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MONEY MARKET IN MAY

The money market continued tight in May, although
member bank indebtedness to Reserve Banks in the five
weeks ended May 29 was somewhat below the high levels
reached in mid-April. The yield structure for corporate
and municipal securities moved up substantially over the
month. Yields on Treasury certificates, notes, and bonds
also increased, by as much as 20 basis-points, while in-
creases in Treasury bill rates ranged up to 30 basis-points.
The changes in Treasury issues reflected in part the market
reaction to the exchange offering for 4.1 billion doHars of
maturing 158 per cent Treasury notes and the sale of
1.5 billion dollars in new 119-day tax anticipation bills.
A more important general influence, however, was the
continued large demand for capital funds by private
borrowers.

MEeMBER BANK RESERVE POSITIONS

Bank reserve positions in May tightened moderately
as the month progressed, following the slight relaxation
of pressures late in April when a Railway Express strike
in several major cities at first retarded the normal month-
end decline in float. Over the course of the five weeks
ended May 29, reserves were siphoned out of the banking
system by Federal Reserve open market operations and by
a decline in float, an outflow of currency, and an increase
in Treasury balances at Reserve Banks. These drains
were only partly matched by the additional reserves re-
leased through movements in gold and foreign accounts,
a reduction in required reserves as bank deposits declined,
and System payment to the Treasury of interest on Federal
Reserve notes.

On the average, however, reserve pressures on member
banks for the five weeks ended May 29 were somewhat
less pronounced than in the preceding four weeks. Borrow-
ing at Federal Reserve Banks, which had averaged more
than 1.1 billion dollars in the first three weeks of April,
averaged slightly below 0.9 billion dollars thereafter,

through the end of May. Average excess reserves, at 431
million over the five-week period, were little changed from
the levels prevailing in April.

The extension of repurchase contracts to Government
securities dealers by the Federal Reserve System supplied
a small amount of reserves in the first week of May, and
again toward the end of the month. The agreements writ-
ten early in the period were related to the money market
pressures that resulted from special dealer-financing needs
growing out of their role in the Treasury refunding. The
effect of these contracts on reserves was relatively limited,
however, since the average level of repurchase agreements
outstanding rose only to 88 million in the week ended
May 8, and by the end of the following week the balance
had run off entirely. Outright holdings of Government
securities in the System Open Market Account declined
moderately in the first statement week of May as well as
in each of the two succeeding weeks. In the closing week
of the period, as the runoff of float withdrew reserves from
the banking system, there were modest increases in the
volume of securities held outright and under repurchase
agreements. Over the full five-week period ended May 29,
however, the Government security portfolio of the Reserve
Banks was reduced by 156 million dollars.

The moderate relaxation of reserve pressures in the
week ended May 22 reflected chiefly the behavior of float.
The Railway Express work stoppage beginning late in
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Table 1
Changes in Factors Tending to Increase or Decrease Member
Bank Reserves, May 1957
(In millions of dollars; (+) denotes increase,
(—) decrease in excess reserves)

Dally averages—week ended
Factor Net
May | May | May | May | May {changes
1 8 15 22 29
Operating transactions
Treasury operations®,................. +36] —8 | +-34| —47 | — 37 — 99
Federal Reserve float, ... —316§ —221 | + 1| 4393 | —362 | —505
Currency in cireulation. . 411 -9 —6514+ 9| — 15| — 50
Gold and foreign account. Ll +3 -1t 4+ 1{ 4+ 51480 4121
Other deposits, ete.................... 4217 | 486 |+ 37| — 30| — 6| +304
Total.oevvevenenennn, + 8| —321 | + 8| ~-327 | —327 | —228
Direct Federal Reserve credit transaciions
Government securities:
Direct market purchases or sales...... — | — 4| — 92| -—118| — 14| —268
Held under repurchase agreements. ...; — 68 | - 88 | — 38 | — 50 | + 20 | — 39
Loans, discounts, and advances:
Member bank borrowings............ —218 | +263 | — 18 | —177 | 4111 | —~ 39
Other..............o.oiiiiit + t]— 1|+ 1]~ 6 - | =5
Bankers’ acceptances:
Bought outright.................... -1 =1 — |~ 4 —j— &
Under repurchase agreements. ........ —_ —_ — — _ —_
Total,.ovovvnivienennininnn. —286 | 4305 | —147 | —354 | +125 | —357
Tolal reserves. ......ovuveivinenensnannss ~201 | — 16§ —139 | — 27 | —202 | —585
Effect of change in required reservest........ + 814107 |+ 92|+ 69} + 21 | -+297
Eazcess reservest.....cocovvviieniiniain. —193 | + 91| — 47| 4 42| —181 | —288
Daily average level of member bank:
Borrowlings from Reserve Banks........ 704 967 949 772 883 855%
Excessreservesf...........ooooiounl 406 497 450 492 311 431%

Note: Because of rounding, figures do not necessarily add to totals.
#* Includes changes in Treasury currency and cash.

t These figures are estimated.

$ Average for five weeks ended May 29.

April had led initially to a sharp advance in float, but its
effect was much reduced during most of the balance of the
period, apparently because Reserve Banks were able to find
alternate means of transmitting checks, thus preventing
extensive delays in the collection process. The midmonth
float peak in the week ended May 22 was somewhat higher
than usual, however, and this may have been attributable
in part to the continuing impact of the strike.

A temporary dip in Treasury deposits at Federal Reserve
Banks also contributed slightly to the moderate easing of
reserve positions around the middle of May. The decline
in Treasury balances was primarily a result of the cash
redemption (described below) of a sizable portion of the
4.1 billion dollars of 138 per cent notes maturing during
the month. However, through heavy scheduled calls on
all Tax and Loan deposits, as well as the utilization of
special additional calls on Class C depositaries, the Treas-
ury was able to restore its balances at the Reserve Banks
within a few days. Toward the end of the month, a mod-
erate amount of reserves was released, in effect, as the
Treasury acquired 300 million dollars in gold from the
International Monetary Fund on May 28 in exchange for
noninterest-bearing notes.

With continuous and relatively even pressures main-
tained on reserve positions, as a result of the mutually off-
setting effects of the various factors just described, the
money market remained tight throughout the month. Fed-
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eral funds were quoted at the discount rate on every day,
although some trading was occasionally reported at lower
levels.

GOVERNMENT SECURITIES MARKETS

Market attention was focused during much of the month
on Treasury financing operations. On May 2, the Treas-
ury announced that holders of the 4.1 billion dollars of
1%& per cent notes maturing May 15 would be offered an
optional exchange into either 312 per cent certificates
maturing April 15, 1958 or 358 per cent notes maturing
February 15, 1962. Subscription books for the exchange
were open May 6 through 8 and the new securities were
dated May 1, with interest accruing from that date. Later
in the month, on May 16, it was announced that a new
issue of 1.5 billion dollars of 119-day tax anticipation bills
would be brought to market in a special auction on May
22, partly reflecting the sizable “attrition” on the exchange
offering and the continued cash redemption of Savings
bonds. The new tax issue, which was dated May 27 and
will mature September 23, 1957, will be acceptable at full
face value in payment of income and profits taxes due
September 15, 1957.

Although the new notes and certificates offered in the
refunding were priced in line with outstanding securities
of comparable maturity, the market exhibited a relatively
limited interest in them. Bid quotations on the “rights”
remained below par throughout the period when subscrip-
tions for the new issues were being taken. Before the
books were closed, a substantial volume of “rights” was
pressed onto the market despite the slight discount from
full face value. Some of the supply apparently came from
investors who preferred to refund their holdings into
securities of different maturities (generally shorter) than
those offered by the Treasury. Perhaps an even larger
portion of the selling was undertaken by holders who had
acquired the maturing issues to meet cash needs expected
to arise at the time of redemption. In any event, 1.2 bil-
lion dollars of the expiring notes were redeemed for cash,
resulting in an “attrition” representing 28 per cent of
the total issue. Of those notes that were not run off, 2.4
billion dollars were exchanged for the 3% per cent cer-
tificates of 1958 and 0.6 billion for the 335 per cent notes
of 1962. The new offerings continued to be quoted at less
than par value in “when-issued” trading until May 13,
when bids on the 338 per cent notes of 1962 rose to par.
By the end of the month, however, quotations on the issue
had fallen to 992%;,. The 3% per cent certificates of
1958 advanced slightly above par value on May 14, but
slipped back to 99314, the following day, and closed the
month at 993%,,.

