing its reserve 
account obligation to a commerical bank. 

Buy what? Sell what? Anything, in theory, 
just as long as the payment is eventually 
credited to or deducted from a commer-
cial bank's reserve account at the Fed. 
When the Fed buys a computer or pays 
an economist , for example, total bank 
reserves increase. More realistically, 
though, the only market large and 
efficient enough to handle the Fed's 
purchases and sales is the "open market" 
for government securities.3 

A fourth feature is that the limitation 
on total deposits can also be changed 
without open market purchases or sales 
by the Fed. Instead of changing the 
amount of reserves available to the banks, 
the Fed can simply change the amount of 
deposits each dollar of reserves will 
permit. This is what happens when the 
Fed changes reserve requirement ratios. If 
the ratio is initially 6-to-1, then each 
dollar of reserve balances permits the 
issue of six dollars in deposits. But if the 
ratio is changed to 7-to-1, each reserve 
dollar permits seven deposit dollars, 
thereby raising the total deposit limit to 
seven-sixths of the former level.4 In prac-
tice, the Fed does not change reserve-to-
deposit ratios very often, preferring the 
alternative of changing the amount of 
reserves with open market operations. 

A fifth feature of the reserve-control 
system is that banks can borrow reserves 
directly and temporari ly from the Fed. 
This takes place through the so-called 
discount window. Banks whose applica-
tions are approved pay the discount rate, 

'The o p e n market is w h e r e a l ready- issued government securit ies are traded 
by investors, h e n c e the te rm " o p e n market opera t ions . " See " W h a t A r e 
O p e n Market Ope ra t ions? " . Harry Brandt , Month l y Rev i ew , M a y I960 
(revised M a r c h 1972). Repr in ted in Federal Reserve Po l i cymak ing a n d l is 
Problems, 2nd ed . . N u m b e r VI I (Readings in Southern F inance , At lanta , 
Federal Reserve Bank of At lanta , N o v e m b e r 1972), p. 30. 

J The ratios are of ten expressed , equ iva lent ly , as percentage reserve 
requ i rements . A 10-to-1 ratio impl ies a 10-percent reserve requ i rement ; a 
5-to-1 ratio implies a 20-percent reserve r equ i r ement , etc. 
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a Fed-set interest rate which has also 
come to be viewed by the public as a 
gauge of the Fed's determination to hold 
down or encourage up bank deposit 
levels.5 

Another means of giving banks tempo-
rary flexibility in meeting their reserve 
requirements was inaugurated in 1968: 
since then banks have been allowed to 
carry forward up to 2 percent of their 
reserve excesses or deficiencies into the 
subsequent reserve-computation period. 

Sixth, we can note that banks normally 
try to hold a few extra reserves at the Fed 
in excess of the amounts required by the 
deposit levels they report. Banks often 
lend their excess balances to other banks 
overnight in the market for Federal 
Reserve balances—the Fed funds market, 
for short. Banks looking for reserves bid 
among each other for use of other banks' 
excess reserve balances, and the interest 
rate that emerges from each day's bidding 
is called the Federal funds rate. This rate 
is a sensitive reflection of how much 
pressure, if any, there is between the 
banks' determination to expand their 
deposits and profits, on the one hand, 
and the Fed's determination to limit such 
expansion, on the other. 

Seventh and finally, it is important to 
realize that banks use reserve balances to 
settle debts among themselves. Traffic is 
heavy, since commercial banks are con-
stantly taking credit for checks deposited 
with them and crediting other banks for 
checks written by their own customers. 
Banks also consummate their Federal 
funds transactions by asking the Fed to 
transfer reserves. A commercial bank's 
reserve balance is almost continuously 
changing in reflection of debits and 
credits resulting from thousands of bank-
ing transactions. This complicates the 
banker's job of keeping enough reserve 
balances at the Fed to permit the deposits 
held at his bank and explains why the 
discount window and the Fed funds 
market are often useful. 

SOME FRUSTRATING COMPLICATIONS 

The Fed's system for using bank 
reserves to control total bank deposits, 
though simple in concept, encounters 
some frustrating complications in prac-
tice. This section discusses four of them. 

The first follows from the facts that all 
bank deposits are not the same and that 
all deposits do not carry the same 
deposit-to-reserve ratio. Commercial 
banks issue deposits with diverse charac-
teristics: checking account balances 
available on demand and paying no 
interest, interest-bearing savings account 
balances, and fixed-maturity certificates of 
deposit, for example. All of these deposit 
forms are bank liabilities and each, as it 
happens, is subject to a numerically dif-
ferent deposit-to-reserve ratio. Current 
regulations, moreover, require larger 
banks to hold more reserves per dollar of 
deposits than smaller banks.6 So all 
deposits are not the same, and the same 
reserve ratio does not apply to all 
deposits. 

This proliferation of deposit types and 
reserve-to-deposit ratios complicates the 
reserve-control system. If the Fed wants 
the banks to issue more demand deposits 
and decides to supply additional reserve 
balances through open market operations 
to permit the additional demand deposits, 
for example, then Fed policymakers have 
to guess how many of the additional 
reserves will be used by the banks for 
additional demand deposits and how 
many will be used for additions of other 
deposit types. (We shall return to this 
example in the next section.) 

A second, somewhat different compli-
cation is that various hard-to-predict 
events operate on their own to increase 
or decrease the total amount of reserves 
available. It is almost as if a tribe of 
gremlins were capriciously stealing and 
replacing each bank's stock of reserves, 
shifting the reserve total up and down in 
the process. 

s See " T h e Discount Rate : P rob lems and R e m e d i e s , " M o n t h l y R e v i e w , )une 
1972. A l so , " M e m b e r Bank Bor rowing : Process and E x p e r i e n c e . " A r n o l d A . 
Di l l , M o n t h l y Rev i ew , Apr i l 1973. 

