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MONEY MARKET IN FEBRUARY
T h e m on ey  m arket was under relatively steady pressure 

in February, even in the February 2 0  statement w eek  when 
reserve positions eased tem porarily . O n  the other hand, 
the securities markets, despite extensive Treasury financing 
operations and the heavy flow  o f  new  corp orate  and 
m unicipal offerings, continued  to  m ove  tow ard higher 
prices and low er rates through the first half o f  the m onth 
before  reacting m oderately  in  the secon d  half. M em ber 
bank reserve positions, w hich  had been  eased in January 
by  unusually strong seasonal influences, w ere tightened 
over the m onth by  a continuing reduction  in the quantity 
o f  G overnm ent securities held  by  the F ederal R eserve 
System and, to  a lesser degree, by  the shifting im pact o f  
regular m arket influences. System sales o f  short-term  
Treasury issues, including notes and certificates, am ounted 
to 57 4  m illion  dollars over the fou r  w eeks ended F ebru ­
ary 27 . In the first half o f  the m onth, these sales w ere 
partly offset by  repurchase agreem ents designed to aid 
G overnm ent securities dealers in their underw riting fu n c­
tion during the p eriod  o f  Treasury financing. T h e effective 
rate on  Federal funds held to  the 3 per cent “ ceiling”  on  
each  day, but m on ey  m arket pressures w ere at n o  tim e 
unduly severe.

In the G overnm ent securities m arket, attention early 
in the m onth was fo cu sed  on  T reasury borrow in g  op era ­
tions involving the refunding o f  10 .7 b illion  dollars o f  
notes and certificates, m aturing variously in February, 
M arch , and A pril, and the refinancing o f  the special 1.75 
billion  dollar issue o f  February 15 bills floated in N ov em ­
ber. A lthough  the attrition on  the exchange o f  notes and 
certificates was relatively large— 87 0  m illion  dollars, or
17 per cent o f  holdings outside the F ederal R eserve System 
and G overnm ent agencies— the financing was absorbed  
w ithout significantly interrupting the steady clim b in prices 
o f  bonds and notes that had begun on  January 8. Later 
in the m onth, there w ere sharp m arkdow ns on  several days 
(although  generally fo llow ed  by  m oderate recov ery ) appar­
ently reflecting som e m arket op in ion  that prices had m oved  
to higher levels than w ere warranted by  the ou tlook  fo r  
business conditions and credit p o licy .

V igorou s nonbank dem and fo r  Treasury bills brought 
dow nw ard pressure on  yields in the first half o f  February,

despite the 100 m illion  dollar increase in the am ount o f  
new  bills offered  in the first tw o  w eek ly  auctions o f  the 
m onth. Rates subsequently drifted ba ck  up, how ever, re­
flecting in part the further expansion  o f  w eek ly  offerings to
1.8 b illion  dollars, an increase o f  2 0 0  m illion  dollars over 
the m aturing issues. R ates on  the longest outstanding regu­
lar bills fe ll from  3 .1 2  per cent on  January 31 to  a lo w  
po in t o f  2 .9 8  per cent on  F ebruary 13, but b y  the end o f  
the m onth  had risen again to  3 .28  per cent.

A t  the end o f  January, on e bankers’ acceptance dealer 
had reduced  rates by  Vs per  cent, fo llow in g  a generally 
sharp rundow n in dealer p ortfo lios  from  the unusually high 
peak reached at the year end. R ates qu oted  b y  other 
dealers rem ained unchanged, h ow ever, and on  F ebruary 6, 
with a supply o f  new  acceptances continuing to  appear at 
those rates, the on e dealer w h o had cut his rate cam e ba ck  
in line with the rest o f  the m arket. A t  the end o f  the m onth 
the bid  on  90 -d a y  acceptances thus stood  at 3V i per cent 
fo r  all dealers. O n  F ebruary 19, rates on  tim e loans m ade 
to security dealers against stock  exchange collateral w ere 
reduced by  Vs p er cent. T h e rate on  90 -d ay  time loans, 
w hich  had been  4  Vi per cent (b id ) since D ecem ber 21 , 
was thus low ered  to  4 3/s per cent.

M e m b e r  B a n k  R e s e r v e  P o s it io n s

M em ber bank borrow ings at F ederal R eserve Banks 
rose substantially in F ebruary to an average level o f  643 
m illion  dollars, com pa red  with an average o f  413 m illion  
in the preceding  fou r  w eeks. In  contrast to the preceding  
m onth, w hen m em ber banks held net free reserves through 
m ost o f  the period , average borrow ings in February ex ­
ceeded  average excess reserves in each  o f  the fou r w eeks.
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Pressure on  reserves w as relatively even during the first 
half o f  the m onth , be fore  easing in  the third w eek  and 
tightening again tow ard the end o f  the m onth.

In  each o f  the first tw o statement w eeks in F ebruary, 
average borrow in gs rose  b y  about 100 m illion  dollars, re­
flecting prim arily  the n eed  fo r  funds to  rep lace reserves lost 
as a result o f  System  sales o f  G overnm ent securities. 
Reserves w ere also absorbed , o n  balance, by  a decline in 
float and a rise o f  currency  in  circu lation . T hese operating 
drains w ere largely offset, h ow ever, b y  a reduction  in 
T reasury balances at Federal R eserve Banks, an increase in 
g o ld  stock , and som e further reduction  in required reserves. 
T h e  effect o f  outright sales o f  G overnm ent securities by  
the F ederal R eserve System  was tem pered by  an expansion  
in repurchase agreem ents outstanding, but on  balance the 
reduction  o f  System  holdings was substantial.

T ow a rd  the m iddle o f  the m onth  there was a m arked 
relaxation  o f  pressure o n  bank reserve positions, allow ing 
m em ber banks to  reduce som ew hat their indebtedness to  
R eserve Banks. M u ch  o f  the easing w as attributable to  
the m idm onth  peak  in  float, w hich  w as som ew hat height­
ened by  delays in the processing  o f  checks resulting from  
the observan ce o f  L in co ln ’ s B irthday at a num ber o f  F ed ­
eral R eserve offices. Treasury balances continued to  fall, 
releasing reserves to  the m arket, and there w ere other gains 
from  g o ld  and fore ign  accou n t operations and from  a 
return flow  o f  currency. A b o u t  half o f  the added reserves 
w ere absorbed  b y  System  op en  m arket sales and the runoff 
o f  repurchase agreem ents written earlier in the m onth.

Table I

Changes in Factors Tending to Increase or Decrease M em ber 
Bank R eserves, February 1957

(In millions of dollars; ( +  ) denotes increase,
(— ) decrease in excess reserves)

Daily averages;— week ended
Net

Factor
Feb.

6
Feb.

13
Feb.

20
Feb.
27

changes

Operating transactions
Treasury operations*.............................. - 1 2 1 + 1 5 5 + 210 - 1 2 2 + 122
Federal Reserve float.............................. -  38 -  78 + 226 +  29 + 139
Currency in circulation.......................... +  12 -  46 +  36 +  61 +  63
Gold and foreign account...................... + 167 -  32 + 110 -  27 + 2 1 8
Other deposits, etc................................... -1 1 7 -  38 -  36 -1 7 4 - 3 6 5

Total............................................ -  95 -  41 +546 - 2 3 2 +178

Direct Federal Reserve credit transactions 
Government securities: '“ '‘T : 

Direct market purchases orsales. . -  39 -2 2 1 -2 3 2 -1 0 4 - 5 9 6
Held under repurchase agreements. +  24 +  50 -  63 -  11 —

Loans, discounts, and advances: 
Member bank borrowings................ + 1 1 3 +101 - 1 6 4 +  136 +186
Other......................................................... — — — — —

Bankers’ acceptances:
Bought outright.................................... __ __ -  1 -  1 -  2
Under repurchase_agreements.........

Total............................................ +  97 -  71 - 4 5 9 +  20 - 4 1 3

Total reserves.................................................... +  2 - 1 1 2 +  87 -2 1 2 -2 3 5
Effect of change in required reserves^----- +  67 +2 0 5 -  53 +  76 +295

+  69 +  93 +  34 -1 3 6 +  60

Daily average level of member bank: 
Borrowings from Reserve Banks. . . . 615 716 552 688 643*

431*Excess reservest........................................ 378 471 505 369

Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash, 
t These figures are estimated, 
t Average for the four weeks ended February 27.

M em ber banks cam e under renew ed pressure tow ard  the 
end o f  the m onth , m ainly as the result o f  a reduction  in 
float and an increase in Treasury balances.

T h e  heavy drain  o n  Treasury deposits persisted 
through m ost o f  F ebruary, at times adding substantially 
to  bank reserves. E ven  the rise in Treasury deposits at 
R eserve Banks in the first statement w eek  o f  F ebruary, 
w hich  ordinarily  w ou ld  have w ithdraw n reserves, resulted 
from  book k eep in g  transfers that obscu red  an actual ou t­
flow  o f  funds to the m arket. In  this case, the increase in 
Treasury balances reflected the new  deposits created b y  
the R eserve Banks u p on  receip t o f  credits to  their g o ld  
certificate accounts b y  the T reasury. T hese g o ld  certificate 
credits w ere based  u pon  the purchase by  the Treasury o f  
30 0  m illion  dollars o f  go ld  from  the International M o n e ­
tary F und near the end o f  January in exchange fo r  
noninterest-bearing notes to increase the dollar assets o f  
the IM F . H ad  the new  deposits n ot been  created, Treasury 
balances at R eserve Banks w ou ld  have declined. T hese 
additional Treasury deposits w ere soon  expended , but 
tow ard the end o f  the m onth  Treasury balances w ere 
partly replenished from  m ore  norm al sources o f  funds, 
including the sale o f  additional Treasury bills. F o r  the 
m onth  as a w hole, h ow ever, T reasury operations resulted 
in additions to  bank reserves.

G o v e r n m e n t  Se c u r it ie s  M a r k e t

T h e continued  bu oyan cy  o f  the G overnm ent securities 
m arket early in F ebruary greatly facilitated the Treasury 
financing operations undertaken in the open in g  w eek  o f  
the m onth. Subscription  b o o k s  w ere op en  on  F ebruary 4  
and 5 fo r  refunding 10 .7  b illion  dollars o f  m aturing notes 
and certificates, and tenders w ere received  on  F ebruary 7 
fo r  1 .75 b illion  dollars in  new  tax anticipation  bills d e ­
signed to rep lace the special 9 1 -day  bills issued in N o v e m ­
ber and m aturing F ebruary 15. In  the first o f  these 
financing operations, holders o f  7 .2  b illion  dollars o f  2 %  
per cent certificates m aturing February 15 and o f  3 .0  b il­
lion  dollars o f  2 %  per cent notes m aturing M arch  15 w ere 
given the op tion  o f  exchanging their securities fo r  either o f  
tw o new  issues— 3 %  per cent certificates o f  indebtedness 
due February 14, 1958 , or  3 V2 per cent notes m aturing 
M ay  15, 19 60 . H olders o f  531 m illion  dollars o f  I V 2 per 
cent notes due A p ril 1, 1957  (prim arily  the F ederal 
R eserve B an k s) w ere a llow ed to exchange on ly  in to  the 
new  on e-year certificates. B oth  new  issues w ere dated 
F ebruary 15, 19 57 . T h e  new  tax anticipation  bills, also 
dated F ebruary 15, w ere offered  in exchange fo r  either 
cash or  fo r  the special bills m aturing on  F ebruary 15. T h e 
new  tax issue w ill m ature June 24 , 1957 , and m ay be 
o ffered  at fa ce  value in paym ent o f  in com e and profits 
taxes due June 15, 1957 .

B oth  financing operations p roceed ed  sm ooth ly . P rices 
o f  the m aturing 2 %  per cent notes and 2%  per cent cer­
tificates, the principal “ rights”  to  the financing, m ov ed  to 
slight prem ium s after the initial Treasury announcem ent
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o f  terms and held  there during the refunding. T h e new  
issues also w ere qu oted  above  par in  “ w hen-issued”  trad­
ing. Results o f  the exchange, released b y  the T reasury 
later in the m onth, sh ow ed that holders o f  2 8 2  m illion  
dollars o f  the F ebruary  notes, 5 7 9  m illion  dollars o f  the 
M arch  notes, and 9 m illion  dollars o f  the A p r il notes had 
elected to present their holdings fo r  cash redem ption . T h e 
rem aining 9 .9  b illion  dollars o f  m aturing securities w ere 
exchanged fo r  8 .4  b illion  dollars o f  the new  on e-year cer­
tificates and 1.5 b illion  dollars o f  the notes o f  1960 .