In the market for outstanding Government securities,
the immediate effects of both the refunding and the spe-
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cial tax issue were visible principally at the short end of
the Treasury list. Early in the month, following the an-
nouncement of the exchange for the maturing 138 per
cent notes, Treasury bill yields were marked sharply
lower in anticipation of reinvestment demand from sellers
of “rights”. As the volume of “rights” reaching the mar-
ket expanded, rates declined still further and, when the
extent of the cash redemption was made public, yields on
the shorter maturities of outstanding bills dropped as low
as 2.65 per cent (bid). As it turned out, however, rein-
vestment demand fell short of market expectations. Ac-
cordingly, bill rates began generally to drift upward from
the low point reached on May 13, when the longest bill
was quoted at 2.90 per cent (bid). The announcement of
the special tax issue hastened the upward movement, and
at the end of May the longest bill was bid to yield 3.31 per
cent, or 30 basis-points above the end of April. Average
issue rates established in the regular weekly auctions of
Treasury bills during May followed a similar pattern, fall-
ing from 3.039 per cent on April 29 to 2.909 per cent on
May 6 and to 2.894 per cent on May 13. In the second
half of the month, average issue rates moved back up
again to 3.122 per cent on May 20 and 3.245 per cent
on May 27.

The tax anticipation bills were awarded at an average
rate of 2.824 per cent, the relatively low rate reflecting
the fact that commercial banks could make full payment
in Tax and Loan credits for their own and their customers’
subscriptions. Following the auction, the new tax issues
were quoted at 3.17 per cent (bid) in “when-issued” trad-
ing. By the end of the month, as a sizable volume of the
bills began to reach the market, rates had risen to 3.26
per cent (bid).

Activity in intermediate and long-term Government
bonds was quite limited during the month, as attention
focused on Treasury bills and other short-term issues.
Early in the month a cautious tone developed from expec-
tations that the Treasury would offer in the near future a
long-term marketable bond in exchange for Series F and
G bonds maturing during the balance of the year. (It was
announced on May 16 that this possibility had been post-
poned indefinitely.) As the month progressed, however,
the basic yield adjustment in the corporate and municipal
markets had a pronounced effect on Government issues.
In the closing days of May, prices thus declined substan-
tially throughout the Treasury list. Over the full month,
prices of intermediate and long-term bonds were marked
down by 144, to 1184,.

OTHER SECURITIES MARKETS
For a time the marked deterioration in sentiment of the
preceding month appeared to have been stayed, but toward
the end of May downward price pressures appeared to

gather momentum once again, especially in the market for
corporate issues. Although trading in both corporate and
municipal markets was relatively limited, the continuing
sizable flow of new offerings and renewed optimism as
to business prospects led dealers to mark down prices
on outstanding issues substantially over the month, while
new offerings that were priced close to the market failed
to attract extensive investor interest.

The sharpest adjustment came in the market for cor-
porate issues. In the first half of May, the volume of new
publicly issued corporate bonds was quite limited and
prices of outstanding corporate bonds drifted down only
slightly. But before the end of the month, the total vol-
ume of new offerings had risen to about 430 million dol-
lars which, although lower than the new financing a year
earlier, exceeded the April 1957 offerings by more than
two thirds. The rapidly mounting pressure was initially con-
centrated on utility issues. In the latter part of the month
when an A-rated utility bond was offered with a clause
making it nonrefundable for five years, in an effort to over-
come some investor resistance, other similarly rated utility
flotations not bearing this clause encountered increased
marketing difficulty. Prior to this development, A-rated
utilities had been reoffered at yields around 4.50 per cent,
but subsequently these rates moved upward to well over
5 per cent. These movements quickly set off a widespread
rate readjustment in seasoned corporate securities, and by
the end of May average rates on Moody’s Aaa-rated cor-
porate bonds had advanced to 3.80 per cent, a gain of
9 basis-points over the month and the highest point since
January.

A slightly improved atmosphere developed in the mu-
nicipal markets, following the pronounced congestion of
the previous month., The volume of new publicly offered
municipal issues declined substantially from the April
total, dropping from 700 million dollars to 430 million
dollars, or about the same as in May 1956. Average yields
on outstanding municipals, after rising moderately early in
the month, held relatively steady thereafter, until the clos-
ing days when municipal rates shared in the general up-
ward adjustment. Over the month, average yields of
high-grade seasoned issues advanced from 2.97 to 3.10
per cent.

MEMBER Bank CREDIT

Total loans and investments at weekly reporting mems-
ber banks declined by 1,642 million dollars in the five
weeks ended May 22. (Data for the following week were
not available at the time of publication, but it seems prob-
able that member bank credit expanded again as banks
made payment in Tax and Loan credits for their own and
their customers’ allotments of the new tax anticipation bill
dated May 27.) Although loans fell during the period,
most of the contraction in total bank credit was attribut-
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Table I

Weekly Changes in Principal Assets and Liabilities of the
Weekly Reporting Member Banks

(In millions of dollars)

Statement weeks ended Change
from Dec.
Item - 26, 1956
April | May | May | May | May | to May
24 1 8 15 22 22, 1957
Assets
Loans and investments:
Loans:
Commercial and industrial loans =175 | 102 {— 109 4226 | —241 | 4- 58
Agricultural loans............ — | = 11— 34 5 — | = 43
Security loans. ... — 34 | +270 |— 357 —103 | + 36§ — 554
Real estate loans.................. — 91— 1— 144+ 41— 5| — 188
All other loans (largely consumer). .| 4 38 | + 24 |+ 17, + 141 4+ 4| + 54
Total loans adjusted*............ —179 | +382 |— 466} +146 | —208 | — 851
Investments:
U. 8. Government securities:
Treasury bills,.......coivuienn —112 | + 91 |— 245} — 13§ — 17 | —1,086
Other..............cvte P —174 | — 29 1— 237 =318 { — 90 | — 454
Total....oovvvvvvniiennnn., —286 | - 62 {— 482/ —331 ] —107 { —1,540
Other securities................... — 87| —31]— 94+ 3}+36|-+ 92
Total Investments............... —373 | + 31 [— 576 —328 | — 71| —1,448
Total loans and investments adjusted*. .| —552 | +413 {—1,042) —182 | —279 | —2,299
Loanstobanks.........cc.oveennn... + 96| —176 |+ 205\ + 2| 4+ 80| + 48
Loans adjusted* and “other” securities..| —266 | 4351 |— 560] 149 | —172 | — 759
Liabilities
Demand deposits adiusted............. +107 | —482 |— 940| —216 | 4+ 94 | —3,063
Time deposits except Government....... + 51 446 |4 65 4 63 | + 80 | +1,270
U. 8. Government deposits............. + 63§ +467 |— 240 —253 | + 6| — 46
Interbank demand deposits:
Domestic............ .| —635 | 4150 (— 142| --403 | —811 | —1,578
Foreign........oovvvineniinins 4+ 10 | 4+ 38 |- 1l — 8|+ 47| — 61

* Exclusive of loans to banks and after deduction of valuation reserves; figures for the individual
loan classifications are shown grose and may not, therefore, add to the totals shown.
able to heavy bank liquidation of Government securities,
as part of the unwinding process following the Treasury
financing operation at the end of March. The decline in
loans and investments together was about four times as
large during the five weeks ended May 22 as in the corre-
sponding period of 1956. Over the year thus far the net
contraction of credit at these banks has amounted to 2,299

million, compared with 1,621 million a year earlier.

Weekly reporting member banks reduced total invest-
ments by 1,317 million dollars, with portfolios of both
Government and other securities lower on balance at the
end of the five-week period. Holdings of Treasury issues
declined in four of the five weeks, bringing the total decline
for the period to 1,144 million, compared with a reduc-
tion of 818 million a year earlier. Government securi-
ties holdings had risen sharply in the week ended April 3
with the delivery of new Treasury notes and certificates.
In the subsequent two months, however, the increase was
more than offset as banks sold Treasury issues or pre-
sented them for redemption upon maturity. Holdings of
other securities declined over the five weeks by a some-
what smaller margin than in 1956.

On balance, 325 million dollars in loans was repaid at
these banks in the five weeks ended May 22, in contrast to
the net extension of 739 million in loans in the same
period a year ago. The reduction occurred chiefly in busi-
ness loans and in security loans, especially those extended
to finance broker and dealer holdings of issues other than
Governments. Real estate loans were slightly reduced over
the period, while moderate increases were reported for
all other loans (largely to consumers).

The decline in business loans—197 million dollars—
contrasted sharply with the 324 million gain in the cor-
responding five weeks of 1956. There were increases this
year in loans to manufacturers of metals and metal prod-
ucts, construction firms, trade concerns, public utilities,
and the petroleum, coal, chemicals, and rubber group.
However, these advances were more than offset by a net
contraction of loans to other business groups, including
chiefly sales finance companies and commodity dealers.
For the year thus far, total business loans have advanced
by 58 million, compared with an increase of 1,469 million
a year ago.

INTERNATIONAL MONETARY DEVELOPMENTS

MONETARY TRENDS AND POLICIES

Switzerland. The Swiss National Bank raised its dis-
count rate to 2% per cent from 1Y%, effective May 15,
and at the same time made a 1 per cent increase to 3%
per cent in its rate for advances against securities. This
was the first increase in more than twenty years in the
Swiss discount rate.