T o further compl ica te matters, there are other "nondepos i t l iabi l i t ies" of 
banks w h i c h must also b e backed by reserves , as, for e x a m p l e , Eurodol la r 
l iabil it ies. 
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One reason this happens is that banks 
can count the currency and coin they 
hold in their vaults as reserves. Putting 
the details aside, the result is that total 
reserves change every time a bank cus-
tomer deposits currency or cashes a 
check at a teller's window. Essentially the 
same result occurs every time the U. S. 
Treasury or a foreign central bank shifts 
deposits between a commercial bank and 
a Federal Reserve Bank. 

Biggest Gremlin: The Fed Float. The 
biggest gremlin of all, though, arises from 
what bankers call Fed float. Banks use the 
Fed to clear checks, as we said, crediting 
the reserve account of a bank which 
submits a check with a delay estimated to 
equal the time it will take to collect the 
check (by deducting reserves from an-
other bank). When the estimate is poor, 
so that the deduction and the credit fail 
to coincide, Fed float results. This Fed 
float varies from day to day, as when a 
snowstorm delays the physical shipment 
of checks from a major city, thereby 
delaying the collection of those checks in 
other cities. As it varies, so does the total 
of reserves available. 

We call gremlins like these market 
factors. The Fed works hard to predict 
how these factors will shift and tries to 
offset their effects by buying or selling 
government securities. (This, in fact, is 
what impels the Fed to engage in a large 
dollar volume of open market operations 
almost every day. If the problem were 
simply to add a few reserves every month 
to allow for gradual growth in the 
economy's need for deposits, then the 
Fed could probably get by with a single 
security purchase each week.) 

A third operational complication sur-
faces when one considers that thousands 
of banks hold reserve balances at the Fed. 
It is a big job just to add up how many 
deposits each bank holds in each reserve-
ratio category. With the banks' coopera-
tion, an elaborate deposit tabulation and 
accounting system has been built and is 
constantly being improved. Even with 
this, though, a bank itself is often unsure 
of its deposit totals until the following 
day or thereafter. This is perhaps the 

main reason why reserve balances and 
deposit totals are matched up on a 
weekly average basis rather than daily.7 

A final complication, here at least, is 
that only four out of ten commercial 
banks are members of the Federal Re-
serve System. Only about 40 percent of 
U. S. banks, therefore, are subject to the 
direct influence of the Fed's reserve 
system. (Nonmember banks must con-
form to alternative reserve requirements 
established by state laws.) Fortunately, 
however, member banks account for 
about 80 percent of U. S. bank deposits. 

These are some of the headaches— 
there are many others—which the Fed 
encounters as it tries to use the bank 
reserve system to limit total bank 
deposits. Although the scheme is con-
ceptually so simple it seems as though it 
would have to work, perhaps in practice 
the surprising thing is that it works at all. 

A BRIEF SUMMARY 

The reader who has stuck with us 
should now have a feel for how reserves 
are used as the basic tool of monetary 
policy. We have seen how reserves can 
effectively limit total deposits. We have 
seen how this limitation approximates 
control but says nothing about the distri-
bution of deposits among banks. We have 
seen how the Fed's open market opera-
tions and reserve requirements changes 
work and how the Federal funds market 
and the discount window fit into the 
larger scheme. We have also explored the 
nature of some of the practical complica-
tions faced by the Fed as it attempts to 
employ the basic deposit-limitation 
scheme. Other , more subtle complica-
tions confront the Fed as well , but they 
are beyond the scope of this article. 
Perhaps, however, the mysterious "some-
things" and "somehows" are now a little 
less mysterious. • 

T h e reserve s tatement per iod is a seven-day w e e k . Thursday through 
Wednesday , ove r w h i c h banks musi ho ld enough reserve balances , oi l 
average , lo meet the requ i rements imp l i ed by their deposit levels repor ted 
t w o w e e k s prev ious ly . 
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HOW BAD WILL IT BE? 

TRACKING THE ECONOMIC STORM 

How does the puzzling "recession of 1979" compare with the last few recessions? 
Where will the worst downturns come? Past patterns provide clues to what will happen 
this time, and suggest why the Southeast will likely fare better than the rest of the nation. 

This article is based on material contributed by Federal Reserve 
Bank of Atlanta economists William N. Cox, John M. Godfrey, 
Charles /. Haulk, and Gene D. Sullivan. 

Predicting the course of a recession is 
something like predicting the path of a 
hurricane. There will always be surprises. 
Most forecasters were surprised by the 
Federal Reserve announcements of Oc-
tober 6, for example. The policies an-
nounced there for the purpose of curbing 
inflation have caused most forecasters to 
lower their predictions of economic 
growth. Yet even with such surprises, 
there is still a good deal to be learned by 
tracking this economic storm against its 
predecessors. 

The signs are mixed this time, but they 
suggest that the 1979 recession will be 
milder nationally than the 1973-74 experi-
ence and that the Southeast will fare 
better—partly because the construction 
situation is not nearly so vulnerable this 
time and partly because the slowdown is 
superimposed on the longer run shift to 
the Sun Belt. 

To track the probable course of the 
storm, we examined three major 

categories of economic activity (economic 
indicators, inflation, and financial data) 
and compared their recent behavior with 
the pattern of the last four recessions. 
After several indicators took "recession-
l ike" downturns in 1979's second quarter, 
some indicators rebounded strongly in 
the third quarter. As a result, there is no 
consensus among economists as to 
exactly when the recession began. For the 
purpose of this article, however, it is as-
sumed to have started in the second 
quarter of 1979. This comparison should 
provide a basis for some tentative conclu-
sions about the direction of the recession. 