T h e continuing advance o f  prices o f  outstanding T reas­
ury bonds and notes during the first part o f  the m onth  
apparently was sustained prim arily, as in  January, b y  a 
general feeling in  the m arket that the v igor o f  the econ om ic  
b o o m  had abated fo r  the tim e being. In  addition, the co n ­
tinuing success o f  underwriters in  distributing rapid ly  the 
large volum e o f  new  corporate  issues was taken by  som e 
observers to  m ean that interest rates had reached  their 
peaks. Y ie ld s on  longer term  G overnm ent issues, as show n 
in the accom panyin g  chart, w ere thus carried  d ow n  to  the 
low est levels since last O ctober .

B y  the m iddle o f  the m onth , how ever, m arket op in ion  
had apparently b ecom e  increasingly con cern ed  over  the 
sustainability o f  the higher p rice  structure, since little evi­
dence had develop ed  o f  any fundam ental shift in  F ederal 
R eserve p o licy  o r  in  business conditions. A  lim ited sup­
ply o f  3 1A '>s o f  19 7 8 -8 3  and 3 ’s o f  1995  helped  to  tou ch  
o ff a dow nw ard  m ovem ent, and the Treasury announce­
m ent on  February 14 that C ongress w ou ld  be  asked fo r  
authority to raise to 3V\ p er cent the interest rate payable 
on  Series E  and H  bon ds added som e further pressure. 
T hese influences, a long w ith optim istic statements b y  G o v ­
ernm ent officials on  the eco n o m ic  ou tlook , generated som e 
irregular declines in the latter half o f  February. A t  the 
end o f  the m onth, prices o f  m ost bon ds callable after 1961 
were m ore than 2 fu ll poin ts be low  their earlier February 
peaks and as m uch  as 1 %  points low er than at the end 
o f  January. T h e declines w ere m uch  less p ron ou n ced  fo r  
the 3 V4 ’ s and 3 ’s, w hich  fell % 2 and respectively, 
over the m onth  as a w hole . T h rou gh ou t February, trading 
in the interm ediate and lon g-term  area w as very light, so 
that the relatively sharp p rice  m ovem ents d id  n ot reflect 
m a jor changes in  supply and dem and.

Y ields on  Treasury bills m oved  dow n  steadily in the first 
tw o w eeks o f  February despite the added  supply resulting 
from  successive increases o f  100  m illion  dollars in the 
regular bill issues during the period . T h e m arket also 
had little difficulty in absorbing the 1.75 billion  dollars 
o f  new  tax bills auctioned on  February 7 ; the average issu­
ing rate was 3.231 per cent and b id  quotations held close  
to this level through m uch  o f  the rem ainder o f  the m onth. 
H ow ever, w hen the regular w eekly  offering was increased 
by another 100 m illion  to  1.8 b illion  dollars in the auction  
o f  February 18, a som ew hat sluggish tone appeared in the 
m arket. T h e nonbank buying in the first half o f  February 
included a substantial corporate dem and, based partly on

MARKET YIELDS OF SELECTED SECURITIES

Weekly*  | 

A a a  co rpo rate  b o n d  s

Long-term Treasury issues* f

j

Sy f  A a a  municipal bonds

1 1 1 1 1 1 1 I 1 ! 1 . . J .  1 L.. .L..... 1.......
J F M A M J  J A  S O N D J  F M A M J  

19 56 1957
*  W eek ly  a ve r a g e s ,  ex cept  W ednesday  close for municipal bonds.

Latest da te  plotted is February 21.
+ Old series.
Sources:  Board of Governors of  the Federal  Reserve System and 

M o o d y ’s Investors Service.

the reinvestm ent o f  p roceed s  from  sales o f  “ rights”  b y  som e 
investors anticipating cash needs w ithin a short p eriod . 
A vera ge  issuing rates in  the first tw o w eek ly  auctions 
m oved  dow n  steadily, from  3 .2 83  per cent on  January 28  
to  3 .1 3 2  per cent o n  F ebruary 4  and to  3 .0 5 7  per cent 
on  February 11. O ver the rest o f  the m onth , average issu­
ing rates rose som ew hat, m ovin g  up to  3 .1 8 2  per cent in 
the auction  o f  F ebruary  18 and 3 .2 8 8  per cent on  F ebru ­
ary 2 5 , as som e signs o f  a seasonal slackening o f  dem and 
d evelop ed  in the m arket with the ap proach  o f  the M arch  15 
tax date.

O t h e r  Se c u r it ie s  M a r k e t s

T h e firm tone that had appeared in  the corporate  and 
m unicipal bon d  m arkets in January w as extended into 
February despite the continu ing large flow  o f  new  security 
offerings. In  the latter part o f  the m onth , a slightly heavier 
atm osphere developed , especia lly  in  the m unicipal m ar­
ket, but yields generally rem ained steady at the levels to  
w hich  they had declined  in  the previous several w eeks. 
A verage  yields on  outstanding h igh-grade corporate  bonds, 
as reflected in M o o d y ’s A aa-rated  index, m ov ed  dow n  6 
basis-points over the m onth  to  3 .6 6  per cent, w hile fo r  
m unicipal issues with a similar rating average rates at the 
end o f  February w ere 4  basis-points b e low  the 2 .8 7  per 
cent level established at the c lose  o f  the preceding  m onth. 
T he w idest price  fluctuations w ere experienced  b y  co r ­
porate convertib le issues, reflecting the sharp break in 
the stock  m arket on  F ebruary 11 and partial recovery  
thereafter.

T h e volum e o f  pu b lic  offerings o f  corporate  bon ds for  
new  capital is estim ated to  have been  46 5  m illion  dollars 
in F ebruary, com pared  with 62 0  m illion  dollars in Janu­
ary. It was considerably  in excess, h ow ever, o f  the 120 
m illion  dollars o f  new  offerings a year earlier, and since 
F ebruary had a relatively small num ber o f  business days.
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the absorption  o f  the new  issues required extensive market 
activity. Nevertheless, m ost o f  the new  issues w ere w ell 
received  and qu oted  at prem ium  prices in the secondary 
market. A s  a result, dealer inventories o f  new  corporate 
bonds apparently rem ained relatively low , despite the large 
volum e that passed through their hands during the m onth.

In  the m unicipal m arket, dem and w as less brisk. T ota l 
pu b lic  offerings fo r  new  capital w ere again large— 4 7 4  m il­
lion  dollars— although som ew hat sm aller than in the pre­
vious m onth  or  in F ebruary 1956 . Investor interest in 
m any o f  these offerings w as relatively lim ited, how ever, 
particularly in  the latter part o f  the m onth , and the slow  
distribution  o f  som e issues into the hands o f  ultim ate in­
vestors resulted in som e increase in dealer p ortfo lios .

M e m b e r  B a n k  C r e d it

T h e decline in  total loans at w eekly  reporting m em ber 
banks leveled  o ff in the fou r  w eeks ended F ebruary 20 , 
fo llow in g  unusually heavy net repaym ents in the opening 
weeks o f  1957 . B orrow in g  at these banks was reduced 
b y  106 m illion  dollars over the fou r-w eek  p eriod , c o m ­
pared with declines o f  1 ,9 22  m illion  dollars during the 
preceding  fou r w eeks and 65 m illion  dollars in the co m ­
parable p eriod  a year earlier. Business loans fell b y  174 
m illion  dollars in the tw o w eeks ended February 6, but 
increased b y  191 m illion  in the tw o fo llow in g  w eeks. R ea l 
estate loans, “ all oth er”  loans (largely to consum ers), and 
loans to  security brokers and dealers w ere som ew hat low er 
on  balance.

T rade concerns, com m od ity  dealers, construction  firms, 
and processors o f  fo o d , liquor, and to b a cco  continued  to 
m ake net repaym ents on  balance, w hile the pu b lic  utility 
and transportation group  reduced  borrow ings after having 
increased them  earlier in the year. T hese declines w ere 
offset b y  sm aller-than-usual repaym ents b y  sales finance 
com panies and by  substantial increases in borrow in g  by  
m anufacturers o f  metals and m etal products , textile p ro ­
ducers, and firms in the petroleum , coa l, chem icals, and 
rubber group . L argely  because o f  the heavy repaym ents 
in January, total business loans at the w eekly  reporting 
banks have declined  931 m illion  dollars since the begin ­
ning o f  the year, com pa red  w ith a contraction  o f  439  
m illion  dollars in the sam e period  a year earlier.

T ota l investm ents o f  w eekly  reporting m em ber banks 
declin ed  b y  4 0 7  m illion  dollars during the fou r  w eeks 
ended F ebruary 20 , a m uch  sm aller d rop  than in  19 56 . 
B ank holdings o f  G overnm ent securities fell b y  521 m illion  
dollars, but this decline w as on ly  half as large as a year 
earlier, reflecting the extensive Treasury refinancing during 
February 1957 . P ortfo lios  o f  other securities rose b y  114  
m illion , com p ared  w ith an increase o f  8 m illion  the year 
be fore . T ota l loans and investm ents thus declined  b y  on ly  
513 m illion , in contrast to  a d rop  o f  1 ,137  m illion  in the 
correspon d in g  fou r  w eeks a year earlier.

Table II
Weekly Changes in Principal Assets and Liabilities of the 

Weekly Reporting Member Banks
(In millions of dollars)

Statement weeks ended Change 
from Dec.

Item
Jan.

30
Feb.

6
Feb.

13
Feb.
20p

26, 1956 
to Feb. 

20, 1957p

Assete

Loans and investments:
Loans:

Commercial and industrial.
loans........................................

Agricultural loans...................
-  84
-  5

90
8

+  91 
+  4

+1 0 0  
-  4

-  931
— 29

Security loans.......................... 4- 29 + 45 -  71 -  14 — 585
Real estate loans.................... -  17 20 +  12 

+  10

— 15 — 85
All other loans (largely 

consumer).............................. +  2 35 -  30 -  254

Total loans adjusted*----- -  79 - 112 +  48 +  37 - 2 ,0 2 8

Investments:
U.S. Government securities: 

Treasury bills...................... -2 2 6 238 -1 8 6 + 169  
-  32

— 510
Other....................................... -  3 + 58 -  63 -  335

Total................................... -2 2 9 _ 180
64

-2 4 9 +137  
+  68

-  845
Other securities....................... +  22 + -  40 +  18

Total investments.............. -2 0 7 116 - 2 8 9 + 2 0 5 -  827

Total loans and investments
-2 8 6 228 -2 4 1 +242 - 2 ,8 5 5

Loans to banks................................. -1 4 4 _ 143 +377  

+  8

— 275 -  144

Loans adjusted* and “ other” 
securities......................................... — 57 48 +1 0 5 - 2 ,0 1 0

Liabilities

Demand deposits adjusted.......... - 2 2 0 -1 .2 0 2 -4 5 1 - 1 3 2 -1 ,9 2 3  

+  476
Time deposits except

Government.................................. 4- 39 4- 69 +  30 +  62
U. S. Government deposits.........
Interbank demand deposits:

+  167 

- 6 8 3

+

+

80

484

-  29 

+162

+675  

— 350

-  863 

- 1 ,1 7 6
— 57 12 -  35 +  61 -  147

p Preliminary.
* Exclusive of loans to banks and after deduction of valuation reserves; figures for 

the individual loan classifications are shown gross and may not, therefore, add 
to the totals shown.

INTERNATIONAL MONETARY DEVELOPMENTS

M o n e t a r y  T r e n d s  a n d  P o l i c i e s  

T h e B ank o f  E ngland reduced  its d iscount rate to  5 
per cent as o f  February 7, from  the 5V i per  cent rate in 
fo rce  since February 16, 1956  (see  ch a rt ). A cco rd in g  
to the B ank ’s G overn or, the m ove carried “ no im plication  
o f  a change o f  p o licy ” , and the British C hancellor o f  the 
E xch equer stated that the reduction  was designed sim ply 
“ to enable the Bank o f  England to  maintain the full effec­

tiveness o f  m onetary p o licy ” . T h e reduction  cam e against 
a backgrou n d o f  receding inflationary pressures and a de­
cline in the liquidity o f  the banking system and in interest 
rates. T h e industrial investm ent b o o m , the m ain factor 
behind the inflationary pressures o f  1 9 5 5 -5 6 , has been  
leveling o ff, w hile residential building has actually been  
declin ing. M ain ly  as a result o f  a d rop  in au tom obile ou t­
put, the industrial p rodu ction  index tow ard the end o f  1956
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BRITISH INTEREST RATES
Per cent Per cent

b o n d s ,  196 5 -75 ,  monthly a ve r ag e s .  Treasury b i l l s : w e ig h t e d  monthly 
a ve r a g e s  o f  w e e k ly  a llotment rates.  February data partly est im ated .  