The Swiss economy has been expanding rapidly during
the past two to three years. In the first quarter of this
year, the pressure on resources has been accentuated as
investment, consumption, and exports have risen beyond
last year’s high levels. After two years of virtual stability,
wholesale and consumer prices rose 4.5 per cent and 2.2
per cent, respectively, during 1956; however, prices appear

to have eased somewhat in the first quarter of this year.
While the increased cost of imports was a major cause
of the 1956 price rise, wage increases averaging nearly
5 per cent were also an important factor. However, the
most striking evidence of the rise in demand in Switzer-
land was the 19 per cent expansion of imports in 1956,
which brought about an increase in the trade deficit that
almost eliminated the country’s traditional current-account
surplus. Notwithstanding the trade deficit, gold and for-
eign exchange holdings of the Swiss National Bank rose
during 1956, reportedly owing to the influx of short-term
capital, but this year the persistent increase in the import
surplus seems to have been one of the factors in the more
than 90 million dollar decline in gold and foreign exchange
holdings during January-April.
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The disappearance of the usual balance-of-payments
surplus has contributed to the unaccustomed tightness that
has developed on the Swiss money and capital markets
where ample investable funds have traditionally kept inter-
est rates low. The rise in interest rates, which began early
last year, has accelerated in 1957, with the average yield
of government bonds rising some 0.42 percentage point
to 3.64 per cent just prior to the discount rate increase in
mid-May, after which there was reportedly a further rise.
The recent increase in the discount rate was regarded in
Switzerland as not only a realignment of the official rate
with the market rates but also a measure of restraint
designed to counter the excessive pressures on economic
resources. The Swiss National Bank is prevented from
engaging in open market sales, owing to the smallness of
its security portfolio, and Swiss monetary legislation does
not provide for variable cash-reserve requirements, How-
ever, under gentlemen’s agreements with the monetary
authorities concluded in 1955, commercial banks and
other financial institutions undertook to hold certain mini-
mum balances with the central bank; in addition, in order
to prevent an increase in the liquidity of the banking sys-
tem, the Treasury has for some time, by agreement with
the National Bank, generally been accumulating large cash
balances rather than redeeming debt.

Japan. The Bank of Japan on May 8 raised its basic
discount rate 0.73 per cent to 8.395 per cent; this was
accompanied by a parallel rise in the bank’s other rates
(except those on export bills) and its penalty rates. The
rate had previously been raised to 7.665 per cent from
7.3 on March 20, but at that time adjustments were made
in the Bank of Japan’s progressive rate structure in order
to ease seasonal tightness on the money market by en-
abling the banks to obtain additional central bank credit
at the lower rates.

The governor of the Bank of Japan reportedly described
the discount rate increase as intended to bring about a
rise in commercial bank loan rates, reduce the rate of
investment, and counter the growing trade deficit. Demand
has been expanding rapidly in Japan for the past two
years and, with the investment boom continuing unabated
and industrial bottlenecks beginning to appear, the Bank
of Japan has grown increasingly concerned about inflation-
ary pressures. The most serious symptom of excessive
demand has been the soaring level of imports, which in the
first four months of this year exceeded exports by 617
million dollars’ equivalent; this was apparently a major
factor in the reported fall of 229 million dollars, or more
than 15 per cent, in the nation’s foreign exchange reserves.
Domestically, the banks have had increasing recourse to
central bank credit in order to finance the substantial in-
crease in bank lending, which is largely attributed to the
financing of investments and imports. Prior to raising its
discount rate, the Bank of Japan advised the leading

Tokyo banks in discussions held at the end of April that
in the future they would be expected to extend new credits
only insofar as this could be financed by the collection of
outstanding loans.

India. The Reserve Bank of India raised its rate on
advances against bills created under the Bill Market
Scheme to 4 per cent from 3V, effective May 16. While
this rate had technically been left unchanged when the
bank’s rate on advances against securities was raised to
4 per cent last February, the stamp duty levied on such
bills was increased to the equivalent of ¥4 per cent per
annum at that time; as this stamp duty has now been low-
ered to 74 per cent per annum, the present rate increase
raises the actual cost of borrowing under the Bill Market
Scheme only negligibly. Neverthless, the authorities’ ac-
tion in raising what is now officially regarded as the bank
rate comes as a warning against the inflationary pressures
which threaten India’s internal and external economic bal-
ance. A sharp rise in imports has increased the trade deficit
greatly, and since the spring of 1956 there has been a
heavy drain on India’s foreign exchange reserves. Domes-
tically, commercial bank credit continues to expand and
bank borrowing from the Reserve Bank has been increas-
ing substantially. To counter the inflationary pressures,
the government has, along with its monetary restraint
policy, tightened fiscal policy; last month, substantial in-
creases in direct and indirect taxes were announced.

United Kingdom. Interest rates rose substantially dur-
ing May, as the earlier decline in the average Treasury
bill tender rate was reversed and a marked weakness ap-
peared in the market for gilt-edged securities. At the first
tender in May the Treasury bill rate had failen to 3.74 per
cent, the lowest level in more than two years and more
than 1% per cent below the discount rate; however, it
then rose at each of the following four tenders and was
3.92 per cent on May 31. The yield of 2% per cent
Consols rose nearly 0.30 percentage point last month and
touched 4.95 per cent on May 24, the highest level since
December 1956; toward the end of the month, however,
the gilt-edged market rallied and Consols closed at 4.90
on May 31.

The success of the authorities’ funding efforts so far
this year was signaled by the Treasury’s announcement
that, the bulk of the 401 million pounds of government
securities maturing June 15 having already been acquired
by the government departments, the remainder would be
repaid in cash on that date. An issue of 100 million
pounds, 412 per cent Conversion Stock 1962, offered for
cash on May 8, was stated to be more than adequate to
cover the repayment of the June maturities still outstand-
ing in the hands of the public; this issue was officially
declared to have been oversubscribed.

The statement of the London clearing banks for the four
weeks ended May 15 shows a more-than-seasonal 71 mil-
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lion pound increase in net deposits. This was wholly ac-
counted for by the substantial increases in the banks’
Treasury bill holdings and in investments. Although
advances rose for the fourth successive time, the increase
was only slight and there has been no further pressure on
bank liquidity; after having fallen nearly 5 percentage
points in February and March, the average liquidity ratio
of the clearing banks has recovered only slightly during
the past two months and stood at 32.9 per cent on May 15;
however, all of the clearing banks’ liquidity ratios are
now above the conventional 30 per cent minimum.

Canada. Government bond yields rose to record levels
last month, as there was an acceleration of the upward
trend that began in April. Interest rates on government
securities have increased as much as 0.25 percentage point
in the past two months, generally more than making up
the declines in February and early March. By contrast,
the average Treasury bill tender rate has continued to
fluctuate within a narrow range slightly below the Febru-
ary peak, and stood at 3.76 per cent on May 30. The
slow reduction in the chartered banks’ government securi-
ties portfolios which has been under way since March
continued in May; the banks’ liquid-asset holdings re-
mained at the comfortable levels characteristic of recent
months, but there was some borrowing at the Bank of
Canada during the last week of the month. While the
chartered banks’ business loans rose slightly in May, the
usual seasonal expansion in bank lending in Canada has
been later and less marked this year than in 1956; on
May 15 business loans were only about 110 million dol-
lars greater than at the beginning of the year, compared
with a 400 million dollar increase in the first four and one-
half months of last year.

EXCHANGE RATES

American-account sterling was generally firm during
May, with the quotation at or above the $2.79 level except
for a brief period at midmonth and again at the month end.
Early in the month the rate moved as high as $2.79%%, as
sterling met with commercial demand in a market encour-
aged by the announcements that during April Britain had
recorded a 111 million dollar increase in gold and dollar

reserves and a 45 million dollar surplus with the European
Payments Union. Although the rate eased somewhat sub-
sequently, as the special factors affecting the increase in
reserves were realized, it nevertheless remained above
$2.79 until midmonth, when commercial demand for sterl-
ing in New York slackened concurrently with a rise in
demand for dollars in London; the rate then slipped to as
low as $2.787% on May 17. In the latter part of May the
quotation ranged between $2.78314, and $2.79% as
rather substantial offerings of sterling, particularly by oil
companies, generally were offset by commercial demand.

The forward market was relatively active early in the
month, as purchases by oil companies readily absorbed
offerings by sugar interests; discounts on three and six
months’ sterling then narrowed to as little as 34 and 117,
cents. Except for a brief narrowing again about mid-
month, discounts subsequently widened and, at the month
end, stood at 134¢ and 1274, cents.

Demand for transferable sterling in order to cover short
positions in the market, along with occasional purchases
by sugar interests, firmed the rate for such sterling to
$2.7775 on May 7. Continued demand soon met with
good offerings from Swiss and German sources, however,
and the rate weakened to $2.7735 on May 14. The rate
thereafter fluctuated within narrow limits until near the
month end when it rose as high as $2.7790. On May 31
the rate stood at $2.7760. As regards security sterling,
interest in British petroleum stock had the effect of slightly
firming the rate at midmonth. Generally, however, the
quotation declined, dropping from $2.58% on May 1 to
$2.55% on May 24, and closed on May 31 at $2.561%.