OBSERVING THE STORM 
FROM THREE ANGLES 

Some economic indicators look worse 
than usual. In past recessions, housing has 
been one of the first sectors to turn down. 
Chart 1 shows that the decline in residen-
tial investment typically begins four quar-
ters before the "off ic ial" start of the 
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All charts in this article assume that the recession 
of 1979 began in the second quarter. Although some 
recent evidence shows an atypical rebound in 1979's 
third quarter, these charts still reveal useful compari-
sons with past recessionary patterns. Since some 
charts are, by necessity, drawn to different scales, 
the reader should compare the current experience 
with past recessions within each chart, ignoring dif-
ferences in scale between charts. The vertical gray 
band represents the onset of recession. The left of 
the band shows conditions in quarters or months 
preceding the onset. To the right is what happened in 
successive quarters or months "into" the recession. 

The solid black line in each chart shows the com-
posite pattern of either three or four previous reces-
sions (since 1957) in either index (Charts 1-5, 13, 
and 14) or percentage (Charts 6-12) form. The red 
line represents movements for the 1979 experience. 

recession and drops 12 percent in that 
pre-recession year. This t ime, housing 
peaked only two quarters before the 
onset of the recession. This could mean 
either that (1) the housing decl ine could 
be more shallow than usual or (2) it could 
be comparable to other recessions but 
later than usual. In either case, housing 
could be a retardant to growth for several 
quarters. 

The second indicator—consumer dur-
able goods expenditures in real terms— 
typically peaks three quarters prior to the 
recession start. Chart 2 shows that this 
time the lead was only two quarters. If this 
recession fol lows the historical pattern, 
durable goods sales wil l continue to fall 
for several quarters, significantly sup-
pressing total economic activity. On the 
other hand, since the decl ine has been 
sharper than usual, much of the total ad-
justment may have already occurred. 
Third quarter strength tends to confirm a 
rebound. 

The black line in Chart 3—the ratio of 
manufacturing and trade inventories to 
sales (measured in 1972 dollars)— 
describes the typical rise of this ratio in 
the year preceding the recession and a 
continued rise (based on decl ining sales, 
not additional inventory accumulation) for 
at least another three quarters. This pat-
tern appears to be holding true for the 
current recession, so w e can expect a 
continued rise in inventories to sales until 

production cutbacks begin to halt further 
accumulation. 

Consumer conf idence, our fourth indi-
cator, has fallen rapidly this t ime, much 
more steeply than the composite pattern 
(Chart 4). If the confidence index (derived 
from a survey of consumers' buying plans 
and attitudes toward business conditions) 
is any guide at all to future consumer be-
havior, we can look for a great deal of re-
trenching by consumers . 

The weak picture for consumer confi-
dence is reinforced by the personal sav-
ings rate ("savings" is what is not spent 
out of current income) in Chart 5. In a 
typical recession, the savings rate would 
remain above the level existing when the 
recession began. The 1979 third quarter 
25-percent drop diverges radically from 
the historical precedent, but it is con-
sistent with the abnormal rise in durable 
goods expenditures. 

Housing, consumer conf idence, and 
personal savings are behaving somewhat 
abnormally . Housing, which has been 
supported by rapid money growth and fi-
nancial innovations, may not be able to 
avoid a substantial downward adjustment 
(in line with previous recessions) . Con-
sumer conf idence, already dropping fast, 
could fall even further . The precipitous 
drop in personal savings is probably due 
to expectations of continued inflation. 
People are buying instead of saving. But if 
consumers begin to fear recession more 
than inflation, w e should see a substantial 
upward movement in the savings rate, 
wh ich means a sharp decline in consumer 
purchasing. Through the third quarter, 
however , that has not yet happened. 

These two divergences from the histori-
cal pattern make the course of this reces-
sion difficult to predict, but their combined 
impact could make for a recession at least 
as bad as the average recession since 1957. 

Will the recession help reduce inflation? 
Eventually, yes. Usually , when the 
economy goes into a recession, some 
workers begin to lose their jobs, others 
have cutbacks in work ing hours, and new 
labor force entrants have greater difficulty 
in f inding employment . The combined 
effect is a reduction in the growth rate, if 
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3. RATIO OF INVENTORIES TO SALES , 

MANUFACTURING AND TRADE 

economic 
indicators 
Black line indicates average of 
last four recessionary periods 
(1957-58,1960-61, 1970,1973-75). 
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not the actual level, of personal income. 
Consumers , increasingly cautious during 
these periods, reduce their demand for 
goods and services. This reduced demand 
may cause prices to fall as sellers offer 
discounts in attempts to stimulate falter-
ing sales (not unlike what has happened 
to markets for large cars). Therefore, it is 
reasonable to expect a recession to be ac-
companied by some progress in the battle 
against inflation. Some people, in fact, 
view recession as the "bitter medicine" 
that is necessary to bring inflation under 
control. 

How much inflation relief have past re-
cessions actually produced? And how 
soon did those improvements appear after 
the recession began? Chart 6 answers 
these questions and also provides graphic 
evidence of the abrupt increase in the in-
flation rate during the 1973-75 period and 
the even sharper climb in 1979. The chart 
shows that price increases have generally 
slowed within two or three quarters after 
the onset of recessionary periods. Prices 
themselves have not declined, of course, 
only their rate of increase. The chart's 
bottom line, depicting the average of 
three earlier recessions, shows some 
abatement in the rate of price increases 
two quarters prior to the recession, but 
the rate does not drop off decidedly 
until the third quarter,after the onset of 
recession. 

An unsettling exception to the pattern 
appeared during the 1973-75 recession. 
Unlike the three previous experiences, 
prices continued to rise at an increasingly 
rapid rate until the first quarter following 
the recession's onset and did not begin to 
abate until four quarters later. By the sixth 
quarter following the onset, the rate 
began to stabilize at a much higher level 
than had been experienced following pre-
vious recessions. 