Source :  Bank of England.

was slightly low er than a year earlier. Furtherm ore, fo r  
the first tim e since early 1954 , vacancies in  industry w ere 
few er than the u nem ployed , although the latter still re­
m ained a very small fraction  o f  the la bor  fo rce . These 
reduced  dem and pressures in  the U nited K in gdom  also 
contributed to  a notable im provem ent in  the coun try ’s 
balance o f  paym ents o n  current accou n t; the latter show ed 
a surplus o f  144 m illion  pou nd s in  January-June 1956 , 
and despite the current difficulties con n ected  w ith the 
M idd le  East crisis, “ a sm all but b y  n o  m eans unsubstantial 
surplus”  fo r  the year ending June 1957  is anticipated, 
accord ing  to  an official statement.

T h e im proved  e con om ic  ba lance in  the U nited K in gdom  
set the stage fo r  a decline in  short-term  m arket interest 
rates and a recovery  in the b o n d  m arket. F rom  D ecem ­
ber 7 to February 1 the average T reasury bill tender rate 
declined  from  5 .0 4  per cent to  4 .5 4  and, after the discount 
rate was cut, fell further to  4 .1 5  on  F ebruary 22 . C on so l 
prices have risen m arkedly  during the last three m onths, 
and on  F ebruary 28  y ielded  4 .5 5  per cent, as against 4 .98  
at the end o f  N ovem ber. In  the course o f  these deve lop ­
ments in the m on ey  and b o n d  markets, the authorities on  
F ebruary 14 floated a 3 0 0  m illion  p ou n d  3 Vi per cent 
F unding Stock, 1 9 9 9 -2 0 0 4 , p riced  to  g ive a gross redem p­
tion  yield o f  4 .5 0  p er cent. This debt operation  was de­
signed to  further the governm ent’ s debt funding program  
and to  facilitate a reduction  in  the banks’ liquidity ratios 
(cash , call loans, and Treasury and com m ercia l bills to  
total d e p o s its ) ; the increase in these ratios in the last tw o

years had w eakened the B ank o f  E ngland ’ s m onetary co n ­
trol, and necessitated the reliance o n  directives b y  the 
authorities to the com m ercia l banks. In  line with the fall 
in m arket interest rates, the rate on  new  loans with a 
maturity o f  m ore than five years, m ade by  the P ublic W ork s 
L oan s F und to the lo ca l authorities, has been  reduced 
Va per cent to  5Vi.

T h e R eserve B ank o f  India raised to  4  per cent from  
3 V2 , as o f  F ebruary 1, its interest rate o n  advances to  
com m ercia l banks against governm ent and other eligible 
securities. W hile the B ank ’s rate o n  advances granted 
under the B ill M arket Schem e was left unchanged at 3 Vi 
per cent, the stam p duty on  bills o f  exchange was increased 
to  Vi per  cent, as a result o f  w hich  the cost o f  such b o r ­
row ing  was also brought to  4  per cent. T hese changes 
to o k  p lace  in the w ake o f  a 16 p er cent rise in w holesale 
prices during 1956  and a loss in external reserves o f  about 
on e third during the last nine m onths o f  the year. In  order 
to  help alleviate these strains, the authorities have also 
taken disinflationary fiscal m easures. O n  N ovem b er 30 , 
the governm ent in trodu ced  a supplem entary budget that 
p rov ided  in ter alia fo r  the reim position  o f  a capital gains 
tax, an increase in the “ supertax”  rates, additional excise 
duties on  certain dom estic products , and a rise in  the cus­
tom s duties o n  m any im ports. D espite the anticipated in­
crease in tax revenues, h ow ever, the governm ent still plans 
a substantial am ount o f  deficit financing. In  addition, on  
January 1, the Indian G overnm ent term inated the liberal 
im port licensing schem e that had been  in  effect since 1955 . 
H eavy  cuts w ere m ade in  im port quotas fo r  such co n ­
sumer and p rod u cer  g ood s  as the authorities believed  
cou ld  be  rep laced  b y  increased dom estic produ ction . N ew  
restraints w ere also p la ced  on  the spending o f  foreign  
exchange fo r  traveling abroad .

In  Canada, the T reasury bill rate continued  to  rise dur­
ing m ost o f  F ebruary; at the third tender in the m onth the 
average T reasury bill tender reached  3.81 per cent, an all- 
tim e high, but fell to  3 .7 6  at the fou rth  tender. L on g-term  
governm ent b o n d  yields, o n  the other hand, declined dur­
ing F ebruary to  the levels that had prevailed  at the turn 
o f  the year, w hile short and m edium -term  yields fe ll even 
further. D uring F ebruary, the com m ercia l banks’ business 
loans rem ained at around the year-end  level, w hile their 
holdings o f  governm ent bon ds increased considerably; the 
banks’ ratio o f  liqu id  assets (cash , d ay-to -d ay  loans, and 
T reasury b ills ) to  deposits rose to  17 per cent, as against 
the agreed m inim um  o f  15 per cent.

E x c h a n g e  R a t e s

Sterling rates m ov ed  som ew hat low er during F ebruary, 
as uncertainty over the M idd le  Eastern situation continued 
to  be  a depressing fa ctor  in  a relatively quiet m arket. 
A m erica n -a ccou n t sterling was qu oted  as high as $ 2 .8 0 % 2 
as it m et with fair com m ercia l dem and early in  the m onth . 
A fter  the announcem ent that Britain ’s g o ld  and dollar

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



30 MONTHLY REVIEW, MARCH 1957

reserves had decreased 49  m illion  dollars during January, 
h ow ever, and with substantial bidding fo r  dollars in L o n d o n  
— principally  b y  o il interests— the rate declin ed ; by  F ebru ­
ary 6 it had slipped to  $ 2 .7 9 1% 6, about the level prevail­
ing during the rem ainder o f  the m onth . O il interests w ere 
im portant both  as buyers and suppliers o f  sterling in  the 
N ew  Y o r k  m arket while, in the latter part o f  the m onth, 
d iam on d  dealers w ere notew orthy  purchasers. O n  F ebru ­
ary 28  A m erica n -a ccou n t sterling w as qu oted  at $ 2 .7 9 % .

A lth ou gh  the decline in the British bank rate from  5 Vi 
per cent to  5 p er cent announced  o n  F ebruary  7 had vir­
tually n o  effect in the spot m arket, the change was n otice ­
able in the forw ard  m arket w here discounts on  three and six 
m onths’ sterling d rop p ed  to  11/1Q and l 5/s cents— the nar­
row est since February and M a y  19 55 , respectively. A fter  
w idening to  1 y16 and 2  y22 cents on  g o o d  offerings o f

forw ard  sterling, discounts w ere again narrow er at %  and 
1 2%2 cents at the m on th ’s end.

Transferable sterling m et w ith reduced  dem and, par­
ticularly on  the part o f  sugar interests, and declin ed  to  
$ 2 .7 6 2 0  at m idm onth . B y  February 28 the rate had re­
covered  on ly  slightly to  $ 2 .7 6 3 5 . Securities sterling fluctu­
ated betw een  $2.64V4 and $2 .61 V i, with rates tending 
tow ard the low er part o f  the range.

T h e C anadian dollar w eakened slightly from  $ 1 .0 4 1% 2 
to  $ 1 .0 4  Vi in a rather quiet m arket during the first half 
o f  February. Subsequently g o o d  dem and fo r  the Canadian 
dollar developed  largely as a result o f  various security 
issues announced  b y  C anadian  com panies, m ost notably  
the T rans-C anada P ipe L ines, L td ., and direct investm ent 
needs; on  F ebruary 28  the rate again stood  at $ 1 .0 4 1% 2 -

OPEN MARKET OPERATIONS ABROAD

O p en  m arket operations o f  som e fo rm  are con du cted  
by  the central banks o f  m ost countries w hich  have, o r  are 
develop ing , active m on ey  m arkets. T h e kind and extent 
o f  such operations, and their relative im portance am ong 
the too ls  o f  m onetary contro l, vary w idely. In  this cou n ­
try op en  m arket operations— i.e., purchases and sales o f  
G overnm ent securities (a n d  bankers’ acceptances) as 
d irected b y  the O pen  M arket C om m ittee o f  the Federal 
R eserve System— have b ecom e  the ch ie f instrum ent o f  
credit con tro l, prov id in g  a flexible m eans o f  influencing 
the volum e o f  bank reserves and thereby helping to  m ain­
tain appropriate credit con d ition s.1 O utside the U nited 
States, how ever, op en  m arket operations are a fu ll-fledged 
credit p o licy  instrum ent in on ly  a few  countries, notably  
the U nited  K in gd om  and Canada. E lsew here, such opera ­
tions are lim ited in scop e ; they are n ot always undertaken 
at the central bank ’s initiative; they are in  som e instances 
e ffected  d irectly  with banks or  other investors; and they 
m ay b e  con du cted  in  securities other than governm ent 
obligations o r  bankers’ acceptances. D espite the institu­
tional difficulties encountered  in  m any foreign  countries, 
op en  m arket operations abroad  are nevertheless rapidly 
gaining in  im portance.

T h e  L e g a l  a n d  In s t it u t io n a l  Se t t in g

B efore  the thirties, on ly  a few  fore ign  central banks had 
legal authority to  con d u ct op en  m arket operations, but 
tod ay  practically  all are em pow ered  to  deal in governm ent 
and governm ent-guaranteed securities. M an y  fore ign  cen ­
tral banks also have authority to  purchase and sell bankers’ 
acceptances and com m ercia l bills. In  certain countries, 
m oreover, they can operate in n ongovernm ent bonds 
(A ustra lia , D enm ark, Japan, M e x ic o ) ,  while in a few

1 For a description of techniques in the United States, see Robert V. 
Roosa, Federal Reserve Operations in the Money and Government 
Securities Markets, Federal Reserve Bank of New York, July 1956.

others they can  deal in  any bon ds that they them selves 
declare suitable (A u stria , G u a tem a la ); som etim es, too , 
they can  undertake operations in special m ortgage bon d s 
(B o liv ia , E l Salvador, N o r w a y ). Finally, a num ber o f  
central banks, particularly in the financially less-develop ed  
countries, have p ow er  to  issue their ow n  securities fo r  
m onetary p o licy  pu rposes.2

In  m any countries, h ow ever, the purchase o f  governm ent 
securities by  the central bank is circu m scribed  b y  legisla­
tion as to  the total am ount, the w ays in w hich  the purchases 
m ay be condu cted , and the m aturity o f  the securities that 
m ay b e  purchased . L im its on  central bank holdings o f  
governm ent securities, w hether acquired in the m arket or  
directly  from  the governm ent, som etim es are stipulated in 
absolute am ounts (B e lg iu m ) o r  are related to  the ba n k ’s 
capital a n d /o r  dem and liabilities (Pakistan, V e n e zu e la ). 
Such provisions are generally designed to lim it the recourse 
o f  governm ents to  central bank credit. F o r  the sam e rea­
son, the legislation o f  a num ber o f  countries, notably  
F rance, prohibits d irect purchases o f  securities fro m  the 
governm ent, w hile in  C u ba  the central bank is n orm ally  
perm itted to bu y  on ly  governm ent securities that have been 
outstanding fo r  m ore than on e  year. Similarly, som e cen ­
tral bank laws prov ide  in effect that op en  m arket op era ­
tions m ay not be  carried out to  help in the financing o f  
governm ent deficits, and specify  that such operations m ay 
take p lace  on ly  in order to  “ regulate the m on ey  m arket”  
(A u stria , F ran ce ) o r  fo r  “ m onetary p o licy  pu rposes”  
(C h ile , K orea , the P h ilip p in es). In  addition, som e central 
bank laws en join  the central bank  from  purchasing securi­
ties during inflationary periods (C ey lon , C hile, C uba, 
K orea , the P h ilip p in es).

In som e cases there are legal restrictions on  the m axi­
m um  maturity o f  governm ent securities that can  be in­

2 E.g., Ceylon, Chile, Cuba, the Dominican Republic, Ecuador,
El Salvador, Honduras, Korea, Mexico, Paraguay, and the Philippines.
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eluded in central bank portfo lios . Such restrictions either 
provide that the securities m ust be  short term  w ithout 
defining the maturity (F ran ce , V en ezu ela ) or  actually 
specify  m axim um  maturities, ranging from  tw o years 
(Sw itzerland) to  five years (M e x ic o )  o r  even  ten (G u a te ­
m a la ). In  other countries, such as C ey lon , the statute 
requires the central bank to m aintain adequate holdings o f  
short-term  securities to  enable it m ore  readily to  contract 
its credit if  such a contraction  becom es necessary.

