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Money and Banking in a New Environment*

By A l f r e d  H a y e s  
President, Federal Reserve Bank of New York

My associates and I are very glad to have this oppor
tunity once again to meet with our good friends of the 
New York State Bankers Association and to exchange 
views on problems of mutual interest. The past year has 
certainly been a momentous one, with both pluses and 
minuses among the year’s economic developments. While 
1972 will undoubtedly bring new problems, I think we 
can reasonably look forward to the coming twelve months 
with greater confidence in the economy than was the case 
when I last met with you.

In an area of major interest to bankers, we have now 
seen the completion of the long-awaited report of the Pres
ident’s Commission on Financial Structure and Regula
tion. I should like to make a few observations with respect 
to this report, after which I shall comment on some of 
the major domestic and international problems confronting 
the Federal Reserve System.

The Hunt Commission Report, as it has come to be 
known, addresses a number of complex and difficult issues. 
The Commission’s thoughtful and comprehensive ap
proach is commendable. The report merits serious con
sideration and analysis by the Congress, the financial 
community, and the regulatory agencies.

In a sense, the assignment given the Hunt Commission 
was an outgrowth of and response to the significant 
changes that have been taking place in our financial in
stitutions and in the markets they serve. Many of these 
changes reflect the response of institutions to the broad 
economic, demographic, and social changes that have been 
occurring in the nation. At the same time, technological

* An address before the forty-fourth annual midwinter meeting 
of the New York State Bankers Association in New York City on 
January 24, 1972.

developments, particularly in the computer field, have en
hanced the ability of financial institutions to provide new 
and improved services.

The events of recent years have made it increasingly 
apparent that there are basic deficiencies in our existing 
financial and regulatory structure and that modifications 
are needed. Financial institutions, however, have been 
limited in their ability to adapt to changing economic cir
cumstances. They have been unnecessarily constrained by 
laws and regulations, many of which reflect regulatory ob
jectives based on the experience of the 1930’s. Indeed, 
the changes that have occurred in recent years in the finan
cial system represent, to a large degree, an attempt by 
institutions to break out of the existing legal and regula
tory environment. The Hunt Commission was thus charged 
with reviewing our existing financial and regulatory struc
ture and providing recommendations to improve the future 
performance of the nation’s system of financial institutions. 
Its task was clearly a formidable one.

The Commission urges that greater reliance be placed 
on competition as the vehicle for assuring that the nation’s 
system of financial institutions will be responsive to the 
economic and social needs of the decades ahead. Basically, 
it proposes to grant broader powers and greater opera
tional flexibility to financial institutions and to remove 
regulatory restraints that interfere unnecessarily with the 
market process. The Commission was also guided by the 
principle that institutions engaged in the same activities 
should compete on an equal basis.

The Commission’s recommendations— some eighty-nine 
in total— are far too many to discuss here. Let me mention 
a few, however, that are of direct interest to me from a 
central banking point of view.

The Commission proposes the gradual phasing-out of 
Regulation Q ceilings on time and savings deposits, an 
action which I have endorsed on previous occasions. In
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order to help achieve a better competitive balance among 
depository institutions that would be needed if these rate 
controls were eliminated, the Commission would permit 
savings banks and savings and loan associations to become 
“full-service” consumer institutions, offering such services 
as checking accounts and consumer loans. At the same 
time, the Commission would require that all institutions 
offering checking accounts become members of the Fed
eral Reserve System and be subject to uniform reserve 
requirements and uniform taxation. The Commission pro
poses to permit depository institutions to operate over 
wider geographical areas. It urges the states to eliminate 
all geographical restrictions on intrastate branching for 
depository institutions, including branch and home office 
protection provisions. Since all of these proposals are 
intended to foster greater competition in the financial mar
kets, I find them generally appealing.

In the area of Federal regulation of depository institu
tions the Commission proposes the creation of still another 
Federal agency. This new agency would have jurisdiction 
over all state-chartered commercial banks, savings banks, 
and those savings and loan associations with a substantial 
demand deposit business. The Comptroller of the Cur
rency would continue to have responsibility for the same 
group of institutions that are Federally chartered. The 
Federal Reserve System, in addition to its monetary policy 
responsibilities, would continue to administer the Bank 
Holding Company Act.