The top line in Chart 6, showing the 
1979 experience, begins from a sustained 
high level of inflation that followed the 
1973-75 recession. The rapid rise during 
the fourth quarter before the onset was 
stimulated by the jump in food costs fol-
lowing the crop-damaging freezes in early 
1978. The renewed rise in the rate of in-

crease in the quarter immediately pre-
ceding the recession was primarily due to 
the mid-1979 upsurge in meat and 
gasoline prices. 

The encouraging news is that prelimi-
nary data for 1979's third quarter indicate 
that a flattening in the rate of price in-
creases may be occurring. If we continue 
to follow the pattern of the last recession, 
however, it will be another three quarters, 
or well into 1980, before the rate of in-
crease subsides appreciably. 

If inflation finally slows down, where 
will the decline be most pronounced? 
Four major sectors (food, lumber, textiles, 
and fuels) have paced the slowdown in 
prices in the past. This time around, that 
slowdown is coming later than usual 
(more like the 1973-75 recession). Chart 7 
shows that food price increases were 
among the first to let up in past reces-
sions. In our current experience, they 
have trended downward, but the move-
ments have been more erratic than usual. 

Producers' prices of lumber and wood 
products (Chart 8) actually declined in the 
third quarter prior to previous recessions; 
they were a source of substantial price re-
lief four quarters after the onset in 
1973-75.1 In 1979, the pattern is not so en-
couraging. The rate of increase has been 
stable from fourth quarter 1978 through 
second quarter 1979, but recent data indi-
cate that some abatement of inflation in 
lumber prices may be on the way. If con-
struction does not falter as badly as it 
did in 1973-75, lumber prices are likely 
to chart a new course during the current 
recession. 

Chart 9, textile products and apparel, is 
inconclusive. Typically, the rate of in-
crease begins to abate by the quarter just 
prior to the recession's onset and goes on 
to register actual price declines. Last time 
around, this price downturn did not occur 
until one year following the recession's 

' Cha r t 8 shifts f r o m c o n s u m e r pr ices to producers ' pr ices because of the 
pr ices for part icular product g roup ings that w e r e ava i lab le at t h e p roduce r 
level . Pr ice changes at the p r o d u c e r level genera l ly lead c o n s u m e r pr ice 
changes by o n e to t w o months . 
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8. LUMBER AND WOOD P R O D U C T S PRICES 
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onset. Some slackening has occurred in 
1979, but it is too early to tell whether this 
sector wil l fol low the 1973-75 pattern. 

The oil embargo during 1973-75 pro-
duced vastly atypical performances for 
fuels and related products (Chart 10). 
Price increases approached an annual rate 
of 90 percent at the peak. Thus far in 1979, 
fuel price behavior has been uncomforta-
bly like the early 1973-75 exper ience. In 
the recession's first quarter this t ime, 
prices were still rising with increasing 
rapidity. Even if the rate of gain slows a bit 
in the fourth quarter of 1979, recent price 
increases by OPEC countries raise doubts 
about hopes for stable oil prices in com-
ing months. 

Charts 6-10 show that, in the past, re-
cessions usually have helped to reduce 
inflation. Actual price downturns , to be 
sure, have been limited to a few major 
products—some foods, lumber , and tex-
tiles. So far in 1979, however , our experi-
ence continues to resemble the 1973-74 
period, which suggests that, if recent 
trends hold, w e can expect some reduc-
tion in inflation but not before the middle 
of 1980. 

Tracking a storm from different vantage 
points can produce different outlooks, 
and the financial statistics diverge slightly 
from the track suggested by the economic 
indicators. Chart 11 shows the Mi defini-
tion of the money supply (bank demand 
deposits and currency) in terms of annual 
percentage rate changes. In the last four 
recessions, the growth rate of Mi , on av-
erage, has decl ined for four quarters prior 
to the onset of the recession. 

Dur ing the five quarters preceding the 
current recession, the money supply has 
also decl ined but, uncharacteristical ly, has 
rebounded sharply. In fact, Chart 11 
shows that money supply growth for the 
quarter fol lowing the onset of the reces-
sion (in this case, the third quarter of 
1979) reached 9.5 percent. 

The Mi pattern, however , is somewhat 
deceptive. The sharp drop in the quarter 
immediately preceding the recession 
should be adjusted upward for the 
November 1 introduction of the automatic 
transfer of funds from savings to checking 

accounts and the introduction of N O W 
accounts in New York . These adjustments 
would increase the growth in the fourth 
quarter of 1978 and in the quarter pre-
ceding the recession. Still , however , it is 
clear that Mi grew much more rapidly in 
the third quarter of 1979 than it did during 
the average of the past recessions. The 
implication is that, to the extent that 
money supply growth determines future 
inflation rates, the strong growth in the 
second and third quarters of 1979 may 
limit the relief from inflation which typi-
cally occurs as the economy moves into a 
recession. 

The M2 definition of the money supply 
(Mi plus bank time and savings deposits , 
except for large-denomination CDs) 
exhibits much the same pattern as the Mi . 
Chart 12 reveals a noticeable s lowdown in 
the average growth of this aggregate prior 
to the beginning of the average recession. 
In addition to this decl ine, banks have 
typically suffered substantial disinter-
mediation (shifts of consumer funds from 
banks to higher yielding open market 
securities) during past recessions. The 
current trend also shows a sharp slow-
down in the growth of M2 but a strong re-
bound in the recession quarter and the 
fol lowing quarter. Like the growth in Mi , 
this aggregate may be signaling only a 
mild recession, with little relief from in-
flationary pressures. 