L egal lim itations on  the governm ent securities holdings 
o f  central banks, how ever, are less frequent tod ay  than 
som e years ago. Thus, they w ere relaxed in South A fr ica  
in 1941 and in Switzerland in  19 53 ; they w ere rem oved  
com pletely  in N ew  Zealand in  1936 , the N etherlands in 
1945 , India in 1948 , and C anada in 19 54 . In  som e cou n ­
tries, such as D enm ark, N orw ay, Sweden, and the U nited 
K in gdom , such legal restrictions have never existed.

L egal authority a lone is, o f  course, n ot sufficient to 
enable a central bank to  con du ct m eaningful op en  m arket 
operations. A n  appropriate institutional fram ew ork  is re­
quired, and in  m any fore ign  countries the la ck  o f  such 
a fram ew ork  is a serious barrier to  the developm ent o f  
op en  m arket operations as an effective instrum ent o f  m on e­
tary p o licy . T h e  m ost im portant and m ost frequent o b ­
stacle is the la ck  o f  a b road  and active m arket fo r  the kinds 
o f  securities usually considered  appropriate fo r  central 
bank ow nership. In  the absence o f  a flexible m on ey  m ar­
ket, m oreover, the com m ercia l banks tend to  operate with 
am ple excess reserves and their cash ratios tend to  fluctu­
ate w idely  (s in ce  the banks have n o  other ready w ay o f  
adjusting their p o s it io n s ); under such circum stances, cen ­
tral bank sales o r  purchases o f  securities la ck  a fu lcrum  in 
the form  o f  a stable cash ratio o n  w hich  to  get leverage, 
so that changes in bank  reserves fo llow in g  u p on  such trans­
actions m ay n ot m aterially affect the availability o f  credit 
from  the com m ercia l banks.

A  som ew hat less-com m on  and less-serious difficulty is 
the risk that changes in com m ercia l bank reserve positions 
brought about by  op en  m arket operations m ay in som e 
instances be  so readily  offset b y  changes in  borrow in g  
from  the central bank through discounts and advances, as 
to leave the availability o f  credit fro m  the banks largely 
unaffected. This risk is m inim ized, o f  course, insofar as 
com m ercia l banks are reluctant to  incur indebtedness or  
rem ain lon g  in debt; in m any countries, m oreover, central 
bank discount rates are m aintained as “ penalty rates”  in 
order to  reduce the incentive to  b orrow  fro m  the central 
bank, or  else such borrow in g  is lim ited directly by  form al 
o r  in form al d iscount ceilings.3 Finally, in som e foreign  
countries the central banks d o  n ot possess a sufficient v o l­
um e o f  securities suitable fo r  op en  m arket operations, or 
the non-centra l bank p ortfo lios  o f  securities eligible fo r  
central bank purchase are very  small.

3 See "Discount Policies and Techniques Abroad” , Monthly Review, 
June 1956.

It is thus n ot surprising that op en  m arket operations 
are rarely used abroad  in the sam e continuous and broad  
m anner as in this coun try; on ly  in the U nited K in gdom  and 
C anada, as already noted , are such operations em ployed  
as a fu ll-fledged credit p o licy  instrument. In  other cou n ­
tries, such operations are relied u p on  fo r  m ore  lim ited pur­
poses: the evening-out o f  daily m on ey  m arket fluctuations 
(F ra n ce ) or  the offsetting o f  seasonal and other “ tem po­
rary”  changes in bank liquidity (G erm an y , Japan, the 
N etherlan ds). Central bank open  m arket operations have 
also served in m any fore ign  countries m erely as a m eans 
to  support governm ent b on d  prices; such operations, h ow ­
ever, have in recent years been  abandoned  or  em ployed  
m ore  flexibly in  m ost E u ropean  and British C o m m on ­
w ealth countries in  order to  re in force  other m onetary m eas­
ures such as d iscount rate increases. In  countries with 
less-developed  financial systems, central bank  op en  m arket 
operations have been  used prim arily as part o f  the over-all 
effort to  broad en  the countries’ capital markets.

T h e  U n it e d  K in g d o m

In  the U nited K in gdom , the institutional condition s fo r  
effective op en  m arket operations have lon g  been  present. 
T h e L o n d o n  m on ey  and capital m arkets are am ong the 
m ost develop ed  in  the w orld , and the com m ercia l banks 
operate w ith stable cash  ratios. D irect borrow in g  at the 
central bank through  the “ d iscou n t w in d ow ”  is n ot avail­
able to  the com m ercia l banks, and the borrow in g  d on e b y  
d iscount houses tends to  be  lim ited b y  the penalty effect 
o f  the discount rate, w hich  rem ains consistently above  m ost 
m on ey  m arket rates.4 F inally, the B ank  o f  England has 
usually had an am ple securities p o r tfo lio  fo r  its operations, 
and its purchases and sales are kn ow n  to  be  supplem ented 
by  the operations o f  the large governm ent funds.

T h e B ank o f  E n glan d ’s op en  m arket operations, w hich 
originated in  the last century, w ere d eve lop ed  m ore 
fu lly  in the twenties and thirties. D uring  the w ar and the 
early postw ar years, how ever, the B ank  kept the Treasury 
bill rate rigidly pegged , and thus supplied funds to  the 
m arket at the latter’s initiative. It was on ly  in  N ovem ber 
1951 that the Treasury b ill rate w as finally “ freed ”  and the 
B an k ’s con tro l over the cost and availability o f  credit 
thereby strengthened.

In  general, the B ank  appears to  confine its open  market 
operations to short-term  securities. U p on  occa sion , h ow ­
ever, the B ank intervenes also in the m edium  and long-term  
m arket. Partly because data on  changes in the detailed 
com position  o f  the B an k ’s holdings are n ot published, 
it is difficult to  determ ine w hether the short-term  transac­
tions are largely fo r  the “ Banking D epartm ent” , and the

4 Since this borrowing is done entirely by the discount houses, the 
commercial banks adjust their positions by calling in their loans to the 
discount houses. Changes in the volume of borrowing from the central 
bank, however, do not have the same direct and immediate influence 
on the availability of bank credit as in some countries where the banks 
borrow directly from the central bank and where such borrowing affects 
their own willingness to extend credit.
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longer term  m ore  largely fo r  the “ Issue D epartm ent” . In 
any event, during recent years it seem s to  be  agreed by 
observers that the B ank has con du cted  operations in 
longer term  securities on ly  in order to  sm ooth  out undue 
deviations from  what the authorities have taken to  be the 
underlying current trend o f  prices. T here has been  little, 
if  any, suggestion b y  m arket observers that the B ank was 
attem pting to  lead or  to  determ ine the actual level o f  prices 
and rates fo r  governm ent securities o f  any m aturity cate­
gory . It should also b e  poin ted  out that the “ governm ent 
brok er” — one o f  the principal brokers in the governm ent 
b on d  m arket— operates in m edium  and lon g-term  govern ­
m ent securities on  behalf not on ly  o f  the B ank o f  E ngland 
but also o f  the governm ent departm ents, as w ell as o f  his 
ow n  regular private custom ers. T h e B ank ’s transactions 
in  the short-term  securities m arket are executed  by  another 
firm, its “ bill b rok er” — on e  o f  the L o n d o n  d iscount houses. 
T his broker norm ally effects transactions w ith all o f  the 
other d iscount houses as w ell as w ith the banks. In view  
o f  the need to  even out o r  offset the frequent and large 
swings in Treasury cash transactions, as w ell as other dis­
turbances in the m on ey  m arket, the B ank ’s operations are 
continuous and thus enable it to  m aintain c lose  technical 
surveillance over the m arket.

T h e B ank o f  E ngland ’ s operations definitely have a 
d irect bearing on  m on ey  m arket conditions. F or  instance, 
w hen the B ank desires to  bring about a tightening o f  pres­
sures on  the availability o f  funds, it m ay (b y  shrinking its 
purchases or  m aking sales or  redeem ing m aturities) “ leave 
the m arket short o f  cash” , thus forcin g  it “ into the bank ” —  
that is, forcin g  the d iscount houses to borrow  at the dis­
coun t rate w hich, as noted, is a penalty rate. Such b orrow ­
ing at the B ank o f  England in turn tends to  induce the 
discount houses to  bu y  few er and sell m ore  short-term  
securities, thereby raising the rates o f  interest on  these 
securities and exerting a restraining influence on  the m oney  
m arket as a w hole. T h e frequ ency  with w hich  the m arket 
is fo rce d  “ into the bank ”  and, o f  course, the am ount o f  
such borrow in g  b ecom e  im portant influences u pon  the 
spread betw een  the m arket rates and the discount rate. 
D uring the first years fo llow in g  the unpegging o f  the Treas­
ury bill rate o f  1951 , this spread was relatively w ide, but 
in the tw o years ended D ecem ber 1956  it was substantially 
narrow ed. N evertheless, the B ank o f  E n gland ’s operations 
have during the inflationary periods o f  recent years m et 
w ith certain difficulties, as the Treasury fa ced  large cash 
deficits and resorted to  substantial issues o f  T reasury bills 
p la ced  in great part w ith the banking system. A s  the 
G overn or  o f  the Bank poin ted  out last O ctob er :

Unfortunately, at some periods during more recent years, it 
has not proved possible to match the total requirements of 
Government and public bodies by the sale of long-term secur­
ities. Floating debt has again at times become excessive, bank 
deposits too high and technical pressures more difficult to 
maintain.

C a n a d a

A lth ough  the B ank o f  C anada was established on ly  in 
1935 , its op en  m arket operations have already b e co m e  its 
m ain instrument o f  m onetary p o licy . T h e basic cond ition s 
fo r  effective op en  m arket operations seem  to  have been  
largely fulfilled. T h e C anadian b o n d  m arket, w hich  w as 
already quite active at the tim e o f  the B ank ’ s establishm ent, 
has since w idened considerably, and in  1 9 54  a genuine 
m on ey  m arket began  to  develop , centering around a b ro a d ­
ening m arket fo r  C anadian T reasury bills. T h e  Canadian  
com m ercia l banks have fo r  som e tim e been  operating w ith 
stable cash ratios, particularly since the broadening  o f  the 
m on ey  m arket. B orrow in g  at the B ank o f  C anada through 
discounts and advances b y  the banks and through special 
repurchase agreem ents b y  governm ent securities dealers is 
intermittent and on  a sm all scale, because the banks re­
m ain reluctant to  borrow , and because the d iscount rate 
rem ains above  short-term  m arket rates5 and thus tends 
to  d iscourage such borrow in g .

T h e B ank o f  C anada began  its operations in the m arket 
soon  after it was established. D uring the w ar and im m e­
diate postw ar years, how ever, it u ndertook  support op era ­
tions in the governm ent securities m arket to  m inim ize the 
interest costs o f  the w ar effort. T h e first departure from  
this p o licy  occu rred  in  January 1948 w hen  it abandoned  
its earlier practice  o f  subm itting daily  lists o f  bids and 
offers to  the m arket. H ow ever, up to  the tim e o f  the 
K orean  outbreak  in m id -1 9 5 0  the B ank, accord in g  to  o ffi­
cial statements, was still prim arily con cern ed  with ensuring 
a reasonable stability o f  b o n d  prices, even  though  it was 
also aim ing at keeping com m ercia l bank reserves from  ris­
ing. Subsequently, the B ank  “ freed ”  short-term  interest 
rates. O ne o f  the difficulties in the earlier postw ar years 
had been  that, because o f  the absence o f  a short-term  m on ey  
m arket, the com m ercia l banks used sales o f  Treasury bills 
to the central bank fo r  adjusting their reserve positions, 
and the central bank, while n ot com m itted  to  buying such 
bills, actually never refused to  d o  so at favorable  prices 
in order to ensure, in the circum stances then prevailing, 
the com m ercia l banks’ liquidity. T his practice w as, h o w ­
ever, gradually m odified  and finally abandoned  w ith the 
introduction  o f  new  arrangem ents fo r  d ay-to -d ay  loans by  
banks to governm ent securities dealers in 19 54  and with 
the further developm en t o f  trading activity in  m on ey  
m arket instrum ents.6

T h e Bank o f  C anada ’s op en  m arket operations take 
p lace  over the w hole  m aturity range o f  the governm ent 
securities m arket and have three m ajor ob jectives. T h ere 
is, first o f  all, the daily activity designed to  m inim ize m ar­

5 Since November 1956, the Bank of Canada has set the discount 
rate each week at lA  per cent above the Treasury bill rate; see ''Inter­
national Monetary Developments” , Monthly Review, December 1956. 
Prior to this arrangement, the bill rate rose above the discount rate 
only on rare occasions.