I would question the desirability of creating an addi
tional Federal regulatory agency which would further frag
ment the division of regulatory powers. I also have doubts 
about the desirability of discontinuing the bank examina
tion activities of the Federal Reserve System. The personal 
contacts and exchanges of opinion obtained in the exam
inations process provide the System with insights and inti
mate knowledge of individual bank operations helpful in 
the formulation of monetary policy. I also am not con
vinced that it would be wise to abolish reserve require
ments on time and savings deposits, as the Commission 
proposes.

While our study of the report is in its early stages, I 
am generally sympathetic with the broad direction of the 
Commission’s efforts. By considering all financial institu
tions in a unified study, the Commission has correctly 
recognized that individual institutions do not operate in 
isolation from each other. I would therefore hope that, in 
implementing individual recommendations, careful thought 
might be given to the effect of any one particular proposal 
on the entire system of financial institutions.

Although not covered by the Commission, significant 
changes have also been occurring in the nation’s payments

system. The number of checks in the United States has 
been growing rapidly and, if present trends continue, by 
1975 the banking system will be required to process ap
proximately 35 billion checks, a truly staggering amount 
of paper. Last June the Board of Governors of the Federal 
Reserve System in a policy statement placed high priority 
upon efforts by the System to improve the means of mak
ing payments.

Speaking for our Bank, we are proceeding as expedi
tiously as possible along several avenues toward achieving 
the System’s desired objective. Many years before the 
recent interest in establishing regional clearing facilities in 
which settlements are made in immediately available 
funds, our Bank participated with the local banking asso
ciations in forming two check-clearing bureaus within the 
Second District (one in Long Island and the other in 
Bergen County, New Jersey). We are now in the process 
of planning to assume the cost of operating these bureaus 
as Reserve facilities. Studies are also under way to deter
mine other areas for establishing such facilities within the 
Second District. Along with the other Reserve Banks, we 
have undertaken actions aimed at reducing dependence 
upon checks by encouraging banks and their customers to 
make greater use of the System’s expanded capabilities for 
the electronic transfer of funds.

We believe that significant savings in manpower and 
unnecessary handling of checks can be achieved. By in
creasing the speed and efficiency of check handling, we 
can also reduce check frauds, “no funds” checks, and 
check “kiting” losses to banks and the public. Overall, we 
are confident that our efforts will enable the banking com
munity to provide faster, more convenient, and more eco
nomical banking services to the public.

I would like to turn to a review of the current setting 
for monetary policy. With respect to the prospects for the 
domestic economy, I am looking forward, like most others, 
to further economic recovery in 1972. But the events of 
the past few months, including the search for a viable 
incomes policy, passage of important new fiscal measures, 
and most recently the far-reaching changes on the interna
tional monetary scene have certainly added substantially 
to the usual hazards of economic forecasting. I will, there
fore, only offer a few general observations about the longer 
run prospects for economic stability as they are influenced 
by trends in national economic policies.

First, as some of you may know, I have long supported 
the use of an incomes policy to combat the massive prob
lem of inflation in this country. The failure of inflation to 
yield in the mini-recession of 1967, in the period following 
the imposition of the temporary surtax in mid-1968, and 
in the recession of 1970 had made it increasingly apparent
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that this inflation was extraordinarily deep-seated and 
virulent. A cure through conventional policy measures— 
short of creating a major economic downturn—had be
come unlikely, particularly in light of the high level of 
unemployment. I believe that there is in this country a 
reservoir of concern for the national interest sufficient to 
make an equitable incomes policy work, provided that it 
is supported by appropriate control over aggregate de
mand through conventional stabilization policies.

This proviso regarding the need for supportive fiscal 
and monetary policies to aid the success of Phase Two is 
crucial, and is something about which I feel considerable 
unease. The very slowness of the recovery from the 1970 
recession has created a risk that excessive fiscal and mone
tary stimulus might be resorted to in order to get quicker 
results. The Federal budget deficit has been progressively 
increased by the legislating of expensive new domestic 
spending programs, coupled with liberal tax reductions 
for both businesses and individuals. These actions can be 
justified as needed for short-run stimulation of economic 
growth to improve employment opportunities. At the same 
time, it is well not to lose sight of the longer run implica
tions. Clearly, if the Federal spending trend is to continue 
upward at a rapid pace— and I know of no convincing 
reasons to expect otherwise—then at some point the tax- 
cutting trend of the recent past will have to be reversed. 
And, as anyone will agree who recalls the long and frus
trating battle to bring restrictive Federal tax action to bear 
on the problems of the economy in the early years of the 
Vietnam escalation, it is far more difficult to secure tax 
increases—no matter how compelling the need—than tax 
reductions.