The Canadian dollar continued to strengthen during
May, appreciating from $1.0427;, on May 1 to as high
as $1.0461;, on May 27. Early in the month conversions
of United States dollar proceeds from recent sales of
Canadian securities in the New York market were particu-
larly important in bringing higher quotations. Thereafter,
short cash positions in Canadian dollars, offerings of
United States dollars by Canadian commercial interests,
and strong demand for Canadian dollars from London
contributed to the further upward movement of the rate.
At the month end, the rate eased slightly to $1.041%.

THE EXPANDING ROLE OF STATE AND LOCAL GOVERNMENTS
IN THE NATIONAL ECONOMY

In coping with the growing requirements for govern-
mental services of a population increasing rapidly in both
numbers and wealth, State and local governments have
come to play an increasingly important role in the national
economy. While expenditures by these governments have
been rising for many decades, they have increased par-
ticularly rapidly since the end of World War I and a

further acceleration seems assured for at least several
years. In contrast to the fluctuations in business and con-
sumer demand, moreover, the postwar uptrend in State
and local expenditures has not been punctuated by occa-
sional cyclical setbacks, but has proceeded uninterruptedly
during recession as well as prosperity. As the upsurge in
some types of business and consumer spending has tapered
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off in recent months, the accelerated growth of State and
local government outlays has been among the chief factors
responsible for the sustained high level of total employ-
ment and the continued gains in national income.

MaJor CHARACTERISTICS OF STATE AND LocaL
GOVERNMENT ACTIVITY

By most yardsticks, State and local governments consti-
tute one of the biggest “industries” in the United States.
State and local authorities now employ more than 5 mil-
lion persons-—some 10 per cent of the nation’s total non-
farm employment and more than twice the number of
civilians employed by the Federal Government. Purchases
of goods and services by these authorities, currently at a
seasonally adjusted annual rate of over 35 billion dollars,
absorb about 8 per cent of the nation’s total output and
nearly match the recent rate of business investment in
new plant and equipment or of consumer purchases of
durable goods. Total State and local spending during
1956, including such expenses as interest on debt and
unemployment compensation payments as well as pur-
chases of goods and services, was probably close to 45
billion—an amount more than a third larger than Federal
Government outlays for nondefense programs and equal
to about 60 per cent of total Federal spending.

The number of State and local governmental units is
larger than is generally realized. Although the total has
been declining because of the consolidation of school dis-
tricts, there still were more than 100,000 local authorities
in the United States in January 1957—or substantially
more than the number of manufacturing establishments
with twenty or more employees listed in the 1954 Census.
Moreover, this count of local governments does not record
as distinct units some of the many special authorities—
such as certain transit or toll road units—that frequently
enjoy a considerable degree of financial autonomy.

Of the vast number of State and local governmental
units, however, the forty-eight States and the eighteen most
populous cities spent directly some 47 per cent of the total
outlays in 1955. Furthermore, the States financed a sub-
stantial part of local government spending, notably that
by counties and school districts (see Table I). Since the
States also received the bulk of the Federal grants, which
in 1955 financed 8 per cent of total State and local ex-
penditures, about half the funds eventually disbursed by all
the 100,000 governmental units were channeled through
the States. By contrast the school districts, although num-
bering over 50,000, had authority over only 20 per cent of
total State and local government expenditures, and them-
selves financed only 13 per cent.

Despite the tremendous variety of State and local gov-
ernmental functions, most spending by these governments
is devoted to the provision of a dozen or so major services.

Table 1
Number and Expenditures of State and Local Government Authorities
(Dollar amounts in billions)

Expenditures—fiscal years
Number of units ended in 1955
January 1957
Governmental unit By spending unit |By source of funds
Per cent| Per cent Per cent
Actual | of tota] | Amount | of total | Amount |"of total
States * 14.4 36 17.4 43
Counties. .. 3 4.7 12 3.3 8
Mumnicipalit 17 10.4 26 9.1 23
Townships e 17 1.1 3 0.9 2
School districts........ 50,453 49 8.2 20 5.2 13
Special districts. ...... 14,423 14 1.6 4 1.5 4
Federal Government. . . — — — —_ 3.1 8
Total...... 102,352 100 40.4 100 40.4 100

Note: Because of rounding, details may not add to totals.
* Less than 0.5 per cent.
Sources: United States Bureau of the Census. For number of units: Governments

in the United States in 19567; for expenditures: Summary of Governmenial

Finances in 1956.

In fact, as indicated in Table II, two of these—education
and transportation (chiefly the construction and mainte-
nance of streets and highways)—account for more than
half of total State and local expenditures. Expenditures
for public protection, health, and welfare (including relief
and other assistance payments) absorb another 30 per cent
of aggregate outlays, while the remainder is largely taken
up by the “overhead” costs of government operation and
by interest payments on outstanding debt.

Like private industry, the States and localities must ven-
ture on substantial investment programs if they are to
meet the expanding needs and demands of a growing
population. As a result, a sizable proportion of State and
local spending has always consisted of capital outlays on
land, equipment, buildings, highways, and other public
works. During most of the postwar period, capital ex-
penditures by State and local governments have been
advancing at an even faster rate than that of private invest-
ment in new plant and equipment; by 1955, such outlays
represented more than a quarter of total State and local
spending. Highways and schools absorbed 70 per cent of
total capital outlays in that year (see Table III); most of

Table II

General Expenditures of State and Local Governments
By Purpose, Fiscal Years Ended in 1955

Amount
Purpose (billions I:’?rtggglt

of dollars)
Education. ..........oiiiiiiiaiiiiiinn, 11.9 35
Highways and other transportation 6.8 20
Public health and housing*................. .. 4.5 13
Police, fire, and sanitation. ....................... 3.5 10
Pyblic assistance payments........................ 3.2 9
Allother ... oo i 3.9 12
Total. oo 33.7 100

Note: General expenditures exclude outlays of publicly owned utilities and liquor
stores and payments into retirement and unemployment trust funds. Because
of rounding, details may not add to totals.

* Includes health, hospitals, recreation, libraries, housing and community re-
development, and natural resources.

Source: United States Bureau of the Census, Summary of Governmenial Finances
m
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Table III

Capital Outlays of State and Local Governments
By Purpose, Fiscal Years Ended in 1955

Amount
Purpose (billions E?rtggzlt

of dollars)
Highways and other transportation. ............... 4.4 41
Edueation. ............ ... .. 3.1 29
Utilities. ........covvnnii ., 1.2 11
Housing, parks, and natural resources .. 0.6 8
Sanitation. ................. ..., 0.5 5
Hospitals.....................ooi0 0.3 3
Allother..........coiiiiiiii i 0.6 6
Total..ooovn i i 10.7 100

Note: Because of rounding, details may not add to totals.
Sourqe:z‘g;}ited States Bureau of the Census, Summary of Governmental Finances

m
the remainder was devoted to utilities, hospitals, and sani-
tary facilities.

THE GROWTH OF STATE AND LocaL OUTLAYS

At least since the turn of the century, State and local
expenditures and employment have been expanding con-
siderably more rapidly than the economy at large. Be-
tween 1902 and 1955, for example, State and local outlays
increased about thirtyfold while gross national product ex-
panded on the order of twentyfold. With respect to em-
ployment and population, the contrast is even sharper. At
present, the country’s total population and employment
stand at approximately 2% times their 1900 levels, but
State and local government employment has increased
more than five times. Furthermore—although the data for
the pre-1929 period are sparse and therefore inconclusive
—the growth in State and local demand apparently has
outpaced that of the rest of the economy not only for the
half century taken as a whole, but also during most peace-
time years of the period taken individually.

The forces that have propelled this rapid expansion are
closely linked to the economic development of the nation
itself. Chiefly they include the growth of the country’s
population and its increasing concentration in urban and
suburban areas, the changes brought about by the auto-
mobile and other advances in technology and standards
of living, and the expanding responsibilities assigned to
government.

The growth of outlays for education, the largest com-
ponent of State and local spending, illustrates the intricacy
of these forces and their interactions. Over the years, the
share of education in State and local budgets has been
gradually increasing, although at least since the 1870s
and until about 1950 the growth in the school-age popu-
lation has been much slower than that of the population
as a whole. (In 1952, for example, there were actually
fewer school-age children than in 1930.) The apparent
paradox can be explained in terms of the growing needs—
and opportunities—for more intensive schooling that have
developed over the years. These have been reflected in
sharp increases in the proportion of school-age children

actually enrolled in schools, in the attendance rate, and in
the length of the school term; in raised educational require-
ments for teachers; and in the upgrading of standards for
the size of school buildings and their equipment and rec-
reational facilities. In addition, State and local govern-
ments have been assuming greater responsibilities in the
field of higher education, so that students in public univer-
sities now outnumber those at private institutions. Clearly,
each of the major factors mentioned earlier—the increase
in the urban population, the advances in technology and
wealth, and the growth of government responsibilities—
has played a major part in raising the share of outlays for
education even when the proportion of school-age children
in the population was declining.