6 For a discussion of the Canadian money market, see "Monetary 
and Banking Developments in Canada” , Monthly Review, August 1956.
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ket disturbances, as w ell as operations to  offset seasonal 
and other tem porary changes in m arket liquidity. Secondly , 
the Bank has the task o f  keeping bank reserves at the level 
deem ed appropriate fo r  m onetary p o licy  purposes. Finally, 
the B ank ’s operations are d irected at broadening  the g ov ­
ernm ent securities m arket. T h e  B ank ’s operations are best 
sum m ed up in a 1954  statement o f  the then G overn or  o f  
the B ank o f  C anada, M r. T ow ers, to  the banking com m it­
tee o f  the C anadian H ou se  o f  C om m on s:

As part of our programme to improve and broaden the money 
market for the benefit of lenders and borrowers and of our 
financial structure as a whole, the Bank of Canada has been 
a constant trader in Government of Canada securities since 
we opened our doors in 1935. While the total amount of our 
holdings of Government securities is necessarily determined 
by considerations of monetary policy, we have endeavored to 
help make a market for all Government issues and have been 
very substantial buyers and sellers. In a sense, we perform 
a jobbing function, holding the inventories which are indis­
pensable to a good market. Investment dealers and banks 
also operate in this way, although naturally on a smaller 
scale. We would be glad to see both dealers and banks 
extend their operations of this character, and have the Bank 
of Canada play a smaller part, although we would always 
expect to be a substantial participant in the market.

C o n t in e n t a l  E u r o p e

O n  the E u ropean  Continent, central bank  op en  m arket 
operations have so far rem ained lim ited, com pared  with 
those in  the U nited  K in gd om  and C anada, both  because 
o f  narrow er m arkets and fo r  other reasons. In  W est G er­
m any, the operations o f  the B ank deutscher L ander in 
their present form  began  on ly  in  1955 w hen  the B ank was 
con fronted  with a grow ing need to  reduce the liquidity o f  
the banking system because o f  the large in flow  o f  go ld  and 
foreign  exchange, and yet had on ly  a negligible securities 
p ortfo lio . In  order to  obtain  suitable securities fo r  the 
Bank, the B ank and the governm ent agreed to  transform  
certain nonm arketable securities held b y  the B ank (th e 
so-called  “ equalization  cla im s”  created during the 1948 
currency re fo rm ) into short-term  m arketable securities 
with maturities o f  up to  tw o years. T h e operations o f  the 
Bank deutscher L an der in the short-term  m arket are pri­
m arily designed to  offset fluctuations in the liquidity o f  
the banking system. H ow ever, in the absence o f  a broad  
short-term  market, the B ank ’s operations are rather passive 
since it restricts itself to  announcing, and from  tim e to  tim e 
changing, the selling and buying rates fo r  the securities it 
deals in. T h e actual transactions then depen d  on  the de­
cisions o f  the banks with w hich  the central bank deals. 
Nevertheless, the B ank ’ s op en  m arket sales have been  very 
large during recent m onths w hen it has en deavored  to  offset 
the effects o f  the heavy in flow  o f  fore ign  exchange. A t  
the beginning o f  this year, after net sales o f  such securi­
ties had alm ost reached the authorized lim it o f  2  b illion  
D eutsche marks, the B ank negotiated an agreem ent with 
the governm ent to  transform  a further billion  o f  nonm ar­

ketable into m arketable securities. T h e central bank has 
also, on  occa sion , operated  in the long-term  b o n d  m arket.

T h e N etherlands B ank faces som ew hat similar problem s 
in its op en  m arket operations. U p  to  1952 , it is true, there 
had been  an additional obstacle  to  op en  m arket sales in 
that the Treasury w as continuously  selling short-term  secur­
ities on  tap at fixed  rates w ithout regard to  its ow n  im m e­
diate financing needs; how ever, in  m id -1 9 5 2  the T reasury 
suspended such sales. Since then, the N etherlands B ank 
has entered the m arket from  tim e to  tim e, both  as a seller 
and as a buyer; on  occa sion  it has replenished its securities 
p ortfo lio  b y  transform ing the T reasury ’s b o o k  debt, in­
herited from  the O ccu p ation , into m arketable securities 
with maturities o f  up to  five years. B y  n ow , how ever, the 
b o o k  debt has been  greatly reduced , and since the B ank ’ s 
current securities p o r tfo lio  is also relatively sm all, the 
B ank ’s potential am m unition  fo r  op en  m arket sales is 
lim ited. T h e narrow ness o f  the m arket— despite the opera ­
tions o f  governm ent securities dealers— has likew ise tended 
to  restrict the scop e  o f  open  m arket operations. U p  to  the 
end o f  1955 the B ank had confin ed  itself to  announcing 
from  tim e to  tim e its w illingness to  sell o r  bu y , at specific 
rates, securities o f  varying m aturity, and w ou ld  then wait 
u p on  the reaction  o f  the m arket. Since then, how ever, it 
has m ade its op en  m arket sales m ore  flexible b y  declaring 
its w illingness to  sell securities o f  specified m aturity at rates 
to  b e  determ ined through bids from  the m arket, p rovid ed  
the rates are acceptable to  it; the initiative as regards the 
am ounts w hich  the B ank  m ay be able to  bu y  still remains 
largely with the m arket. In  addition, tow ard  the end o f
1956  the B ank resorted to  short-term  repurchase agree­
m ents with banks and apparently also w ith governm ent 
securities dealers at rates set b y  itself.

In  France, w here banks and d iscount houses participate 
in a fairly  w ell established m on ey  m arket, the central 
bank ’s operations are lim ited to  sm ooth in g-ou t the period ic  
disturbances in the flow  o f  funds in  the m arket. T h e bulk  
o f  the B ank ’s transactions, outright as w ell as under repur­
chase agreem ents, is in  T reasury bills issued w ith maturities 
o f  up to tw o years, and takes p la ce  through a special broker. 
T h e lim ited scop e  o f  the B ank o f  F ran ce ’s operations, as its 
G overn or  stated in a recent annual report, is the result o f  
tw o factors : first, the governm ent, con fron ted  with a large 
deficit, is currently issuing Treasury bills on  tap at net yields 
higher than the d iscount rate, w ith the result that com m er­
cial banks are en cou raged  to  borrow  at the Bank o f  F ran ce; 
secondly , the B ank  o f  F rance is under legal ob ligation  to  
bu y  at its d iscount rate all T reasury bills o ffered  to  it in the 
m arket w hen they are three m onths o r  less from  maturity.

In the Scandinavian countries, op en  m arket operations 
have been  con du cted  largely in longer term  governm ent 
securities. In  D enm ark, w here the central bank had already 
been  operating in the b on d  m arket in the interwar period , 
the B ank is kn ow n  to  be  fairly active and to exert an im ­
portant influence on  b on d  prices. D uring m ost o f  the p ost­
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w ar years, h ow ever, it has not supported long-term  yields 
rigidly, but instead has con du cted  its transactions m ainly 
on  the basis o f  general m onetary p o licy  considerations. In 
N orw ay, the central bank d id  n ot engage in  op en  m arket 
operations until quite recently, and its transactions have 
m ainly been  on  the buying side. In  1955  it rep laced  its 
form er rigid supports b y  m ore  flexible securities purchases, 
and last year it actually reduced , o n  balance, its p ortfo lio . 
Since the B ank ’s securities p ortfo lio  is lim ited, it recently 
p rop osed  to  the F inance M inistry to  convert a part o f  
the governm ent’s b o o k  debt, inherited from  the wartim e 
O ccu p ation , in to short-term  bon ds that w ou ld  thus be  
available to  the B ank fo r  sale in  its m arket operations. 
T h e operations o f  the Swedish central bank have been  a 
m a jor factor in the b o n d  m arket during the postw ar years. 
U p to O ctober  1954 , they had been  geared to  the govern ­
m ent’ s cheap  m on ey  p o licy ; at that tim e, h ow ever, the B ank 
announced, as part o f  its m onetary  restraint p o licy , that it 
n ot on ly  w ou ld  abstain from  supporting governm ent bon ds 
but also w ou ld , if necessary, sell securities in the m arket 
in order to  increase the effect o f  its credit restraint m eas­
ures. Since then the R iksbank  has been  in the m arket both  
as a seller and a buyer, and apparently has n ot supplied 
the banks with the fu ll am ount o f  reserves that w ou ld  have 
been  needed  to  m eet all credit dem ands.

In  other E u ropean  countries, central bank op en  m arket 
operations are negligible. T hus, in Belgium , official opera ­
tions in the long-term  m arket are con d u cted  b y  the F onds 
des R entes, a governm ent fu nd  established in  1945  to sup­
port governm ent b on d  prices; the central bank itself does 
n ot operate in  the m arket. In  v iew  o f  the large financing 
needs o f  the governm ent, the unutilized m argin o f  the g o v ­
ernm ent’ s legal credit ceiling at the central bank— w hich 
applies both  to  direct borrow in g  and to  indirect borrow in g  
through the B ank ’s securities purchases— has been  so sm all 
as to  g ive little leew ay fo r  op en  m arket purchases; and 
op en  m arket sales have been  thw arted b y  the large b o rro w ­
ing o f  the governm ent and its agencies in  the m arket. 
T hese factors, accord ing  to  the 1955 annual report o f  the 
central bank, have deprived  it o f  an im portant field o f  
action. C on sideration  is n ow  being  given to  establishing a 
m ore flexible m on ey  m arket w ithin w hich  the Bank cou ld  
operate m ore  effectively.

In  Switzerland, w here the e con om y  has been  very liquid 
during the postw ar years, it is the smallness o f  the central 
ban k ’s securities p ortfo lio  that has prevented the Bank 
from  engaging in m ajor op en  m arket sales. F or  this rea­
son, the B ank at times has m ade lim ited sales o f  go ld  
coins to  the pu b lic  to  absorb  excess liqu idity  o f  the banking 
system ; how ever, reliance has been  prim arily p laced  on  
gentlem en’s agreem ents fo r  special reserve requirem ents 
and fo r  other measures, betw een  the authorities and the 
banks and other financial institutions. In addition, the ac­
cum ulation  o f  large cash balances by  the Treasury and the 
issuance by  the Treasury o f  special securities have helped 
absorb excess liquidity.

O t h e r  C o u n t r ie s

In other countries o f  the British C om m onw ealth , central 
bank op en  m arket operations, w hile n ot very extensive, 
have generally helped  to  broad en  the capital m arkets and 
at the sam e tim e have exerted som e influence on  the bank ­
ing systems. In the U n ion  o f  South A fr ica , the stated aim  
o f  the central bank ’s op en  m arket p o licy  has prin cipally  
been  to  m aintain orderly  condition s in the governm ent 
b on d  m arket and to  establish appropriate relationships 
betw een  the rates fo r  different maturities. T h e B ank quotes 
buying and selling prices fo r  governm ent securities, based 
o n  a pattern o f  rates that it decides o n  from  tim e to  time 
accord in g  to  circum stances and m onetary p o licy  aims. 
T hus, the B ank in Septem ber 1955 , besides increasing the 
d iscount rate, ann oun ced  that it w ou ld  operate in the 
b on d  m arket in  order to  bring the yields on  short and lon g ­
term governm ents up to  certain levels. In  A ustralia , the 
central bank ’s operations to  support governm ent bon d  
prices have until recently been  relatively rigid, and have 
at tim es in volved  very  large additions to  bank reserves. 
H ow ever, in  the spring o f  1956 , as part o f  the governm ent’s 
restraint measures, the B ank reduced  its support o f  the 
bon d  m arket “ to  a m ore  n orm al level” , and lon g-term  yields 
rose b y  V2 per cent. It shou ld  also be  n oted  that the B ank 
has attem pted to  im prove the m arketability o f  governm ent 
bon ds by  being a ready buyer o f  such bon ds in  small 
am ounts, and also by  facilitating transactions in  the m arket 
w hen large buying or  selling orders w ere in volved .