Monetary policy is also not immune from the risk of 
going too far in stimulating the economy’s recovery. This 
can be especially true in periods of massive Federal defi
cits when, in order to avoid soaring interest rates and 
disruptive conditions in financial markets, rapid expansion 
of bank credit may be required to help finance a part of 
the Treasury’s borrowing needs. Moreover, the Federal 
Reserve, like other policy makers, is rightly concerned 
about alleviating the social and economic costs of high 
unemployment. In so doing it can overshoot the mark. 
The easing of monetary policy in mid-1968, amid fears 
of economic overkill following passage of the tax sur
charge, is a good example of System overreaction. In the 
present setting, excessive preoccupation with short-run 
movements in the money stock might lead us astray. I am, 
however, hopeful that the System has learned from its 
past experience, and that it will remain steadfast in its 
efforts to lay the groundwork for sustained growth based 
on reasonable price stability without the need for long-

lasting wage and price controls.
Achieving and maintaining a high level of employment 

is, of course, a prime responsibility of the Federal Reserve 
System. However, the experience of the past few years 
raises a serious question as to just how low a level of un
employment may be consistent with the maintenance of 
reasonable price stability and international payments 
equilibrium, which are also major national policy goals. 
This question clearly deserves further study. At the least, 
the setting of an employment goal ought to recognize that 
the benefits of higher employment may involve costs— 
sometimes very high costs—through the ravages of domes
tic inflation and international trade and monetary strains. 
I certainly do not know how to quantify these conflicting 
considerations, but it does seem to me that we have now 
paid a very dear price for the overly full employment that 
prevailed from 1966 through 1969.

But, while I think that forced draft expansion of the 
economy is an excessively costly way of achieving high 
employment, and one that is ultimately destructive of its 
own ends, I do not believe that we need to accept rela
tively high unemployment as a permanent price of eco
nomic stability. There is much that can and should be done 
to make relatively low unemployment a viable policy goal. 
Among other things, we still need to do more to develop 
adequate and realistic programs for job training and re
training, to provide equal educational and employment 
opportunities for all, and to break down artificial barriers 
against entry into certain occupations. Equally important, 
a critical review of the competitive structure of business 
and organized labor in this country is long overdue. Such 
measures to improve the responsiveness of prices and 
wages to the objective realities of the marketplace will not 
be easy, nor can they all be accomplished quickly, but that 
is all the more reason to proceed immediately and force
fully. Economic controls and/or unemployment are too 
high a price to pay for market imperfections.

International considerations have always played a sig
nificant role in the formulation of United States monetary 
policy. Now, of course, we are dealing with a new set of 
circumstances. The Administration has agreed to propose 
a specific devaluation of the dollar to the Congress as 
soon as there is adequate progress in the discussion of 
trade arrangements. However, difficult and probably pro
longed negotiations with respect to the general shape of 
the monetary system, including the convertibility of the 
dollar, lie ahead.

What the international role of monetary policy will be 
in the period ahead cannot, of course, be answered defin
itively since the outlines of the new system are as yet only 
vaguely visible. However, a few points seem clear even
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now. Confidence in the dollar is essential if the dollar is 
to retain its important role as the principal intervention 
and transactions currency, and as a medium for invest
ment. By far the most effective single way of assuring such 
confidence will be for the nation to succeed in stabilizing 
the dollar’s internal value, i.e., by winning the present 
battle against inflation. Monetary policy’s role in this will 
be very important, along with those of fiscal policy and 
the current program of direct controls over wages and 
prices.

In this connection it seems worth pointing out that a 
devaluation, such as that of the dollar vis-a-vis the other 
major currencies, carries with it costs as well as benefits. 
The major benefits are obviously in the area of a better 
payments equilibrium and a stimulus to export industries, 
as well as some relief from import competition. But these 
benefits are achieved only gradually over time. Meanwhile 
devaluation means higher prices for everything purchased 
abroad at a time when we are striving hard to stem infla
tionary pressures. History is full of instances where nations 
have thrown away the benefits of devaluation by permit
ting a generalized increase in costs and prices to nullify 
the competitive advantage of a lower exchange rate. I hope 
we can steer clear of this pitfall.