The growth in other categories of State and local out-
lays has also been closely related to these same factors.
Most important, perhaps, has been the persistent migra-
tion of population from farm to city—a trend still in
evidence. Indeed, while the growth rate of State and local
employment since 1900 has far outpaced that of the coun-
try’s total population, during most of this period it did not
much exceed that of the urban population (see Chart I).
In urban communities, many services that farm families
perform largely or wholly for themselves must be taken
over by the local government. Moreover, the provision
of such services as police and fire protection, sanitation,
and water supply is a much more complicated and ex-
pensive matter than on a farm. Cities also must under-

Chart 1

POPULATION GROWTH AND STATE AND LOCAL
GOVERMENT EMPLOYMENT, 1900-56
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take substantial public outlays of types that are relatively
minor in farm areas, including the building and repair of
streets and in many instances the provision or subsidiza-
tion of public transportation.

Continual pressure to enlarge State and local outlays
also is exerted by the side-by-side advances in technology
and standards of living, which broaden the scope of gov-
ernmental services that the public expects and is willing
to pay for. Probably the strongest push has come from
the development of motor transport and the spread of
automobile ownership, which have multiplied the need
for more and better highways. In addition, State and local
governments are called on to accept the responsibility for
licensing drivers, establishing and enforcing traffic regula-
tions, and other related functions.

A final major factor pushing up State and local outlays
has been the enlargement of government responsibilities
toward the needy, particularly during and since the de-
pression of the 1930’s. Public welfare and assistance pay-
ments, which comprised a negligible part of State and
local budgets before the 1930’s, have grown to about 10
per cent of total outlays since that time. While nearly half
of State and local expenditures for relief and unemploy-
ment compensation are financed by the Federal Govern-
ment, the amounts provided by the States and localities
themselves are large and have been growing steadily. Of
course, the broadened social role of government has also
been reflected in the rapid expansion of many types of
expenditures other than direct-assistance payments, such
as those for public health and housing.

Despite the huge growth of State and local outlays,
the pattern of these expenditures, when Federally financed
outlays are excluded, is not markedly different today from
that before World War II—or even before World War 1
(see Chart II). The most striking change is the increase in
the share of total expenditures devoted to education, and
even this is largely a post-Korea development. Moreover,
the growth of the share of education would probably be
somewhat smaller if the outlays were expressed in real
terms, since costs of school building and operation have
increased more rapidly than many other types of costs
faced by these governments. On the other hand, the ap-
proximate stability since 1913 of the share of State and
local funds allocated to highways refiects to some extent
the relatively modest increase in road construction costs,
partly attributable to the rapid improvement in road-
building techniques; in real terms, the share of highway
construction has probably been expanding.

The only class of expenditures whose share in the total
has declined appreciably is that devoted to the “overhead”
costs of governments. Expenditures to maintain the execu-
tive, legislative, and judicial organs, and for financial and
other general administration have increased much less
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rapidly than other outlays. The burden of interest pay-
ments relative to total outlays also has decreased sharply
(mainly since World War II), reflecting chiefly a marked
increase since the thirties in the proportion of outlays
financed by revenues rather than borrowing. In addition,
interest rates on municipal securities have declined since
the mid-thirties, partly because the tax-exempt income
yielded by these obligations has become more attractive
as Federal tax rates have risen. Although municipal yields
have increased sharply over the past two years, they are
still lower than at any time before 1935.

CycLICAL BEHAVIOR OF STATE AND LocaL OUTLAYS

So strong have been the forces tending to raise State and
local outlays that the growth of these expenditures has
been arrested only during severe downturns in aggregate
business activity. Since 1920, as Chart III shows, both
State and local government employment and the physical
volume of construction financed by these authorities have
continued to advance during most business recessions.
(Wages and salary payments and construction outlays by
State and local governments comprise about three quarters
of their total purchases of goods and services.) Only dur-
ing the depression of the 1930’s did a decline in State and
local demand actually aggravate an over-all downturn, and
even then the decline did not occur until 1931. Moreover,
a comparison of State and local spending with revenues
for the period since 1929 (earlier data are not available in
sufficient detail) indicates that the budgetary position of
State and local governments also has moved counter-
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cyclically—again with the exception of the depression
years after 1931. During recessions, expenditures have
advanced more rapidly than revenues—so that States and
localities were adding more to aggregate demand than
they were withdrawing through taxation—while the re-
verse has been the case (although not so regularly) during
periods of prosperity, and particularly in wartime.

The sustained and sometimes accelerated growth in
State and local expenditures during recessions has de-
pended primarily on the stability of revenues and the in-
creased receptivity of the capital markets during many of
these periods, rather than on efforts to pursue a compensa~
tory fiscal policy. For the most part, State and local
authorities have relatively little leeway to vary expendi-
tures and receipts for purposes of economic stabilization,
since they possess neither the extensive taxing authority

Chart il
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nor the broad borrowing capacity of the Federal Govern-
ment. While neither businesses nor individuals are likely
to emigrate to other countries as a result of high Federal
taxes, they can and do consider local taxes in their choice
of residence. Similarly, a local governmental unit that
wishes to borrow must meet standards of credit-worthiness
much like those applied to private business since, unlike
Treasury securities, State and local debts carry some risk
of default. During the depression, for example, thousands
of small local units and even a few State governments
were unable to meet their obligations. On the whole,
therefore, State and local spending must be governed by
current and prospective revenues (except in those few
instances where reserves against a “rainy day” have been
built up during earlier periods of surplus). This “fact of
life” is expressed in many areas by such devices as the
earmarking of certain taxes, and by constitutional and
legislative restrictions on tax rates and indebtedness.

Partly because of these limitations, the design of State
and local tax systems is such that revenues tend to be
maintained despite downturns in business activity. A con-
siderable part of State and local revenues is raised from
property taxes and other sources that generally yield a
fairly steady flow of income even during mild recessions.
A further and perhaps more fundamental source of the
strength in revenues appears to be the vigor of the public
demand for State and local government services and the
existence in many cases of large backlog demands. Even
during recessions, the public has often proved itself will-
ing to accept increases in State and local tax rates so
that expenditures might be maintained or even increased.
Except for the interval from 1931 to 1933, State and local
revenues have in fact advanced in every year since 1929.

Capital market conditions also have remained favorable
to State and local financing during most recessions. Dur-
ing the moderate cyclical setbacks of the mid-1920’s and
the mild recessions of 1949 and 1953-54 municipal secu-
rity flotations actually increased, possibly reflecting some
reduction in the pressure from competing private issues
as well as the propitious market climate fostered to some
extent by Federal Reserve policy. During the depression
years, however, municipal borrowing had to be curtailed,
partly because of the demoralization of the municipal mar-
kets caused by the rash of defaults.

Thus, the only period during which State and local
operations markedly aggravated a business downturn, the
early thirties, was also the only one in which tax revenues
failed to grow and borrowing opportunities were sharply
restricted. This experience does not, of course, rule out
the possibility of future declines in State and local revenues
or sharp contractions in the demand for their securities,
but it does give grounds for optimism that such setbacks
may be prevented if sharp or prolonged recessions can
be averted.

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



FEDERAL RESERVE BANK OF NEW YORK 79

RECENT DEVELOPMENTS AND PROSPECTS
FOR THE FUTURE

Strongly rising State and local outlays have played a
significant part in maintaining business activity at record
rates in recent months, as some types of private expendi-
ture have declined. Since the advance in industrial pro-
duction and employment began to level off late in 1956,
State and local employment (seasonally adjusted) has
continued to increase quite steadily at a rate of nearly
20,000 persons per month, offsetting much of the decline
in factory employment over that time. At the same time,
since the absorption of funds and resources by the hous-
ing industry has decreased, State and local governments
have been able to increase their expenditures on con-
struction without adding unduly to inflationary strains.
As a result, the number of construction workers employed
on State and local projects has increased while employ-
ment in home building declined, permitting over-all con-
struction employment to remain relatively stable. The still
rapid growth of State and local government revenues and
the near-record municipal security flotations of recent
quarters point to continued advances in outlays in coming
months.

Looking to the years ahead, it seems virtually certain
that further population growth and shifts will continue
to push State and local spending steadily upward. Merely
to maintain the current rate of per capita outlays, State
and local governments will have to expand their pur-
chases of goods and services by about half a billion dollars
each year—even if prices and wages do not advance.
However, present trends in the composition of the popu-
lation indicate that actual outlays will have to increase
much faster. The migration from farm to city, and the
even more costly migration from city to suburb, appear

to be continuing, and both these shifts tend to raise per
capita outlays. In addition, the most rapidly increasing
part of the population recently has been, and for some
time will continue to be, the children of school age. Enrol-
ment in public elementary and high schools expanded by
more than 7 million students {or 27 per cent) between
1950 and 1956, and by 1965 is expected to increase by
another third from current levels—or by an additional 10
million students.

Yet another stimulus to State and local outlays is
already emerging from the Federal highway program.
Outlays on Federally aided highway construction (cur-
rently more than a third of all highway building) increased
by about 20 per cent in 1956, and are scheduled to double
the 1956 rate by 1965 (and to increase even further
through 1972). Actual construction will be carried out
by the States, but most of the cost will be financed by
existing Federal highway-user taxes, rather than from the
States’ own revenues. While the availability of Federal
funds may tend to reduce the States’ own expenditures on
interstate highway projects, the States may utilize at least
a part of their “freed” funds for nonaided construction.