Another key financial variable which 
may shed light on the current recession is 
total bank loans (Chart 13). The thick black 
line in Chart 13 describes the average trend 
of bank loans for the year preceding the 
recession and the year fol lowing the re-
cession. The total at the onset of each 
recession equals 100 percent on this chart. 
Typical ly , bank loans have risen about 10 
percent in the year immediately preceding 
the recession, shown very little growth as 
the economy has moved into the reces-
sion, and then risen about 5 percent in 
the year after the onset. 

In 1973, however , this pattern changed 
significantly. Total bank loans rose some 
15 percent in the year preceding the onset 
of the recession (November 1973) and 
continued to rise strongly for almost a 
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financial 
data 

Black line indicates average of two 
recessionary periods (1960-61,1970). 
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year thereafter, when they finally began to 
slow down. This atypical pattern was 
probably the result of consumers and 
businesses having to f inance purchases 
and inventories at higher prices, wh ich 
meant that even to f inance the same vol-
ume of real goods would require more 
bank credit. As you can see, the 1979 pat-
tern approximates 1973 more than it does 
the typical recession. 

O n e reason for this continued expan-
sion of loans is that banks have increased 
options in obtaining deposits and other 
funds. Their ability to issue large denomi-
nation certificates of deposit free of inter-
est rate ceil ings has attracted sizable 
amounts of funds. Since May 1978, money 
market certificates and other financial in-
novations have enabled banks to attract 
funds and, hence , to continue lending 
under condit ions that previously would 
have caused them to curtail new loans. 

Business loans fol lowed much the same 
pattern as total bank loans. Again, 1973 
was an exception to this pattern, as busi-
ness loans advanced nearly 17 percent 
preceding the recession and another 20 
percent after the onset. Not until early 
1975,13 months into the recession, did 
business lending slump sharply. The un-
usual continued strength of business 
borrowings in 1973-74 was partly because 
businessmen were forced to f inance 
(often unwanted) inventories at increas-
ingly higher prices and thus needed more 
and more credit. Chart 14 shows that the 
1979 pattern is much closer to that of 
1973 than to earlier periods. As unwanted 
inventories pile up, businessmen 
typically turn to banks and banks make 
more business loans as long as funds are 
available. 

At present, the financial data, l ike the 
inflation charts, suggest a milder 
downturn than do our other economic in-
dicators. If the monetary aggregates con-
tinue to expand rapidly, the s lowdown 
may be milder than many people expect , 
with correspondingly little relief from in-
flationary pressures. However , in light of 
the Federal Reserve's October 6 policy 
changes, reduced monetary growth seems 
much more l ikely. 

ADDING IT ALL UP 

As happens so often with hurricanes 
and economics , our storm track stations 
do not all see the same signs. Some of the 
economic indicators, especially consumer 
confidence and consumer savings, 
suggest that we are in for a worse-than-
average recession. Others—construct ion 
and durable goods sales—indicate an av-
erage downturn , only later than usual. In-
flation is not fol lowing the typical pattern. 
So far, it more resembles the 1973 reces-
sion, when inflation relief came eventually 
but somewhat later and less substantially 
than usual. The most recent financial 
information—monetary aggregates and 
bank loans—indicated a milder-than-usual 
downturn prior to October 6, with a cor-
respondingly small s lowdown in inflation. 

The Federal Reserve's October 6 
policies, and the concerns evidenced by 
them, point to reduced money and loan 
growth and, hence , to reduced economic 
growth, reduced inflation, and a stronger 
dollar. 

Taking all the indicators together, we 
can discern four central characteristics of 
the situation. First, recent movements in 
economic variables generally resemble the 
patterns of previous recessions. Second, 
the recession probably wil l produce some 
inflation relief but not until 1980. Thi rd , 
the typical recessionary s lowdown in the 
monetary aggregates has not yet 
materialized (as of mid-October) . Fourth, 
a typical recession sees a rapid increase in 
bank loans, and the 1979 pattern is no 
exception. 

Whatever the storm's degree of sever-
ity, w e can expect the Southeast to get off 
easier than other parts of the country. 
Since Wor ld War II , the Southeast has 
usually had much lighter recessions than 
the nation as a whole , sometimes not 
even noticeable ones. The biggest single 
factor in our "umbre l la" has been the mix 
of jobs and production, especially our low 
proportion of heavy industry—a large 
component of recessionary swings. 

In 1974-75, however , our umbrel la col-
lapsed and the Southeast got soaked— 
thanks to faster growth which led to a 
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higher proportion of construction, over-
building, and financial overextension. This 
t ime, we appear to be better prepared. 
The energy crisis has pushed migration to 
the warmer climates even faster, thus 
fueling the District's economy. There is 
little evidence of financial overextension 
by builders and not much speculative 
building. Commercial building in some 
areas of the Southeast continues strong. 
But a strong commercial construction sec-
tor now could easily lead to a slower re-
covery. No large inventories of unsold 
homes exist in 1979. Even Florida, where 
building activity has been torrid, will 

probably suffer little damage from the re-
cession because of low home inventories. 
The percentage of construction workers in 
the labor force is also lower in Florida 
than last time. The usury ceilings, which 
are slowing housing in some southeastern 
states, should have only temporary influ-
ence as floating rates adjust themselves to 
the post-October 6 environment. Al-
though the recession's impact on the 
Southeast depends on the precise dis-
tribution of the drop among the sectors of 
the economy, the evidence suggests that 
this storm will strike the rest of the nation 
harder than it does the Southeast. • 
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HOOKED 
ON OIL 
by William N. Cox 

While debates on decontrol of oil prices and windfall profits taxes intensify, one 
fundamental and largely unforeseen development now seems inevitable: the U.S. 
will have to rely on foreign oil at least through the next decade. Optimistic predictions 
of "oil independence" are not working out, and alternative sources of energy cannot 
be made practicable quickly. Consequently, we must prepare for a decade of energy 
vulnerability. 