Another area where monetary policy will inevitably play 
a part is that of capital movements, especially flows of 
short-term funds. After all, the international financial crisis 
of 1971 began with an enormous flow of funds to take 
advantage of interest rate spreads, and only later took on 
the character of exchange rate speculation. It was a dis
parity in monetary policies on the two sides of the Atlantic, 
reflecting a difference in phasing of the economic cycle, 
that had a great deal to do with setting off the initial move
ments. This brings us to the old question of the relative 
priorities to be given to domestic and international con
siderations.

In pursuing our domestic economic and social goals, 
we should not lose sight of the need for as much interna
tional coordination as can be achieved. We must recog
nize, however, that the scope for better “harmonization” 
of various countries’ monetary policies is narrow. In 
theory, greater use of fiscal policy for domestic needs 
might free monetary policy for a larger international role; 
but, since effective flexible fiscal policy is more theory 
than fact in nearly all countries, it is hard to conceive of 
a widespread willingness to give priority to international 
factors in setting national monetary policies. Perhaps the 
best we can hope for is to try to avoid extreme interest 
rate disparities to the extent that this does not seriously 
interfere with our domestic objectives.

It is often suggested that the answer to problems such

as these is simply to adopt floating exchange rates. Yet I 
would point out that the progressive hobbling of exchange 
markets by controls and other devices that were employed 
after August 15 of last year was further proof—if any was 
needed—that governments regard the rate of exchange of 
their currency as too important and too sensitive a price 
to abandon it wholly to determination by often random 
and transitory market forces. Indeed, there was a clear 
effort on the part of most countries to restrain the rise in 
their exchange rates in the post-August 15 period. It was 
to counter this natural temptation of countries to manipu
late their exchange rates that rules governing the setting 
of par values and limits of fluctuation around those par 
values were written into the Articles of Agreement of the 
International Monetary Fund. More than anything else 
the Fund Articles represented an internationally accept
able code of behavior. From this point of view, the essen
tial element in the Washington agreement of December 
18 was not the particular mix of exchange rates, but rather 
the reestablishment of a minimum set of rules governing 
international behavior with respect to the exchange mar
kets.

In my judgment it goes without saying that the United 
States balance of payments must remain a very serious 
concern to our nation. I am glad to note the current efforts 
of the Administration to press vigorously for a lowering of 
artificial trade barriers abroad; no doubt there will be 
some opportunities over the longer run for reciprocal 
actions on our part. Certainly the nation as a whole stands 
to gain from any lessening of the protectionist tendencies 
that have become all too apparent, both here and abroad, 
in recent years. By the same token I hope that further 
progress can be made toward a more equitable sharing of 
the burdens of defense in the Western world. There is 
reason to hope that the rate realignment, coupled with 
progress on the trade and defense fronts, will foster attain
ment of reasonable basic equilibrium in the major coun
tries’ payments as a whole. Even in that event, there may 
of course be short-term problems for one country or an
other abroad, and I would hope that we will be prepared 
to assist by using the international credit arrangements 
that have been developed in recent years.

In any event, it is essential that there be a continuing 
spirit of mutual interest and cooperative effort. With all 
its faults, the unprecedented post-World War II economic 
growth reflected in no small measure an outstandingly 
successful experiment in international cooperation. The 
enthusiasm with which the world welcomed the recent 
agreement on new central exchange rates is symptomatic 
of the worldwide desire for international stability. In re
cent years there has been growing evidence of shortcom
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ings in the mechanical working of the Bretton Woods 
system. The new arrangements now evolving will, we 
hope, have certain improved features better attuned to 
the realities of today’s world. I should also note, however, 
that many of the limitations attributed to the Bretton 
Woods system owed less to its own weaknesses than to 
mismanagement of domestic economies or the reluctance 
of major countries to utilize fully the options open to them 
in the system— and that no system can “work” for long 
without the support of well-conceived national policies.