Expenditures on education and highways, which as
noted carlier comprise more than half of State and local
spending, thus may be expected to mount rapidly for some
time ahead. At the same time, most other components
of State and local spending, especially those associated
with population growth and suburban development, also
appear likely to continue to expand significantly, if not
spectacularly. Unless a severe depression or other catas-
trophe supervenes, State and local outlays seem virtually
certain to make steady and substantial contributions to
advances in business activity and to the country’s eco-
nomic growth for many years to come.

RESERVE REQUIREMENTS FOR CENTRAL BANKS ABROAD

About half of the world’s central banks are required
by law today to hold gold or foreign exchange reserves
against their note issues and in many cases certain of their
deposit liabilities. Of the remaining central banks, some
have never been subject to any formal reserve require-
ments, while in other cases these requirements have been
suspended.

Whether or not they are subject to reserve requirements,
all central banks must obviously take into account the
effect of their domestic money and credit policies on their
gold and foreign exchange reserves. The state of a coun-
try’s international reserves is, of course, only one criterion
for central bank policy, and the importance of this guide-
post varies from country to country and over time; it is
obviously of greatest concern to countries that are heavily
dependent on foreign trade, or that have to operate on

a narrow margin of reserves. The existence of a pre-
scribed ratio between the liabilities of a central bank and
its international reserves may perhaps be best regarded
as a symbol of this relationship between internal and exter-
nal policy rather than as a mechanical formula capable
of universal application.

EvoLuTION OF CENTRAL BANK
RESERVE REQUIREMENTS

Before World War I, England and many other countries
operated under the so-called “fiduciary” issue system, in
accordance with which a specified amount of notes could
legally be issued without any gold backing, and reserves
had to be held only against notes issued above this limit.
The first country that adopted a prescribed ratio between
a central bank’s liabilities and its international asscts—
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40 per cent—was the Netherlands in 1864; a few other
countries followed, and in 1913 the Federal Reserve Sys-
tem was set up with ratios of 35 per cent in gold against
deposits and 40 per cent against notes. However, it was
only during the 1920’s that the ratio system gradually
spread throughout most of the world, being adopted at
that time by all of the newly founded central banks, as
well as by the existing banks with the exception of the
British, Finnish, Norwegian, Swedish, and Japanese, which
continued to adhere to the fiduciary system.

The reserve ratios established in the 1920’s were fixed
at from 30 to 50 per cent; in a few countries where they
were less than 30 per cent, the legislation stipulated a
gradual increase to above 30 per cent. During the 1930’s,
however, it came to be generally felt that the high ratios
immobilized an undue portion of the international reserves,
and that the legal cover could be reduced without impair-
ing the credit structure. Central bank reserve requirements
were accordingly lowered in many countries during the
1930’s; in the United States they were reduced in 1945,
and in the Union of South Africa in 1948.

During the 1930’s, indeed, a body of opinion developed
in opposition to the very principle of central bank reserve
requirements, on the ground that there was no need of
relating the volume of domestic currency and credit to
international reserves. Very few countries, however, re-
pealed or suspended the central bank reserve requirements
before World War II; of those that did, the most important
were Germany and Italy, which not only freed the central
bank from legal reserve requirements, but actually spent
much of the reserves for purchases abroad of strategic
materials. After the outbreak of World War II, however,
many countries, including Canada, France, and the Nether-
lands, suspended their legal reserve ratios, while prac-
tically all of the Bank of England’s gold cover was trans-
ferred to the Exchange Equalization Account, and virtu-
ally the entire note issue became fiduciary. Following the
war, several countries—among them Canada and the
United Kingdom——continued the wartime arrangements,
and others, for instance New Zealand, actually repealed
the statutory reserve requirements. On the other hand,
the Netherlands reimposed the requirements in 1956 and
Belgium in early 1957. Some of the countries that estab-
lished new central banks during this period did not provide
for reserve requirements, for instance, Ceylon, Ecuador,
West Germany, Israel, and the Philippines; those that did
so included the Belgian Congo, Burma, Iraq, Pakistan,
Rhodesia, Nyasaland, Surinam, Syria, and Vietnam.

Today, some thirty central banks abroad! are legally
required to hold reserves of gold or gold and foreign ex-
change. Seven of these central banks are in Europe,

1 This article does not cover the USSR, the countries of Central and
Eastern Europe, Continental China, North Korea, or North Vietnam.

namely, Belgium, Eire, Finland, Iceland, the Netherlands,
Portugal, and Switzerland; among the banks in Asia are
those of Indonesia, Pakistan, and Thailand; in Africa,
those of the Belgian Congo, Ethiopia, and the Union of
South Africa; and in Latin America, those of Mexico and
Venezuela. In Brazil, which does not have a central bank,
currency must also be backed by international assets. A
few of the other central banks, while not bound by formal
reserve requirements of the traditional type, operate under
other legal provisions designed to accomplish similar ends,
as in Ceylon, Ecuador, Guatemala, and the Philippines.

TRENDS OF OPINION ON CENTRAL BANK
RESERVE REQUIREMENTS
These developments in monetary legislation reflect deep
differences of view among the various countries regarding
the function of central bank reserve requirements. One of
the more important reasons frequently advanced for
doubting the usefulness of such requirements is that it
is undesirable for a central bank to frame its domestic
monetary and credit policies by using as one major cri-
terion the level of its international assets relative to its
notes in circulation and other liabilities. Another criticism
is that the gold and foreign exchange that have to be held
as “cover” for domestic currency become unavailable to
meet urgent balance-of-payments needs. In addition,
many of those who advance these arguments also feel that
to some extent central bank reserve requirements merely
reflect a reluctance to depart from established practices.
Above all, it is asserted that there is no advantage in a
prescribed linking of the domestic currency and the inter-
national reserves, since experience has shown that formal
provisions of this sort are not a safeguard against currency
depreciation. As was summed up in a statement by the
West German Government submitted last year to Parlia-
ment in connection with a proposal for new central bank
legislation:?
Nor can the stability of the currency be secured by reserve
requirements under which the bank of issue has to maintain
a specified amount of gold or foreign exchange in a particular
relationship to the volume of central bank money. To prove
that such a tie would not serve the purpose, it is sufficient to
point out that a low stock of gold or foreign exchange (as in
1949-50) would bring about a deflationary policy, and con-
trariwise an ample stock (such as exists today) would permit
an easy monetary policy. In either case this would conflict
absolutely with a reasonable economic policy, and could harm
the national economic welfare.
The stability of the currency thus is to be secured neither
by regulations concerning internal or external parity, nor by
reserve requirements, but so far as the responsibility of the
bank of issue is concerned, by maintaining a proper balance
in the quantity of circulating money, thereby avoiding on the
one hand a surplus, and on the other a shortage, of the money

2 Government memorandum accompanying the 1956 German Fed-
eral Bank bill (Begriindung-Entwurf eines Gesetzes itber die Deutsche
Bundesbank, Bundesrat Drucks. 323/56).
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required for the production, the distribution, and the con-
sumption of goods.

A strong currency rests, of course, not on gold, but on
the country’s intrinsic economic strength—which is the
result of the productivity, adaptability, and resiliency of
its economy—and on the efficient management of its
monetary and fiscal affairs. No inherent virtue is therefore
to be attached to the function of gold and foreign exchange
as cover for the domestic currency. At the same time,
however, there is in some countries a growing belief in the
usefulness of statutory reserve requirements as a means of
symbolizing the risks embodied in a decline of foreign
exchange reserves—particularly when exports are being
hampered, and imports stimulated, by persistent internal
inflationary pressures. The value of such institutional
arrangements cannot of course be assessed in absolute
terms, but they can be important. For instance, when in
Belgium the statutory reserve requirements were r1e-
established earlier this year, the banking community and
the general public welcomed them as a culmination of the
postwar effort of monetary rehabilitation and reconstruc-
tion. In the Netherlands, when statutory reserve require-
ments were re-established last year, the government ex-
plained that it advocated the proportional system of re-
serve requirements:?

not so much because of tradition, since the meaning and the
purpose of [the system] have substantially changed since the
abandonment of the gold standard, but because . . . consider-
ing the economic structure of the country [i.e., the heavy
dependence on foreign tradel, the proportional system of re-
serve requirements . . . offers the greatest assurance of a

smoothly working formula for limiting the amount of money
created by the central bank.

CoMPOSITION OF THE REQUIRED RESERVES

In countries that operate under the legal reserve ratio
system, the degree of restrictiveness of the requirements
depends essentially on three elements: the stipulated com~
position of the required reserves (whether gold alone, or
gold and foreign exchange, and if foreign exchange, of
what kind); the specific central bank liabilities that are
subject to the statutory reserve requirements (whether the
requirements apply only to the note issue outstanding, or
certain other central bank liabilities as well); and the pre-
scribed level of the legal reserve ratio.