In  India , heavy bon d -su p p ort operations b y  the central 
bank w ere abandoned  as far ba ck  as N ovem b er 1951 w hen 
the B ank announced that, instead o f  m aintaining the lo n g ­
term  rate b y  buying any governm ent securities that were 
offered  to  it, it w ou ld  refrain, excep t in  special circum stan­
ces, from  buying securities to  m eet seasonal needs o f  the 
banks, w hich  w ou ld  thenceforth  have to  be  m et m ainly 
through the “ d iscount w in d ow ” . This change in  the central 
bank ’s open  m arket p o licy  was intended to  m ake effective 
the new ly increased discou n t rate, and to  assure that a sea­
sonal contraction  w ou ld  take p la ce  w hen the peak  o f  the 
seasonal needs fo r  funds was over. T h e central ban k ’ s secu ­
rities transactions, w hich  take p lace  either d irectly  w ith the 
banks or  through brokers, have also been  intended to  h elp  
the banks secure a better d istribution  o f  their securities 
p ortfo lios , as w ell as at tim es to  prepare the m arket fo r  new  
governm ent loan  issues. In  C ey lon , the central ban k ’s 
operations, w hile relatively sm all, have been  m ainly c o n ­
cerned  with helping to  regulate the banking system ’s liqu id ­
ity rather than w ith a rigid and often  inflationary support 
o f  governm ent b o n d  prices, as in  m any other financially  
less-developed  countries. O n  occa sion , h ow ever, the Bank 
aided in stabilizing the m arket during the issue o f  govern ­
m ent loans. In  February 1956 , w hen  the B ank ’s p ortfo lio  
was alm ost exhausted but the e con om y  unusually liqu id , 
the B ank issued its ow n  on e  and tw o-year securities—  
the first instance o f  an issue o f  central bank bon ds in m any 
a year. In  Pakistan, the central bank in form s its broker

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



FEDERAL RESERVE BANK OF NEW YORK 35

that it is prepared  to  buy or  sell securities, and leaves 
it to  the m arket to  m ake use o f  the facilities thus offered . 
In  this w ay, the B ank has been  able to  relieve periods o f  
stringency while guarding against w holesale unloading o f  
securities, and at the sam e tim e has p rov ided  a m ore  o r  
less consistent dem and fo r  securities.

In  Japan, after a lapse o f  m any years, the central bank 
reinstituted open  m arket operations in  N ov em b er 1955 
in a setting o f  greatly increased bank liqu idity. So far, 
h ow ever, the B an k ’s sales have been  sm all, and the B ank 
has agreed to  suspend them  several days prior  to  the 
maturity dates o f  the particular securities. M oreov er , the 
B ank stands ready, fo r  a short p er iod  after the sales, to  
repurchase at the sam e price  the securities that it has sold. 
It sim ilarly stands ready to  repurchase as w ell the securities 
sold  by  the Treasury under the recent arrangem ent o f  p la c ­
ing new  securities directly  w ith the com m ercia l banks rather 
than w ith the central bank.

In other countries o f  A s ia  as w ell as in  L atin  A m erica , 
the scop e  o f  central bank op en  m arket operations has re­
m ained even m ore  lim ited because o f  the extrem e narrow ­
ness o r  virtual absence o f  capital m arkets. In  these 
countries, m oreover, such operations generally consist o f  
purchases on ly , and on  the rare occa sion s w hen sales are 
m ade, care is usually taken not to depress securities prices. 
M oreov er, the purchases have often  been  intended to  sup­
p ly  needed  funds d irectly  o r  indirectly  to  the governm ent 
or  the various governm ent agencies. T h e  operations o f  the 
securities stabilization funds established under central 
bank laws, as in  the Philippines, the D om in ican  R ep u b lic , 
E cu ador, and H onduras, have likew ise rem ained very 
sm all. In  the fa ce  o f  narrow  capital m arkets, the authori­
ties in these financially less-developed  countries not on ly  
have resorted  to  central bank repurchase guarantees fo r  
new ly issued governm ent securities, as in  C u ba and 
M e x ico , but often  have also em p loyed  m easures o f  a m ore 
or  less coerc iv e  nature in order to  reduce banking liquidity, 
help broad en  the m arkets, and aid in  the financing o f  g o v ­
ernm ent deficits. Thus, in  M e x ic o  the com m ercia l banks’ 
reserve requirem ents, w hich  have lon g  in cluded  govern ­
ment securities, w ere recently tightened so as to  require 
the banks to  purchase additional governm ent securities 
from  the central bank. In H onduras, a recent increase in 
the banks’ reserve requirem ents p rov id ed  that it might be  
fulfilled by  purchasing governm ent securities from  the 
central bank ’s securities stabilization fund. In  the Ph ilip­
pines, the com m ercia l banks can in part m eet their reserve 
requirem ents by h old in g  governm ent securities, and in 
Cuba the com m ercia l banks have recently  been  required 
to invest in governm ent securities a certain percentage o f  
their deposits in order to b e  eligible to  accept official de­
posits. In Paraguay, G uatem ala, and E cu ador, the authori­
ties have in trodu ced  special laws requiring insurance 
com panies and other financial institutions to invest in 
governm ent and other officially  favored  securities.

In spite o f  the severe lim itations on  op en  m arket opera ­
tions, m u ch  has been  ach ieved  in  the broadening  o f  the 
capital m arkets in a num ber o f  these countries, notably  
C uba, C osta  R ica , M e x ico , and the Philippines. But even 
w here central bank operations have helped  to  w iden  the 
ow nership  o f  governm ent securities, officia l com m itm ents 
to  support governm ent bon ds have often  tended to  im pede 
efforts to prevent to o  rapid  an expansion  in the m on ey  
supply.

L esson s  a n d  P r o s p e c t s

T h e  endeavor o f  m any fore ign  countries to  deve lop  
facilities fo r  central bank purchase and sale o f  securities 
in  the m arket reflects the n eed  being fe lt there to  im prove  
the flexibility and strengthen the im pact o f  m onetary and 
credit controls . It is also clear that there are m any institu­
tional obstacles to  be  ov ercom e  in  m ost countries. D espite 
the advance ach ieved  in  a num ber o f  countries, the open  
m arket instrum ent is still on ly  rarely the m a jor cred it- 
con tro l too l. W h ere it is used, with the notab le  exception s 
o f  the U nited K in gdom , C anada, and the U nited States, it 
generally serves to  supplem ent other instrum ents such as 
d iscount rate and reserve requirem ent changes. N everthe­
less, in the last few  years sale o f  governm ent securities 
by  various central banks in order to  m o p  up excess 
liqu idity  has b e co m e  an im portant instrum ent o f  m onetary 
m anagem ent. Furtherm ore, insofar as central banks 
abroad  are still supporting governm ent b o n d  prices, such 
operations are n ow  being  effected  m ore  flexibly, and at 
interest rates that reflect m ore  realistically  the basic supply 
and dem and con d ition s prevailing o n  the m on ey  and 
capital m arkets.

T h e  grow ing  experience o f  fore ign  central banks is 
dem onstrating that m any o f  the obstacles to  practicable 
use o f  op en  m arket operations can b e  ov ercom e. T h e  lack  
o f  a suitable central bank securities p o r tfo lio  is, as a rule, 
the easiest to  rem edy; w hen a central bank has n o  b o o k  
claim s on  the governm ent that can  b e  transform ed into 
m arketable securities, it m ay obtain  the p ow er to  issue its 
ow n  securities in  order to  secure the needed  am m unition. 
A  m uch  m ore  serious obstacle  is to  b e  fou n d  in the lack  
o f  appropriate fiscal and debt m anagem ent po licies ; still, 
there is grow ing realization  in  m any countries o f  the need 
fo r  a better ba lanced  budget and fo r  the coverin g  o f  deficits 
through noninflationary m eans, and a num ber o f  countries 
are already adjusting their p o lic ies  accord ing ly . T he 
absence o f  sufficiently b road  m on ey  and capital m arkets is 
another fundam ental p rob lem ; certain  central banks, h ow ­
ever, have already contributed  significantly to  the d ev e lop ­
m ent o f  such m arkets, both  by  helping to  create a proper 
institutional fram ew ork  and b y  nourishing the further 
grow th o f  these markets.

But m uch  rem ains to  be  done. In general, it is essential 
that central bank operations to broad en  m on ey  and cap i­
tal m arkets d o  not becom e  m erely a m eans fo r  facilitat­
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ing governm ent-deficit financing; governm ent-bon d-su pport 
operations m ay have inflationary repercussions even as 
markets broad en . In  countries w ith less-developed  finan­
cial systems, the broadening  o f  financial markets, how ever, 
is dependent n ot on ly  on  suitable m onetary, fiscal, and 
debt-m anagem ent policies , but also on  continued  econ om ic

grow th and diversification . In  countries w ith  m ore  d e ­
ve lop ed  systems, further progress hinges m ain ly  o n  the 
overhauling o f  governm ent debt policies  and techniques, 
and on  im provem ents in the function ing o f  the m on ey  
m arket; such re form  m easures are already being  c o n ­
sidered in a num ber o f  W estern  E uropean  countries.

EARNINGS AND EXPENSES OF SECOND DISTRICT MEMBER BANKS IN 1956

N et current operating earnings o f  m em ber banks in the 
S econ d  Federal R eserve D istrict increased 100  m illion  d o l­
lars, o r  18.8 per cent, in 1956  to  an all-tim e high o f  635  
m illion  dollars. E xpan ded  loan  volum e and higher rates 
o f  interest o n  loans w ere prim arily  responsib le fo r  the im ­
provem ent in earnings. O perating expenses also rose but 
n ot so rapidly as in com e. A fter  dedu ction  o f  in com e taxes, 
losses and charge-offs, and charges against operating earn­
ings to  augm ent reserves fo r  losses o n  loans, h ow ever, net 
profits b e fore  dividends o f  25 3  m illion  dollars w ere less 
than 1 per cent higher than in  19 55 . T h e failure o f  net 
profits to  reflect the substantial rise in  net current operating 
earnings was the result both  o f  losses o n  the sale o f  securi­
ties and o f  a grow ing volum e o f  charge-offs on  loans. T h e 
loan  charge-offs w ere particularly im portant at the central 
reserve N ew  Y o r k  C ity banks.

T ota l current earnings and expenses o f  Secon d  D istrict 
m em ber banks have risen constantly since 1950 , as show n 
in Chart I, and since in com e has increased m ore  than 
ou tgo, net current earnings have risen each  year to  new 
peaks. F or  several reasons, h ow ever, net profits after taxes 
have n ot kept pa ce  with the rise in net earnings. N et addi­
tions to valuation  reserves fo r  loan  losses have risen sub­
stantially in each  year o f  this p eriod  except 1952  and 1953 . 
N early  98 m illion  dollars w ere added  to  reserves fo r  loan

losses in 1956 . L osses o r  charge-offs o n  loans also have 
increased, especially  during the last tw o years. In  addition, 
in fou r  o f  the six years since 19 50  the banks sustained 
losses o n  sales o f  securities; in  1956 , these losses on  securi­
ties totaled over 71 m illion  dollars. F inally, taxes on  net 
in com e have increased m ore  rapid ly  than net profits b e fore  
in com e taxes, ow in g  in large part to  a decrease in holdings 
o f  tax-exem pt investm ents. W h ile  these factors tended 
to  restrain any substantial rise in net profits, the banks 
have sim ultaneously augm ented the size o f  the reserve 
“ cushion ”  that they are m aintaining against potential 
losses.

P roportionately , the increases during 1956  in both  earn­
ings and expenses w ere greater fo r  m em ber banks in  the 
Secon d  D istrict than fo r  m em ber banks elsewhere in the 
country. N et current operating earnings o f  Secon d  D istrict 
m em ber banks rose 18 .8 per cent in 1956 , com pa red  with
15 .2  per cent fo r  all m em ber banks. T h e differential re­
flects the fact that banks here expanded  their loans m ore  
than the banks in other parts o f  the country. A fter  losses 
o n  security sales and other nonrecurring charges, net profits 
b e fore  taxes fo r  the Secon d  D istrict banks rose 5 .6  per cent, 
com pared  with 4 .2  per cent fo r  all m em ber banks.

A lm ost 63 per cent o f  the operating earnings o f  S econ d  
District banks in  1956  was derived from  interest and dis­
counts on  loans, as show n in Chart II. B oth  the central 
reserve city  banks and the reserve city and coun try  bank  
groups derived about the same prop ortion  o f  their earnings 
from  loans. H ow ever, the reserve city  and country  banks 
received  about 23 per cent o f  their earnings from  invest­
ments com pared  with 18 per cent from  the N ew  Y o r k  C ity 
banks, and 7 per cent from  service charges o n  deposit 
accounts against about 2 ¥2 per cent fo r  the C ity banks. 
T h e central reserve city  banks, on  the other hand, derived  
m ore than 10 per cent o f  their in com e from  their trust 
departm ents, com pa red  w ith about 2 V2 per cent fo r  banks 
elsewhere in the D istrict.