"Energy," said William Blake in a simpler 
time, "is eternal delight." Today, it is our 
eternal dilemma. Many elements of the 
national energy discussion are hotly 
contested and unresolved. One particular 
aspect of the broader energy question, 
however, is becoming increasingly clear 
and urgent: Our economy is critically 
reliant on foreign oil and, therefore, 
vulnerable to interruption of oil imports. 
Furthermore, this reliance and vulnerability 
will probably remain through the 1980s. 
These facts will persist for years regardless 
of such decisions as decontrol and windfall 
profits taxes. 

Energy Self-Sufficiency by the 1980s No 
Longer Seems Likely. Back in 1974, after 
OPEC quadrupled the world price of oil 
to $7 a barrel, a consensus emerged 

among the experts that U. S. oil produc-
tion would increase substantially in 
response to higher prices. Our use of oil, 
meanwhile, would stabilize or even shrink 
as the new prices pushed users to use 
petroleum products more efficiently and 
to shift to alternative forms of energy, 
which would also become more available 
at higher prices. U. S. imports of foreign 
oil would decline and continue to decline 
as we produced more and used less. 
American energy self-sufficiency in the 
1980s was generally viewed as a realistic 
goal. 

Things obviously haven't worked out 
that way. Now, six years after the OPEC 
embargo: 

•Oil is selling worldwide for over $20 
per barrel, three times the 1974 price 
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U.S . oil usage (the black line) has continued to increase, while domest ic 
production (the gray portion) has remained flat, leaving the additional 
demand to be filled by additional imports (red portion). 

nominally and twice the 1974 price in 
real terms. 

. U. S. imports in 1978 and 1979 are 
one-third greater than they were 
before the embargo. Almost half the 
oil we use is now foreign. 

. U. S. oil production has not increased 
since 1973, even with the completion 
of the Alaskan pipeline. 

A disappointing experience, to say the 
least. Out of it is coming a new consensus 

about our energy future: more sober, 
more realistic, almost certainly more re-
liable, and promising in the long run. The 
new consensus goes something like this: 

First, American oil usage is not likely to 
decline for at least 10 years, provided the 
oil is available to use. Gains from more 
efficient usage of petroleum products will, 
at best, meet the additional requirements 
generated by economic growth. 
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Decontrol of domestic oil prices, now 
under way, will help to restrain the 
growth of oil usage, but the results wi l l 
not be dramatic or quick. The increases in 
gasoline prices resulting from decontrol 
of oil, for example, will be much less than 
the gasoline price increases already expe-
rienced since 1973. Yet domestic demand 
for gasoline has not declined. 

Although more miles are being driven 
despite higher gasoline prices, other 
slower and more substantial reactions, 
which reflect basic changes in Americans' 
attitudes, are also taking effect: the higher 
prices are encouraging the demand for 
more efficient automobiles, the use of 
public transportation, the purchase of 
homes closer to work, and so forth. But 
the effects of such conservation measures 
on total usage wil l be gradual and slow. 

Second, American oil production is not 
likely to increase much, if at all, beyond 
current levels. Earlier hopes that higher 
producer revenues (as, for example, from 
decontrol of prices or from a lower wind-
fall tax rate) would provide substantial 
new domestic supplies have obviously 
been deflated. Despite substantial increases 
in domestic prices and the opening of 
Alaskan fields, U. S. oil production has 
been flat since about 1970. New domestic 
reserves are being found, proven, and 
tapped, certainly, but not as fast as exist-
ing reserves are being drained. Half the 
exploration crew activity and four-fifths of 
the wells dril led worldwide in 1977 were 
in the United States. Perhaps the most 
credible evidence of this is the oil 
company advertising about conservation. 
It is a little strange, when you think about 
it, for producers to be urging customers 
to buy less of their product. Strange, that 
is, unless supplies of that product wil l be 
limited. 

Third, significant supplies of domestic 
substitutes for oil are not likely to be 
available during the 1980s. Each alterna-
tive has peculiar problems. Only 10 
percent of our oil usage goes to generate 
electricity, so the oil-saving contribution 
of coal and nuclear fuels is thereby 

Where does our oil go? 

More than half our oil from all 
sources is c o n s u m e d in transportation 
activities. About half of that goes to 
private automobiles. E lectr ical genera-
tion, in contrast, accounts for only 
about 10 percent of Amer ican petro-
leum consumption. 

l imited, quite aside from the environ-
mental questions and from the problem 
of how to move coal from mine to 
generator. 

Heavy oil, shale oil, tar sands, and en-
hanced recovery from conventional wells 
all involve technology untested on a large 
scale and uncertain in cost. Proponents of 
these supply alternatives discuss quantities 
small in relation to our 8 mill ion barrels a 
day of oil imports, even after eight or ten 
years of development. 

G e n e r a t i o n 

U.S. PETROLEUM USES 

Source: U.S. Energy Information Administration. Crude Petroleum, 
Petroleum Products and Natural Gas Liquids, Annual and 
December issues, 1978 December issue 
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Additional domestic supplies of natural 
gas (as a substitute for oil in home heat-
ing) offer the most hope, once interstate 
gas pricing is fully deregulated. Expert 
opinions differ about how much natural 
gas wil l be recovered at higher prices or 
whether imported gas will be available to 
fill any shortfalls that persist. (Natural gas 
imports have up to now been small in 
relation to domestic gas use.) 

Alcohol is more promising as a substi-
tute for gasoline. Half of the U. S. oil 
usage is in transportation, of which half in 
turn is in gasoline burned by private 
automobiles. The technology for substi-
tuting alcohol for gasoline is proven, and 
additional agricultural resources are avail-
able. But as the Brazilians are finding, 
significant substitution of alcohol for 
gasoline takes years to implement. 