As to the composition of the required reserves, there
are today only four countries, aside from the United States,
where the statutory reserves must be held exclusively in
gold—Belgium, El Salvador, Switzerland, and the Union
of South Africa. Elsewhere it is provided that the required
cover shall consist of gold and/or foreign exchange of

3 Explanatory Notes attached to the bill containing “Provisions for
Giving Effect to Article 17 of the Bank Act of 1948” (Memorie van

Toelichting op het wetsontwerp houdende “Bepalingen ter uitvoering
van artikel 17 van de Bankwet 1948”, Zitting 1954-55—3810).

types described below. In a few of these countries, gold
must constitute a prescribed portion of the reserves, with
the remainder held in either gold or foreign exchange.
This is notably the case in Cuba, India, Iran, Portugal,
Surinam, and Venezuela. In Portugal, for instance, the
gold part of the cover must never fall below 25 per cent
of the central bank’s sight liabilities; in India, it must be
maintained at a specified absolute amount, equal to slightly
more than one fifth of the total required reserve—which
also is an absolute amount.

Sometimes the central bank is required to hold all or
part of the metallic cover of its currency within the country
itself; this, for instance, is the case in India, Pakistan,
Switzerland, and Venezuela. Many central banks, how-
ever, can keep their gold reserves wherever they wish. In
actual fact, most banks keep a portion of their gold re-
serves under earmark in the vaults of other central banks,
particularly in New York and London.

The eligibility for cover of foreign exchange (generally
in the form of deposits and short-term securities) is deter-
mined in a variety of ways, either in the monetary legisla-
tion itself or by actual central banking practice. Certain
of the older statutes merely provide that eligible foreign
exchange must be “convertible”; this is usually interpreted
as meaning convertible into gold. In Portugal, eligible
foreign exchange is defined in the statute as a currency
convertible into gold, or having a gold guarantee as to its
exchange value or for its repayment in gold, with the
bank’s board of directors determining what currencies ful-
fill these conditions. Other statutes specify that foreign
exchange eligible as cover must be “convertible into gold
or into other currencies that themselves are convertible
into gold” (the Netherlands), or be “convertible into gold
or have a guaranteed gold content” (Iran), or be “freely
convertible into gold” (Cuba), or be “fully convertible
into gold” (Surinam). In countries that are members of
the sterling area or have close ties with sterling, foreign
exchange reserves may be held in sterling. India requires
that foreign exchange, to be eligible as reserves, must be
“payable in the currency of any foreign country which is
a member of the International Monetary Fund”. In a
number of countries, it is specifically provided that
medium-term government securities denominated in the
currencies that are eligible as legal cover may be included
in the required reserves.

A few countries also count as part of their eligible
reserves their net credit balance with the International
Monetary Fund (Cuba, the Dominican Republic, Indo-
nesia, and Mexico) or their gold contribution to the IMF
(Colombia and Iran); Indonesia includes, in addition to
its net credit balance with the IMF, its contribution to the
International Bank for Reconstruction and Development.
Moreover, silver, which at the beginning of the twentieth
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century frequently formed part of a central bank’s legal
reserves, is still eligible as a component in a few countries,
including Ethiopia, Mexico, and Pakistan; in Mexico, for
instance, one fifth of the reserve may be in silver.

By and large, foreign countries keep an important part
of their monetary reserves in the form of United States
dollars. These either are kept as deposits with United
States banks or are invested in United States Treasury
bills and other short-term securities. The growing use of
the dollar as a reserve currency reflects the increasing
importance of settlements in dollars; these arise not only
from greatly expanded transactions with the United States
but also from the more frequent use of dollars for trade
and other transactions between nondollar countries.

In several countries where there are no central bank
reserve requirements, the gold and foreign exchange re-
serves are held, wholly or in part, by special funds that
have been assigned primary responsibility for maintaining
the foreign exchange value of the national currency. In
the United Kingdom, practically all gold, together with
the entire official dollar reserves, is held by the Exchange
Equalization Account; in France, Italy, and Spain, a part
of the gold and foreign exchange reserves is similarly
carried by a stabilization fund or a foreign exchange in-
stitute. These various entities, although legally separate
from the central bank, are usually administered by it; most
of these institutional arrangements date back to the 1930’s.

LIABILITIES SUBJECT TO RESERVE REQUIREMENTS

In most countries the legal reserve requirements apply
to central bank deposits as well as to the notes in circula-
tion. There are still, however, certain countries, including
Eire, Pakistan, Switzerland, and Thailand, where they
apply only to notes; Brazil too maintains reserve require-
ments only against the note issue. In Iraq and Libya, the
legal reserve cover must be held against coins as well as
notes.

The liabilities other than the bank notes to which the
legal reserve requirements are applicable often comprise
all central bank non-note demand liabilities, as in Belgium,
Indonesia, Portugal, El Salvador, Surinam, and Venezuela;
in the Netherlands, reserves must be held against bank
notes, and “drafts, deposits, and other current-account
balances”. Sometimes these liabilities include all deposits
(as in Burma and Cuba), and sometimes only demand de-
posits (as in Colombia and Vietnam); in South Africa, re-
serves must be held against all liabilities after deducting
an amount equal to the central bank’s foreign assets.
Under some legislation, reserves are required only against
demand liabilities denominated in domestic currency (as
in the Dominican Republic and Mexico).

The usual reserve ratio provisions are occasionally sup-
plemented by other requirements. In Iran, for instance,

there is, in effect, a statutory ceiling on the note issue;
and in the Dominican Republic, the central bank, which
as noted above is required to hold a reserve against its
notes and other demand liabilities denominated in domes-
tic currency, is also required to adjust its monetary policy
in response to fluctuations in certain other reserve ratios
that will be described later.

The fiduciary reserve system, under which only part of
the note issue has to be covered by international reserves,
remains only in Finland; in that country, central bank
notes and other demand liabilities may exceed the gold and
foreign exchange cover by a given amount. Elsewhere,
this system has been either suspended as in Norway in
1940, or abandoned as in Japan in 1941 and in Sweden
in 1948. In England, the authorized fiduciary issue had
been changed several times during the 1930’s, and begin-
ning in 1939 when, as already noted, the international
reserves were transferred to the Exchange Equalization
Account, virtually all the note issue became fiduciary.
While a ceiling has been retained on the fiduciary note
issue, this can be raised by the Treasury, although par-
liamentary review is required if the issue continuously
exceeds the legal ceiling for more than two years. Sweden
also has retained a note issue ceiling, which can be modi-
fied only by Parliament.

THE PRESCRIBED LEVEL OF THE RESERVE RATIOS

The third element in the legal reserve ratio system—
the prescribed level of the ratios themselves—is marked
by a wide range of rates. As to the countries that have
to maintain the required reserves exclusively in the form
of gold, the prescribed level is 25 per cent in El Salvador
and the Union of South Africa (as well as in the United
States), 33%5 in Belgium, and 40 in Switzerland; in the
last country, however, the reserves have to be held only
against notes in circulation. In countries where the re-
quired reserves may be held in the form of gold and/or
eligible foreign exchange, the ratios as a rule range from
25 to 50 per cent; only Indonesia has a lower ratio (20
per cent),* while higher ratios are maintained by a few
countries, for instance, Thailand (60), Iraq (70), and Eire
and Libya (100). The most typical ratios are 25 and 50
per cent, with such countries as Brazil, Cuba, Mexico,
Rhodesia, and Nyasaland maintaining 25 per cent, and
such countries as the Netherlands, Portugal, and Vene-
zuela maintaining 50 per cent.

As a rule, the central banks—although usually only
after government or parliamentary sanction—may permit
the reserves to drop below the statutory minimum for a
limited period of time, as under the monetary legislation

of Burma, India, Indonesia, Pakistan, and the Union of

4 The reserve requirements have been temporarily suspended since
early 1957.
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South Africa. The Dutch legislation establishes only the
principle of statutory reserve requirements; the exact
level—50 per cent—is fixed by royal decree, and so may
be changed again at any time. In earlier years, the statutes
of many countries provided for a tax on the central bank
whenever reserves fell below the legal minimum, and
sometimes also called for an increase in the discount rate,
but provisions of this sort have been largely eliminated
during the past two decades.

SUBSTITUTES FOR LEGAL RESERVE RATIOS

In certain countries, the monetary legislation seeks
through other arrangements to accomplish ends similar to
those of the reserve ratio system. These arrangements take
the form of reserve “signposts” intended to warn of an
approach to a critical level of reserves, but without
immobilizing part of the central bank’s gold and foreign
exchange holdings as legal cover or placing an absolute
ceiling on central bank credit.