B y  far the largest item  o f  expense in operating a bank 
is salaries and w ages. T h e  C ity banks’ expenses fo r  salaries 
and wages in 1956  am ounted to  51 per cent o f  total 
expenses, but at the other D istrict banks this item  repre­
sented on ly  43 per cent o f  the total, reflecting in large part 
the low er average w ages prevailing in nonm etropolitan  
areas. T h e secon d  m a jor item  o f  expense, interest on  
time deposits, is m ore than tw ice as large an expense fo r  
small banks as it is fo r  the large C ity  banks, since the

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



FEDERAL RESERVE BANK OF NEW YORK 37

Chart li
PERCENTAGE DISTRIBUTION OF SECOND DISTRICT MEMBER BANK EARN IN GS AND EXPENSES IN 1956

EARN IN GS
New York central I Reserve city 
reserve city banks and country banks

Total earnings 100.0 

Interest and discount on bans

Interest and dividends on United 
States Government securities

Trust department

Interest and dividends 
on other securities

Service charges on deposits 

Other current earnings

EXPENSES

volum e o f  tim e deposits at reserve city  and country  banks 
represents a m uch  larger p rop ortion  o f  total deposits, 38 
per cent, com p a red  w ith on ly  about 12 per cent at C ity  
banks.

O p e r a t in g  In c o m e

In  1956 , bank earnings reflected higher average interest 
charges on  loans, higher yields o n  G overnm ent securities, 
and, as show n in Chart III, the continuing shift from  rela­
tively low er yielding investm ents to  higher y ielding loans. 
A s  a result, total current operating earnings o f  m em ber 
banks in  the S econ d  D istrict attained a peak  o f  1 ,523 m il­
lion  dollars, 2 0 6  m illion  dollars o r  15 .7  per cent above
1955 . T h e continuation  o f  credit restraint through 1956 , 
h ow ever, had a greater im pact o n  the central reserve N ew  
Y o rk  C ity banks than it had o n  other banks in  the S econ d  
District. A lth ough  both  the C ity banks and the reserve city 
and country banks expan ded  their loan  p ortfo lios , the C ity  
banks had to  contract their investm ents by  nearly the same 
am ount as their loan  expansion . O n  the other hand, the 
reserve city  and country  banks in the aggregate generally 
held som e excess reserves during the course o f  the year, 
and the increase in their loans required less security liqu i­
dation. T h e average am ount o f  loans o n  the b ook s  o f  the 
C ity banks and o f  the reserve city  and country banks dur­
ing the year rose 1.9 b illion  dollars (1 4 .3  per cen t) and 
0 .7  billion  dollars (1 3 .7  per c e n t ) , respectively, whereas 
investm ents declined  1.8 b illion  dollars (1 8 .9  per cen t) in 
the C ity banks and on ly  0 .3  b illion  dollars (5 .4  per cen t) 
in the banks outside the C ity. C onsequently, total loans 
and investments increased on ly  0 .4  per cent in the C ity 
banks but 4.1 per cent outside the City.

M ost o f  the loan  expansion  at the C ity banks occu rred  
in com m ercia l and industrial loans w hich  averaged 2 ,1 6 2  
m illion  dollars, o r  26.1 per cent m ore  than in 1955 . T h e 
rise in consum er loans also was relatively large (11 .3  per

c e n t ) , but in  dollar term s it added  on ly  158 m illion  to 
the increase in  total loans. T h e on ly  significant loan  cate­
gory  to  decline at the C ity  banks w as “ loans to  brokers 
and dealers in securities”  w hich  contracted  50 5  m illion  
dollars, o r  20 .3  per cent, p rob a b ly  reflecting in  part sm aller 
average inventories held  b y  brokers and dealers during
1956  and in part a shift o f  security financing to  ou t-o f-tow n  
banks and n onban k  lenders. In  the aggregate, the ratio 
o f  loans to  total loans and investm ents at the C ity  banks 
rose from  58 .3  per cent in  1955  to  66 .3  per cent in 1956 . 
A t  reserve city  and coun try  banks, com m ercia l loans also 
rose, but an expansion  in real estate and consum er loans 
contributed significantly to  the total increase. O utside 
N ew  Y o r k  C ity, the ratio o f  loans to  total earning assets 
rose from  4 9 .7  per cent in  1955  to  54 .3  per cent in 1956 .

Chart III
LOANS A N D  UNITED STATES GOVERNM ENT SECURITIES 

HOLDINGS OF SECOND DISTRICT MEMBER BANKS, 1954-56

Billions of dollars Billions of dollars
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N ew  Y o rk  C ity banks increased their rate on  “ prim e”  
loans to business borrow ers from  3 Vi per cent, effective at 
the beginning o f  the year, to  3 %  per cent in A pril, and to  4  
per cent in A ugust. These changes paralleled the rise in 
the discount rate at the Federal R eserve B ank o f  N ew  Y o rk  
from  2 Vi per cent to  2 %  per cent on  A pril 13 and to 3 
per cent on  A ugust 24 . A verage  rates on  short-term  busi­
ness loans at the N ew  Y o rk  C ity banks, as reported in the 
quarterly interest rate surveys con du cted  b y  the R eserve 
System, rose som ew hat less, from  3 .75  per cent at the 
beginning o f  1956  to  4 .2 2  per cent at the end o f  the year. 
T h e ratio o f  total in com e from  loans to  the average volum e 
o f  loans outstanding during the year at the C ity banks in
19 56  equaled 4 .0 8  per cent, com pared  with 3 .5 6  per cent 
in 1955 . In  D istrict banks outside the C ity, w here rates 
are generally som ew hat higher and less responsive to 
m on ey  m arket developm ents, the effective rate on  total 
loans was 5 .3 5  per cent in 1956  and 5 .1 4  per cent in 1955 .

A lth ough  Secon d  D istrict banks decreased their securi­
ties holdings, interest and dividends earned on  securities 
d id  not decline proportionately  because the banks sold  rela­
tively m ore  o f  their short-term , low er yielding securities 
and also rep laced  m aturing obligations at higher rates. 
A verage  total investm ents contracted  2 ,1 2 7  m illion  dollars 
(14 .1  per cen t) from  the previous year to 12 ,911 m illion  
dollars, while interest and dividends earned on  securities 
fell on ly  25  m illion  dollars, or  7 .8  per cent. T h e N ew  Y o r k  
C ity  banks’ securities p ortfo lios  declined 18 .9 per cent and 
earnings fell 13 .2  per cent. A lth ough  other banks in the 
D istrict reduced  their securities portfo lios  5 .4  per cent, 
their earnings on  securities rose 2 .0  per cent because the 
increase in interest earned m ore  than offset the decline in 
the volum e o f  securities held.

Earnings from  trust departm ent operations o f  C ity banks 
increased 19 .2 per cent to  105 m illion  dollars, and at other 
banks trust earnings rose 4 .8  per cent to 13 m illion  dollars. 
H igher trust departm ent earnings reflected a continued 
grow th  o f  trust business and higher security yields and divi­
dends. In com e from  service charges on  deposit accounts 
rose sharply at both  large and small banks, by  2 0 .6  per 
cent at C ity banks and 15.7 per cent at other banks.

O p e r a t in g  E x p e n s e s

E xpenses o f  both  classes o f  banks in the D istrict c o n ­
tinued to  clim b steadily in 1956 . Since the beginning o f  
1 9 50  S econ d  D istrict banks’ total expenses have risen
8 2 .2  per cent, o r  an average o f  10 .5 per cent per year. 
In  1956 , expenses increased 13.5 per cent above  the 1955 
levels, and there was little d ifference betw een the increased 
costs o f  operating central reserve or  reserve city  and cou n ­
try banks. E xpenses w ere up 13 .7 per cent at N ew  Y o rk  
C ity  banks in 1956  and 13.3 per cent elsewhere.

W ages and salaries, w hich  constitute nearly half o f  total 
expenses fo r  Secon d  D istrict m em ber banks, did  not in­
crease so fast in 1956  as other items o f  expense. In the

N ew  Y o rk  C ity banks salary and w age paym ents rose 8 .6  
per cent, whereas in the reserve city  and coun try  banks 
they w ere up 10 .2  per cent; in both  groups the increases 
reflected the com bination  o f  higher w age rates and an in ­
crease in the num ber o f  p eop le  em p loyed . D uring the 
entire postw ar period , 1945 to  date, salary and w age p a y ­
ments at the C ity  banks have risen 135 per cent and at 
those outside the C ity 22 8  per cent.

R eflecting  an increase in  rates pa id  together w ith an 
expansion  in the average volum e o f  tim e deposits in 1956 , 
interest paym ents o n  tim e deposits— the secon d  largest 
single item  o f  expenses at D istrict banks— rose 31 m illion  
dollars, or  2 8 .7  per cent. T h e average effective rate paid  
on  tim e deposits in the C ity banks rose  from  1.23 per cent 
in 1955 to 1 .74  per cent in 1956  and in  the reserve city 
and country banks from  1.46 per cent to  1 .72  per cent. 
A s  a result o f  the higher rates on  advances from  the 
Federal R eserve B ank and on  “ F ederal fu nds”  prevailing 
during 1956 , interest pa id  on  b orrow ed  m on ey  d ou b led  
in the C ity  banks and show ed on ly  a slightly sm aller rise 
in the D istrict outside the C ity. This item , nevertheless, 
continued to represent on e  o f  the sm aller expenses incurred 
during the year, am ounting to 2 .5  per cent o f  total expenses 
in the C ity banks and 6/10 o i l  per cent in  the banks outside 
the City.

R ecu rrin g  depreciation  on  banking prem ises, furniture 
and fixtures also rose sharply in  1956 , especia lly  at the 
N ew  Y o rk  C ity  banks w here the increase am ounted to  3 7 .0  
per cent. T h e m arked rise in depreciation  charges in 19 56  
was due in part to  further m odern ization  o f  quarters and 
in part to  a change in accoun tin g  procedu res at som e 
banks. C ontrary  to  the p ractice  com m on  am ong other 
businesses, banks have o ften  fo llow ed  the conservative 
accounting proced u re  o f  charging to  “ other current operat­
ing expenses”  the fu ll cost o f  m odern ization  o f  prem ises 
and the cost o f  new  equipm ent purchased even though, fo r  
tax purposes, they set up a depreciation  schedule and 
charged o ff the expense over a num ber o f  years. U nder 
this procedu re  these costs w ere reflected in  “ other current 
operating expenses”  rather than “ recurring depreciation ”  
in the “ R e p ort o f  Earnings and D iv idends” . H ow ever, 
because the costs o f  m odern ization  and new  equipm ent 
( fo r  exam ple, electron ic equ ipm ent) have b ecom e  substan­
tial, in 1956  som e banks adopted  the p rocedu re  o f  m aking 
recurring depreciation  charges rather than w riting o ff the 
full cost im m ediately.

N o n r e c u r r in g  I t e m s

Second D istrict m em ber banks had net losses on  securi­
ties am ounting to  71 m illion  dollars in 1956 , o f  w hich  53 
m illion  dollars represented the loss sustained by  the central 
reserve N ew  Y o rk  C ity banks. L osses on  securities rose
32 .6  per cent at C ity banks and 2 6 .0  per cent at other 
D istrict banks. B ecause o f  the continuing pressure on  re­
serves, part o f  the losses resulted from  the sale o f  securi­
ties to obtain  funds to expand loans, but som e also resulted
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from  “ switching operations”  undertaken to  establish losses 
fo r  tax purposes. S ince banks are perm itted to  deduct 
losses from  security sales from  net profits be fore  in com e 
taxes, it is o ften  advantageous, w hen  security prices have 
fallen, fo r  a bank to  sell som e o f  its investm ents and estab­
lish a loss w hich  will be  dedu cted  from  net profits and thus 
reduce the in com e tax liability. T h e bank can  sim ul­
taneously bu y  other securities to  m aintain its investm ent 
p ortfo lio .

T h e net am ount o f  loans charged o ff  b y  Secon d  D istrict 
banks increased sharply in  1 9 56  to  34 .7  m illion  dollars, 
an am ount m ore  than tw o and on e  half tim es the charge- 
offs incurred in 1955 . In  N ew  Y o r k  C ity, larger losses on  
loans were sustained b y  m any o f  the banks, and their total 
loan  charge-offs o f  3 0 .0  m illion  dollars com pare  with on ly
10.5 m illion  a year ago.