Fourth, "technological breakthroughs" 
cannot quickly change our reliance on 
imported oil. W e already have a great 
deal of useful, proven technology. Cars 
are in production and available, for 
example, which average 35 miles per 
gallon. Houses and factories are being 
built routinely with five to ten times the 
typical fuel efficiency for heating and 
cooling. 

But just having technology available is 
not enough. Significant reductions in oil 
usage wil l not result until substantial 
proportions of the entire U. S. auto fleet 
have been upgraded for efficiency and 
until inefficient dwellings and factories 
are increased in efficiency. O n e 35-miles-
per-gallon car wil l have no effect on oil 
use; 50 mill ion such cars wil l obviously 
have an important effect. If the entire 
U. S. auto fleet could be magically con-
verted to achieve 35 miles per gallon, for 
example, we would save about 3 mill ion 
barrels of oil a day. If all those cars were 
fueled by 20 percent alcohol, we would 
save almost 2 mill ion barrels a day (out of 
a 1979 average of about 8 million barrels a 
day of imported oil). But it wil l take years 
before more efficient cars, dwellings, and 
factories predominate. That is why so-
called breakthroughs cannot quickly 
change the U. S. reliance on imported oil. 

( ^ 
U.S. CRUDE OIL IMPORTS BY AREA 
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September 1979. 

These simple and sobering likelihoods— 
that American oil usage will stay up, that 
American oil production may not, that oil 
substitutes wil l not be quickly and plenti-
fully available, and that new technology 
will not change the situation soon—lead 
to the conclusion that oil imports will 
remain a highly important source of 
energy through the 1980s. During the first 
seven months of 1979, U. S. oil imports 
averaged 8.1 million barrels a day out of 
total usage of 18.8 mill ion barrels. That 
rate held firm from 1978, when imports 
and usage averages were also 8.1 and 18.8 
million. (Prior to rising oil prices in 1973, 
imports were 6.3 out of 17.3 million bar-
rels a day.) Import levels wil l not retreat 
quickly from these levels as long as 
imported oil is available. 

Wil l imported oil be available? There is 
obviously no assurance the answer wil l be 
yes. Import availability has slowed twice 
in the past six years (the 1973 embargo 
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and the Iranian stoppage in 1979). Our 
economy, clearly, is and wil l be critically 
reliant on the continued availability of 
imported petroleum. Such reliance is not 
a crisis in itself, but it makes our economy 
vulnerable to crisis whenever imports are 
interrupted. We are hooked on oil. 

What can we do about this uncertainty 
and vulnerability? Certainly, the situation 
adds importance to our strategic petro-
leum reserve. By summer's end, the 
reserve held stocks equal to about 10 days 
of imports, far behind the reserves 
accumulated by the Japanese and 

European economies but growing sub-
stantially at last. The newly authorized 
reserve of six months' worth of oil 
imports in the ground, though expensive, 
will reduce our economy's vulnerability. 
Basically, though, there are no quick 
answers to the vulnerability which follows 
from our nation's reliance on imported 
oil. Conservation wil l help. Encourage-
ment of alternate fuels will help. 
Stockpiles of oil wil l help. But none of 
these measures can eliminate our vulner-
ability quickly or totally. W e are hooked 
on imported oil. • 

INDEX FOR 1979 

v: 

January/February Pages 1-20 
March/April 21-52 
May/June 53-76 

July/August 77-104 
September/October 105-124 
November/December 125-156 

AGRICULTURE 
Best Farm Crop Year Ever? 

Gene D. Sullivan, July/August, 88 
The Outlook for Food Prices 

Gene D. Sullivan, May/June, 65 
Prospects for Meat Production 

Gene D. Sullivan, May/June, 69 

BANKING (see also BANKING NOTES) 
Current Issues in Bank Supervision and 

Regulation: A Caribbean Basin Perspective 
Donald Baer, March/April, 40 

Deposit Flows and the Supply of Mortgage 
Credit: Are They Related Anymore? 
B. Frank King, May/June, 55 

Faltering Southeast Loan Growth 
John M. Godfrey, July/August, 86 

Money Market Certificates: An Innovation 
in Consumer Deposits 
John M. Godfrey and B. Frank King, 
May/June, 59 

Update on Florida Bank Branching 
Joel Parker, March/April, 34 

Usury Ceilings: Shield or Scourge? 
B. Frank King, September/October, 111 

BANKING NOTES 
Faltering Southeast Loan Growth 

John M. Godfrey, July/August, 86 

CONSUMER CREDIT 
Consumer Debt: How Heavy a Burden? 

Patricia Faulkinberry, March/April, 24 
Deposit Flows and the Supply of Mortgage 

Credit: Are They Related Anymore? 
B. Frank King, May/June, 55 

Inflation and Home Buying 
Charles J. Haulk, January/February, 14 

Money Market Certificates: An Innovation in 
Consumer Deposits 
John M. Godfrey and B. Frank King, 
May/June, 59 

ECONOMIC AND FINANCIAL CONDITIONS 
IN THE SOUTHEAST 
Environmental Regulations: A Constraint on 

Southeastern Productivity 
Charlie Carter, March/April, 36 

The Southeast in 1978: Expansion for a 
Fourth Year 
Charles J. Haulk, January/February, 3 