In the Guatemalan statute, one “signpost” is the ratio
between the bank’s net reserves and its average sales of
exchange during the preceding three years. Whenever this
ratio falls to 40 per cent, a so-called “emergency system
of international transfers”, provided for in monetary legis-
lation, can be put into effect by the president of the
country upon the request of the central bank; moreover,
whenever the ratio drops below 25 per cent, certain credit
operations must be curtailed. In Ecuador, there are two
“signposts™ designed to shift the authorities’ attention
from the past to the future: one relates the central bank’s
reserves to the volume of money held by the public
(because an increase in the money supply may portend
an increase in the demand for foreign exchange); and
the other relates a decline in reserves to the anticipated
deficit in the current year’s balance of payments. The
relevant provisions of the Dominican legislation are a
combination, with modifications, of certain of the Guate-
malan and Ecuadoran provisions, and on the whole are
more restrictive. Moreover, the Dominican legislation also
employs the conventional ratio of reserves against demand
liabilities, as was indicated earlier, with the bank being
required to pay a monthly penalty on the amount by which
the reserves fall below 50 per cent of the liabilities.

Certain other central bank statutes that do not provide
for minimum reserve requirements contain “cautionary”
clauses that merely admonish the bank to maintain an
“adequate” supply of reserves. In Austria, for instance,
the bank “must hold stocks of gold and foreign exchange

in such amount as may be required for regulating payment
transactions with foreign countries and for maintaining the
value of the currency”. In New Zealand, the reserves must
be sufficient to “provide a reasonable margin for contin-
gencies, after taking into account prospective receipts and
disbursements of overseas funds, and having regard to the
economic position within New Zealand”. In Ceylon,
Paraguay, and the Philippines, the statutes spell out the
reasons for maintaining adequate reserves, and instruct
the bank to take “remedial measures” whenever the re-
serve position is endangered. The Ceylon and Philippine
laws also give detailed guidance for judging the adequacy
of reserves. The authors of the Philippine statute have
commented as follows:5

Attempts have been made in recent Latin American legisla-
tion to provide mechanical ratios of a different sort [from the
traditional reserve ratiol . . . but, unfortunately, even such
refined ratios are unlikely to serve as an adequate guide to
appropriate central bank policy. In recognition of the fore-
going, the Philippine Central Bank Act leaves the question
of the adequacy of the international reserve of the Bank to
the judgment of the Monetary Board and merely lays down
broad guiding principles to be followed in the exercise of
that judgment.

India, where the reserve ratio system was abandoned
last year, is a case by itself. The central bank is now
required to maintain a specified absolute amount of gold
and foreign exchange, although this minimum can be re-
duced when necessary to a specified lower level for
relatively extended periods. This unusual arrangement
was obviously intended as a compromise between the
arguments for a reserve ratio system and for not maintain-
ing one, as can be inferred from the central bank’s follow-
ing comment:$

The principle of linking foreign exchange reserves to note
issue is in one sense a relic of the past and many countries
have modified this principle in the last two decades . . . The

amendment that has now been made does not go as far as
certain foreign countries have gone in this respect.

Under all of these various substitutes for legal reserve
ratios, the authorities technically have greater freedom in
the determination of monetary policy than under the re-
serve ratio system. In practice, however, if a country
wants to maintain long-run stability, its policies are deeply
influenced by the state of its international reserves,
whether or not prescribed reserve ratios are in effect.

5David 1. Grove and John Exter, “The Philippine Central Bank
Act”, Federal Reserve Bulletin, August 1948.

6 “Reserve Bank of India (Amendment) Act, 1956”, Reserve Bank
of India Bulletin, September 1956.
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SELECTED ECONOMIC INDICATORS

United States and Second Federal Reserve District

Percentage change
1957 1956
Item Unit
Latest month|Latest month
. from previous| from year
April March February April month earlier ¥
UNITED STATES
Production and trade
Industrial production®. . ..........ceiiieiiiireinaan, 1947-49 = 100 145p 146 146 143 — 1 + 1
Electric power output®*§. ... ...cociviiiiineriiiiinan. 1947-49 = 100 227 226 224 215 # + 6
Ton-miles of railway frexght*§ ............................ 1947-49 = 100 — 113p 106 113 7 + 5
Manufacturers’ sales*............. et ee et billions of $ 28.5p 28.8 29.1 27.2 -1 + 5
Manufacturers’ inventories®.........ooveiererianiinen.. billions of § 52.5p 52.38 51.9 48.0 # + g
Manufacturers’ new orders, total*. ............ ... .. ... billions of $ 27.8p 27.6 28.2 27.8 4+ 1 #
Manufacturers’ new orders, durable goods*. ............... billions of § 13.2p 13.5 14.0 14.1 -2 — 6
Retail sales*T.....oovvenvnnnnnn.ns e billions of § 16.3p 16.3 16.4 15.4 # + 6
Residential construction contracts®.........ooooiiiinnios 1947-49 = 100 —_ n.a. n.a. 315 n.a. n.a.
Nonresidential construetion contracts®*. ................... 1947-49= 100 — 282 323 252 —13 + 6
Prices, wages, and employment
Basic commodity pricest......oooiiiiiiiiii 1947-49= 100 88.8 88.7 88.9 91.8 # - 3
‘Wholesale pricest. . .| 1947-49= 100 117.2p 116.9 117.0 113.6 # + 3
Consumer prices{ 1947-49 = 100 119.3 118.9 118.7 114.9 # 4 4
Personal income {annual rate)*. billions of & 339.3p 338.1 336.6 321.7 # + 5
Composite index of wages and sala .. 1947-49 = 100 — 154p 154 147 # + 5
Nonagricultural employment®.........covvieniannoan.. thousands 51,992p 52,063p 52,108 51,327 # + 1
Manufacturing employment*.............. Letsereneranans thousands 16,919p 16,931p 16,980 16,918 # #
Average hours worked per week, manufacturingf........... hours 39.9p 40,1 40.2 40.3 1 -1
Unemployment..........ccounns eeees bersas e thousands 2,481 2,700 2,881 2,564 — 8 -3
Unemployment}..... o rereneaa eereee et e, thousands 2,690 2,882 3,121 n.a -7 na.
Banking and finance -
Total investments of all commercial banks................. millions of § 73,970p 72,230p 73,150p 74,790 + 2 -1
Total loans of all commercial banks....................... millions of $ 90,990p 90,630p 89,340p 85,290 # + 7
Total demand deposits adjusted. ... .oovrernreer . millions of $ 107,250p 105,230p 107,000p 106,110 + 2 4+ 1
Currency outside the Treasury and Federal Reserve Banks*..{ millions of $ 30,922p , ,811 30,551 # 41
Bank debits (337 centers)*§......viviiiiiiiinsiiiiieien, millions of § 2,457 77,414 80,287 75,548 + 7 + 9
Velocity of demand deposits (337 centera)* . [ 1947-49= 100 146.9p 141.3 143.8 138.8 + 4 + 6
Consumer instalment credit outstandingt....... SRR T I millions of § 31,532 31,273 31,233 29,419 4+ 1 4+ 7
United States Government finance (other than borrowing) .
Cash Ineome. ... oviiiiiitiiiniiieireeniveniaannananns millions of § 4,804 12,235 7,427 4,368 —61 +10
Cashoutgo..........c.oonnnnn . millions of § 6,726 7,203 6,802 5,428 -7 +24
National defense expenditures....... e millions of $ 3,280 3,873 3,968 3,009 —15 + 9
SECOND FEDERAL RESERVE DISTRICT
Electric power output (New York and New Jersey)*§ 1947-49= 100 154 155 159 157 -1 - 2
Residential construction contracts*.......... N 1947-49 = 100 —_ na. n.a. 285 na. n.a.
Nonresidential construction contracts*........ 1947-49= 100 — n.a. n.a. 268 n.a. na.
Consumer prices (New York City)t........covoviiiiiait 1947-49= 100 116.9 116.0 115. 112.3 + 1 + 4
Nonagricultural employment*. ... ..ot thousands 7,835.7p 7,827.9 7,803.7 7,799.1 # #
Manufacturing employment*. . ... thousands 2,662.1p 2,665.4 2,662.0 2,705.3 # — 2
Bank debits (New York City)*§ millions of $ 73,059 69,893 74,483 66,379 4 5 +10
Bank debits (Second District excluding New York Cxty)*§. ...| millions of § 5,340 4,997 5,170 5,040 47 + 6
Velocity of demand deposits (New York City)*. . ............ 1947-49= 100 181.7 181.3 191.6 176.0 # + 3
Department store sales*........... e seearaenaranarabarenn 1947-49= 100 109 115 115 106¢ - 5 + 3
Department store stocks®*. (...t iiiiiiiiei i 1947-49 = 100 13t 131r 129 124 # + 6

Note: Latest data available as of noon, June 3, 1957,

p Preliminary.
r Revms@d
Not available.
¥ Ad:usted for seasonal variation.
1 Seasonal variations believed to be minor; no adjustment made.

i New basis. Under a new Census Bureau definition, persons laxd off temporarily and those waiting
to begin new jobs within thirty days are claesified as unemployed; formerly these persons were
considered as emploved. Both series will be published during 1957.

# Change of less than 0.5 per cent.

§ Seasonal factors revised. Back data available from the Domestic Research Division, Federal
Reserve Bank of New York.

9 Revised series. Back data available from the United States Department of Commerce.

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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