In a precautionary m ove, stim ulated in  part by  the rise 
in loan  charge-offs and in part b y  the tax deductib le fea ­
tures o f  additions to  bad  debt reserves fo r  loan  losses, the 
C ity banks added  65 m illion  dollars to  their valuation  re­
serves fo r  loan  losses, nearly tw ice the am ount added dur­
ing the previous year. R eserve city  and country  banks, 
although their loan  charge-offs w ere com paratively  small, 
added 33 m illion  dollars to  their valuation  reserves, c o m ­

pared with 2 0  m illion  dollars in 1955 . In  contrast to  the 
additions to  reserves fo r  loan  losses, on ly  m inor changes 
w ere m ade in reserves fo r  security losses. C ity banks added 
a net o f  2 .2  m illion  dollars to  their reserves fo r  security 
losses, but the other D istrict banks decreased their reserves 
a net o f  1 m illion  dollars.

T a x e s , D iv id e n d s , a n d  R e t a in e d  E a r n in g s

Profits b e fore  in com e taxes o f  S econ d  D istrict m em ber 
banks rose  to  4 4 7  m illion  dollars, an am ount 5 .6  per cent 
o r  2 4  m illion  ab ove  1955 . In  the C ity  banks profits be fore  
taxes increased 8 .4  per cent, but in  the rem aining D istrict 
banks they declined  3.1 per cent. C orrespondingly , in com e 
taxes, pa id  o r  accrued, increased sharply in  the C ity banks 
and declined  m oderately  elsew here in  the D istrict. T he 
m agnitude o f  these changes in taxes was accentuated by  a 
reduction  in  h old ings o f  tax-exem pt m unicipal obligations 
on  the part o f  the N ew  Y o r k  C ity  banks and an increase 
in the holdings o f  these securities b y  other D istrict banks.

Cash d ividend paym ents b y  both  groups o f  banks rose 
during 1956  despite the com parative stability o f  net profits 
after taxes. In  fact, div idend paym ents increased 11.0 per 
cent at the reserve city  and coun try  banks and 7.5  per 
cent in N ew  Y o r k  C ity. R elative to  total capital funds at

Earnings and Expenses of Second District Member Banks, Selected Years
(In millions of dollars)

Item
New York central reserve city banks Reserve city and country banks

1945 1950 1955 1956 1945 1950 1955 1956

Number of banks......................................................................................................... 37 23 18 18 777 728 608 569

Earnings:
On United States Government securities...................................................... 222.1 144.6 156.2 132.9 8 1 .5 72 .9 87 .5 87.1
On other securities.................................................................................................. 24 .2 31.3 50.9 46 .9 10.3 16.0 26 .2 28 .9
On loans (including service charges and fees on loans).......................... 105.6 215.1 483.9 633.3 45 .2 142.2 270.0 319.7
Service charges on deposit accounts............................................................... 7 .5 16.3 20 .4 24 .6 9 .0 19.6 31.9 36.9
Trust department earnings................................................................................. 40 .7 57 .5 88 .0 104.9 5 .3 8 .5 12.4 13.0
Other current earnings.......................................................................................... 32 .1 47 .4 67 .2 71 .5 12.9 16.3 22 .2 2 3 .5

Total current operating earnings................................................... 432.2 512.2 866.6 1 ,014 .1 164.2 275.5 450.2 509.1

Expenses:
Salaries and wages— officers and employees................................................. 116.8 169.7 252.7 274.5 4 6 .4 87 .4 137.9 152.0
Interest on time deposits (including savings deposits)............................ 5 .6 9 .7 42 .5 59.1 23 .8 31 .7 66 .4 81.1
Interest and discount on borrowed money................................................... 1 .0 1.9 6 .6 13.2 0 .2 0 .3 1 .2 2 .2
Taxes other than on net income....................................................................... 10.2 11.8 14.0 14.2 6 .0 8 .3 11.1 12.0
Recurring depreciation on banking house, furniture, and fixtures. . . 4 .2 3 .5 7 .3 10.0 3 .7 5 .6 9 .6 11.3
Other current operating expenses..................................................................... 78 .6 101.3 148.5 165.4 32 .3 56 .3 84 .6 93 .4

Total current expenses........................................................................ 216.4 297.9 471.6 536.4 112.4 189.6 310.8 352.0

Net current operating earnings before income taxes.................................... 215.8 214.3 395.0 477.7 5 1 .8 85 .9 139.4 157.1

Net recoveries ( -f-) or charge-offs ( —) on loans............................................. +  1 .3* -  2 .7 -  10.5 -  3 0 .0 +  1 .2* -  1 .2 -  2 .8 -  4 .7
Security profits and recoveries ( + )  or charge-offs ( —) .............................. +  100.2 f +  13.5 -  39.9 52.9 +  2 6 .l t +  6 .8 -  14.6 -  18.4
All other recoveries (-}-) or charge-offs ( —), net............................................ -  12.4 -  3 .8 -  0 .3 +  18.4 -  2 .7 -  0 .6 -  3 .1 -  1 .5
Net additions to ( —) or deductions from ( + )  valuation reserves for:

Loan losses............................................................................................................. — -  14.2 -  36 .4 -  65 .2 — -  12.1 -  19.8 -  32.6
Security losses...................................................................................................... — +  6 .9 -r 11.1 2 .2 — +  0 .2 5 .0 +  1 .0

Net profits before income taxes............................................................................. 304.9 214.0 319.0 345.8 76 .4 79 .0 104.1 100.9
Taxes on net income................................................................................................... 90 .7 68.6 132.5 156.8 16.0 23 .2 38 .8 37 .4

Net profits after income taxes........................................................ 214.2 145.4 186.5 189.0 60 .4 55.8 65 .3 63 .5

Cash dividends paid or declared............................................................................ 73 .0 89.4 123.9 133.2 13.9 20 .2 31.0 34.4
Retained earnings........................................................................................................ 141.2 56.0 62.6 55 .8 4 6 .5 35.6 34.3 29.1

• Includes transfers to or from valuation reserves for loan losses, 
t Includes transfers to or from valuation reserves for losses on securities.
Sources: Board of Governors of the Federal Reserve System, 1945-55; figures for 1956 are preliminary and are compiled by the Federal Reserve Bank of New York.
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hand at the beginning o f  1956 , cash dividend paym ents 
during the year represented an average return o f  4 .9  per 
cent fo r  the C ity banks and on ly  3 .7  per cent fo r  the reserve 
city  and country  banks. Since larger cash paym ents w ere 
m ade in 1956  w hile net profits increased on ly  m oderately  or

show ed a decline, retained earnings w ere sm aller at both  
groups o f  banks. In  N ew  Y o rk  C ity  retained earnings 
declined 6.8 m illion  dollars, or  10 .9 per cent, to  55 .8  m il­
lion  dollars, w hile in  the other D istrict banks they fell 5 .2  
m illion  dollars, or  15 .2  per cent, to  29 .1  m illion  dollars.

SELECTED ECONOMIC INDICATORS 
United States and Second Federal Reserve District

Item Unit
1957 1956

Percentage change

January December November January

Latest month 
from previous 

month

Latest month 
from year 

earlier

U N IT E D  STATES

Production and trade
Industrial production*............................................................................. 1947-49= 100 146p 147 146 143 -  1 +  2
Electric power output*............................................................................ 1947-49= 100 226p 220 218 211 +  3 +  7
Ton-miles of railway freight*................................................................
Manufacturers’ sales*...............................................................................

1947-49 =  100 — l l l p 104 112 +  7 +  5
billions of $ — 2 6 .7p 28.7 27 .0 -  7 -  2

Manufacturers’ inventories*.................................................................. billions of $ — 5 1 .4p 51.4 4 6 .3 # +  12
Manufacturers’ new orders, total*...................................................... billions of $ — 2 8 .8  p 29 .4 28.1 -  2 -  2
Manufacturers’ new orders, durable goods*................................... billions of $ — 14 .4p 15.1 14.7 -  5 -  8
Retail sales*................................................................................................. billions of $ — 1 6 .5p 16.4 15.7 +  1 +  4
Residential construction contracts*................................................... 1947-49= 100 — n.a. 197 290 - 1 4 - 2 2
Nonresidential construction contracts*............................................ 1947-49= 100 — 311 272 306 + 1 4 -  3

Prices, wages, and employment
Basic commodity pricesf........................................................................ 1947-49= 100 91.7 92 .9 92 .7 89 .4 -  1 +  3
Wholesale pricesf....................................................................................... 1947-49= 100 116.9p 116.3 115.9 111.9 +  1 +  4
Consumer pricesf....................................................................................... 1947-49 =  100 118.2 118.0 117.8 114.6 +  3
Personal income (annual rate)*............................................................ billions of $ — 3 3 3 .5p 333.5 316.7 # +  5
Composite index of wages and salaries*........................................... 1947-49= 100 — 153p 153 145 # +  6
Nonagricultural employment*.............................................................. thousands 5 2 ,112p 52,071p 51,950 51,080 # +  2
Manufacturing employment*................................................................
Average hours worked per week, manufacturingf.......................

thousands 17,033p 17,079p 17,043 16,944 # +  1
hours 40.2  p 4 1 .0 40 .6 4 0 .7r -  2 -  1

U nemploy ment............................................................................................ thousands 2,940 2,479 2,463 2,885 +  19 +  2
Banking and finance

Total investments of all commercial banks..................................... millions of $ 73,660p 74,450p 74,360p 87,430 -  1 - 1 6
Total loans of all commercial banks................................................... millions of $ 89,010p 91,240p 8 9 ,580p 81,980 -  2 +  9
Total demand deposits adjusted.......................................................... millions of $ 109,210p 110,650p 108,210p 108,900 -  1 #
Currency outside the Treasury and Federal Reserve Banks*. . millions of $ 30,916p 30,970 30,859 30,498 # +  1
Bank debits (337 centers)*..................................................................... millions of $ 82,754 76,576 78,794 74,728r +  8 + 1 1
Velocity of demand deposits (337 centers)*................................... 1947-49= 100 139.4p 138.1 140.0 134.4 +  1 +  4
Consumer instalment credit outstandingf....................................... millions of $ 31,552 31,024 28,886 +  2 +  9

United States Government finance (other than borrowing)
Cash income................................................................................................. millions of $ 4,886 5,899 6,332 4,729 - 1 7 +  3
Cash outgo.................................................................................................... millions of $ 5,599 7,448 6,577 5,323 - 2 5 +  5
National defense expenditures.............................................................. millions of $ 3,651 3,448 3,450 3,394 +  6 +  8

SECOND FE D ER AL R ESER VE D ISTR IC T

Electric power output (New York and New Jersey)*..................... 1947-49= 100 163p 155 155 159 +  5 +  3
Residential construction contracts*........................................................ 1947-49= 100 — n.a. 141p 222 - 1 2 - 1 8
Nonresidential construction contracts*................................................. 1947-49= 100 — n.a. 30 5p 373 + 1 4 +  11
Consumer prices (New York C ity )t....................................................... 1947-49= 100 115.6 115.5 115.6 112.1 # +  3
Nonagricultural employment*................................................................... thousands 7,841 .8p 7 ,8 6 0 .2 7 ,8 5 8 .lr 7 ,7 6 2 .8 # +  1
Manufacturing employment*.................................................................... thousands 2 ,6 9 6 .Ip 2 ,6 9 8 .3 2 ,6 8 6 .2r 2 ,6 8 2 .3 # +  1
Bank debits (New York C ity)*................................................................ millions of $ 74,233 65,674 72,031 67,646 +  13 + 1 0
Bank debits (Second District excluding New York C ity)*......... millions of $ 5,470 5,070 5,115 4,989 +  8 + 1 0
Velocity of demand deposits (New York C ity)*............................... 1947-49= 100 183.6 174.8 186.3 173.7 +  5 +  6

1947-49= 100 119 116 120 114 +  3 +  4
Department store stocks*........................................................................... 1947-49= 100 131 13 lr 131 123r # +  7

Note: Latest data available as of noon, March 4, 1957.
p Preliminary. * Adjusted for seasonal variation.
r Revised. t Seasonal variations believed to be minor; no adjustment made,
n.a. Not available. # Change of less than 0.5 per cent.
Source: A description of these series and their sources is available from the Domestic Research Division, Federal Reserve Bank of New York, on request.
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