• 
1 32 NOVEMBER/DECEMBER 1979, ECONOMIC REVIEW 

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



ENERGY 
Hooked on Oil 

William N. Cox, November/December, 148 

FEDERAL BUDGET 
Constitutional Limitation of the 

Federal Budget 
William N. Cox, May/June, 73 

FEDERAL RESERVE MEMBERSHIP 
The Burden of Fed Membership Revisited 

Stuart G. Hoffman, March/April, 23 

FISCAL POLICY 
Fiscal Effects on Potential Output 

Robert E. Keleher, 
September/October, 117 

HOUSING 
Deposit Flows and the Supply of Mortgage 

Credit: Are They Related Anymore? 
B. Frank King, May/June, 55 

Inflation and Home Buying 
Charles J. Haulk, January/February, 14 

INFLATION 
Inflation and Home Buying 

Charles J. Haulk, January/February, 14 

LIVESTOCK 
Prospects for Meat Production 

Gene D. Sullivan, May/June, 69 

MONEY MARKET CERTIFICATES 
Money Market Certificates: An Innovation 

in Consumer Deposits 
John M. Godfrey and B. Frank King, 
May/June, 59 

MONEY SUPPLY 
Controlling Money with Bank Reserves 

William N. Cox, November/December, 134 
Redefining the Monetary Aggregates 

Stuart G. Hoffman, July/August, 79 

NATIONAL ECONOMIC CONDITIONS 
A Time of Testing 

Paul A. Volcker, November/December, 128 
Hooked on Oil 

William N. Cox, November/December, 148 
The Outlook for Unemployment 

Charlie Carter, September/October, 107 
Potential GNP: The Noninflationary 

Unemployment Rate 
Charles J. Haulk and Robert E. Goudreau, 
July/August, 95 

Potential GNP: Policy Guidepost or Detour? 
Charles J. Haulk and Robert E. Goudreau, 
July/August, 92 

Potential GNP: Productivity Growth 
Charles J. Haulk and Robert E. Goudreau, 
July/August, 97 

Tracking the Economic Storm 
November/December, 139 

Usury Ceilings: Shield or Scourge? 
B. Frank King, September/October, 111 

PETROLEUM 
Hooked on Oil 

William N. Cox, November/December, 148 

PRODUCTIVITY 
Environmental Regulations: A Constraint 

on Southeastern Productivity 
Charlie Carter, March/April, 36 

Potential GNP: Productivity Growth 
Charles J. Haulk and Robert E. Goudreau, 
July/August, 97 

REGULATION 
Current Issues in Bank Supervision and 

Regulation: A Caribbean Basin Perspective 
Donald Baer, March/April, 40 

Environmental Regulations: A Constraint on 
Southeastern Productivity 
Charlie Carter, March/April, 36 

SOUTHEASTERN ECONOMY 
Faltering Southeast Loan Growth 

John M. Godfrey, July/August, 86 
The Southeast in 1978: Expansion 

for a Fourth Year 
Charles J. Haulk, January/February, 3 

FEDERAL RESERVE BANK OF ATLANTA 
1 55 

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



UNEMPLOYMENT 
The Outlook for Unemployment 

Charlie Carter, September/October, 107 
Potential GNP: Noninflationary 

Unemployment Rate 
Charles J. Haulk and Robert E. Goudreau, 
July/August, 95 

USURY 
Usury Ceilings: Shield or Scourge? 

B. Frank King, September/October, 111 

WORKING PAPER REVIEWS 
An Empirical Analysis of Sectoral Money 

Demand in the Southeast 
Stuart G. Hoffman, September/October, 121 

Entry, Exit, and Change in Banking 
Market Concentration 
B. Frank King, March/April, 50 

Regional Credit Market Integration: 
A Survey and Empirical Examination 
Robert E. Keleher, September/October, 120 

ALSO AVAILABLE. . . \ 
Copies of these publications are available upon 
request from: 

Research Department 
Federal Reserve Bank 5f Atlanta 
Atlanta, Georgia 30303 

Please include a complete mailing address with ZIP 
Code to ensure delivery. Interested parties may also 
have their names placed on a subscription list for , 
future studies. / 

• 
1 32 NOVEMBER/DECEMBER 1979, ECONOMIC REVIEW 

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



WORKING PAPER SERIES: 
Estimating Sixth District Consumer Spending 
by Brian D. Dittenhafer 

Changes in Seller Concentration in Banking Markets 
by B. Frank King 
Regional Impacts of Monetary and Fiscal Policies in the Postwar Period: Some Initial Tests 
by William D. Toal 
A Framework for Examining the Small, Open Regional Economy: An Application of the 
Macroeconomics of Open Systems 
by Robert E. Keleher 
Southern Banks and the Confederate Monetary Expansion 
by John M. Godfrey 
An Empirical Test of the Linked Oligopoly Theory: An Analysis of Florida Holding Companies 
by David D. Whitehead 
Regional Credit Market Integration: A Survey and Empirical Examination 
by Robert E. Keleher 
An Empirical Analysis of Sectoral Money Demand in the Southeast 
by Stuart G. Hoffman 
Entry, Exit, and Market Structure Change in Banking 
by B. Frank King 
Future Holding Company Lead Banks: Federal Reserve Standards and Record 
by B. Frank King 
Money-Income Causality at the State-Regional Level 
by Robert E. Keleher and Charles J. Haulk 

RESEARCH PAPER SERIES: 
No. 1 Impact of Holding Company Affiliation on Bank Performance: A Case Study of Two 

Florida Multibank Holding Companies 
by Stuart G. Hoffman 

No. 2 Convenience and Needs: Holding Company Claims and Actions 
by Joseph E. Rossman 

No. 3 Small Banks and Monetary Control: Is Fed Membership Important? 
by William N. Cox, III 

No. 4 Component Ratio Estimation of the Money Multiplier 
by Stuart G. Hoffman 

No. 5 Holding Company Power and Market Performance: A New Index of Market 
Concentration 
by David D. Whitehead 

No. 6 Fundamental Determinants of Credit Volume: A Survey and Regional Application 
by Robert E. Keleher 

No. 7 State Usury Laws: A Survey and Application to the Tennessee Experience 
by Robert E. Keleher 

No. 9 Supply—Side Effects of Fiscal Policy: Some Preliminary Hypotheses 
by Robert E. Keleher 

FEDERAL RESERVE BANK OF ATLANTA 1 5 5 

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