As I said at the outset, 1972 will no doubt bring its 
own problems and challenges. We are in a period of rapid 
social and economic change that will require many adjust
ments on the part of all of us. This is especially true of 
those of you in the banking industry who have such a vital 
role to play in both local and national affairs. However, 
the response of the banking community to the wrenching 
developments of recent years has convinced me that your 
industry is capable of performing effectively in the new 
environment.
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The Business Situation

Recent business indicators confirm that some accelera
tion of the economic recovery occurred toward the end of 
1971 following a lethargic showing over most of the year. 
In the fourth quarter, real gross national product (GNP) 
advanced at a 6 percent annual rate, about double the 
very sluggish rate of increase in the two preceding quar
ters. Similarly, the tempo of industrial production quick
ened somewhat toward the year-end. There are some signs 
that the recently increased economic momentum may be 
carrying into 1972. The record levels of housing starts 
and building permits in December increased the likelihood 
that the housing boom will continue into the opening 
months of the year, while the latest surveys of plant 
and equipment spending intentions for 1972 suggest 
that a strengthening of recently weak business investment 
could emerge this year. On the other hand, post-freeze 
developments in retail sales, together with the continued 
high rate of personal savings, provide no clear indication 
that consumers have overcome their hesitancy. However, 
the net tax reductions for most income groups that took 
effect in January should help to bolster consumer demand. 
As yet, the improved pace of the recovery has not had 
a significant influence on the unemployment rate, although 
the rate slipped slightly in January.

The recent data on wages and prices—while showing 
some encouraging developments—do not yet provide a 
firm foundation for evaluating the progress of Phase Two 
policies in combating inflation. To be sure, all of the major 
indexes of price and wage trends slowed markedly in the 
fourth quarter. Generally speaking, however, these data 
overstate the moderation in underlying inflation since they 
were heavily influenced by the mid-August to mid- 
November price and wage freeze. On the other hand, price 
data in the months immediately following the freeze may 
overstate inflationary trends as a result of the clustering of 
price and wage increases.

G R O S S  N A T I O N A L  P R O D U C T  

A N D  R E L A T E D  D E V E L O P M E N T S

During the fourth quarter of 1971, the market value of 
the nation’s output of goods and services rose by $19.6

billion (see Chart I) to a seasonally adjusted annual rate 
of $1,073.0 billion. The rise in real GNP—that is, GNP 
adjusted for price increases—was at a rapid 6.1 percent 
annual rate, the largest advance in more than three years 
except for the first quarter of 1971 which was swollen by 
the rebound from the General Motors strike. At the same 
time, the GNP price deflator rose at an annual rate of only 
1.5 percent, the smallest since the beginning of the Viet
nam escalation.

On the basis of newly revised data, real GNP growth 
during the second and third quarters of last year is now 
reported to have averaged a 3 percent annual rate, about 
1 percentage point less than previously estimated. Nor
mally, such revisions of the GNP data are not pub
lished until July of the following year. However, the 
need to adjust certain GNP components for retro
active provisions of the Revenue Act of 1971, together 
with some major revisions of the source data used to 
estimate GNP, prompted these earlier than usual revi
sions in the GNP accounts. One effect of these changes 
was to underscore even more forcefully the sluggishness 
of the economic recovery during most of 1971 and to 
make the fourth-quarter performance stand out in sharper 
contrast.

The fourth-quarter strengthening in the growth of GNP 
was partially a result of greater inventory spending. In 
the previous quarter, inventory spending as measured in 
the GNP accounts had actually declined, as users worked 
off excess steel inventories that had been accumulated 
earlier as a hedge against a possible strike. While the steel 
adjustment continued into the fourth quarter—as sug
gested by the virtually unchanged level of durables manu
facturers’ inventories on a book-value basis during Novem
ber and December—the magnitude of the resulting drag 
on overall inventory spending was smaller than in the 
third quarter. More importantly, however, there was also 
some evidence of a strengthening in the underlying de
mand for inventories during the final months of the year. 
In part, this may have reflected the general improvement 
in confidence that appeared to characterize this period. 
Beyond this, the relatively low level of inventory-sales 
ratios in most sectors was conducive to higher demands
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for stocks. These factors, especially if coupled with an 
acceleration of final sales, should lead to a still more 
expansionary rate of inventory spending in the months 
ahead which in turn would tend to stimulate production 
and employment.

The most recent readings of the Federal Reserve 
Board’s index of industrial production provide some evi
dence of a quickening in the pace of industrial output. 
Indeed, increases in November and December industrial 
production averaged a fairly substantial 0.7 percent. While 
part of these gains resulted from the resumption of coal 
production following the coal miners’ strike, the advances 
in output excluding coal were still fairly sizable. More
over, these most recent gains in production were broadly 
based, as December production levels in virtually every 
major grouping were above their October readings. One 
major exception to this rule was the production of motor 
vehicles and parts which stood at 0.4 percent below its 
October level.

Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AN D  ITS COMPONENTS

Seasona lly  adjusted

^ 5 ^ ]  Change from second qua rte r ■ ■ c h a n g e  from third quarter

to th ird  qua rte r 1971 H i  f °  f ° Urth quarter 1971

Source: U n ite d  S ta te s  D e p a r tm e n t o f  C om m erce.

The failure of automobile production to show added 
strength at the year-end may have been a reflection of 
the sharp downturn in sales of domestically produced 
cars that occurred in December. Indeed, new car sales, 
which surged almost immediately after the President’s 
August 15 speech and continued at a rapid rate into the 
fourth quarter, dropped off during late November and in 
December. This suggests that at least some of the spurt 
in purchases represented buyer attempts to avoid higher 
future car prices. Increases were, in fact, allowed by the 
Price Commission after the end of the freeze. Sales of 
imported automobiles have tended to weaken since cresting 
in mid-1971, but it is impossible to determine how much of 
this was the consequence of shortages resulting from long
shoremen labor disputes as distinct from the higher import 
prices stemming from the temporary import surcharge and 
from the international currency realignments.

The end-of-quarter weakening in automobile sales was 
one factor that held the fourth-quarter rise in consumer 
spending to a modest $8.9 billion, a somewhat smaller 
gain than was registered in the two preceding quarters. 
Because of the dramatic impact of the freeze on the rate 
of inflation, however, the October-December quarter’s 
gain in real consumption amounted to a 4 percent annual 
rate, the same as in the second and third quarters. In 
addition to the December slowdown in auto sales, non
automotive retail sales closed the year on a somewhat 
weak note. On the other hand, consumer credit outstand
ing continued to grow quite rapidly in the final months of
1971. The increased willingness of consumers to finance 
purchases through credit may be an indication of an im
provement in consumer confidence. In any event, the out
look for consumer spending has been enhanced by the net 
tax reductions for most income groups which took effect in 
January of this year.

Despite the moderate advance in current-dollar con
sumption spending in the fourth quarter, the ratio of per
sonal savings to disposable or after-tax income fell by 0.4 
percentage point to 7.7 percent. This decline in the savings 
rate was primarily a reflection of accelerated collections 
procedures for estate and gift taxes, which temporarily in
creased personal tax payments by about $3 billion in the 
fourth quarter and thereby depressed the level of dispos
able income. However, since this change in collections pro
cedures was not likely to have had a major impact on con
sumer spending, it can be assumed to have been the princi
pal cause of the reduced savings rate. And, even without 
allowance for this factor, the savings rate in the fourth 
quarter remained very high by historical standards.

Home-building activity continued to expand in the 
fourth quarter from the very high levels attained earlier
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in the year. Indeed, the monthly record for the level of 
seasonally adjusted housing starts was shattered by No
vember’s 2.3 million unit annual rate and again by De
cember’s 2.5 million units. Although the small December 
seasonal factor may have exaggerated the effect of excep
tionally good weather, during the fourth quarter as a whole 
housing starts increased at a 22 percent annual rate over 
the level attained in the previous three-month period. At 
the same time, newly issued building permits, which are an 
advance indicator of home-building starts, climbed at 
about a 27 percent annual rate. In short, despite the rec
ord performance of the housing sector during 1971, 
indications are that this upward momentum may carry 
into the opening months of 1972. The recent declines in 
most market interest rates should further strengthen the 
competitive position of the nation’s thrift institutions, there
by facilitating the continued ample flow of credit into 
the residential mortgage market.

The growth in business fixed investment expenditures 
was a modest $1.1 billion in the final quarter of 1971, 
about the same as in the previous three months. During the 
fourth quarter, and for the year as a whole, low levels of 
industrial capacity utilization as well as the sluggish pace 
of the recovery had a depressing impact on business fixed 
investment, particularly in the manufacturing sector. How
ever, recent indications suggest that a more expansionary 
spending pace may emerge in 1972. For example, between 
June and December 1971, the index of industrial produc
tion for business equipment increased at an annual rate of
7.4 percent, reversing a two-year downward trend. Sim
ilarly, the most recent survey of capital spending plans 
conducted jointly by the Department of Commerce and the 
Securities and Exchange Commission indicates that such 
investment is expected to rise by about 9.1 percent in
1972, a figure which is roughly in line with other recent 
survey results. Manufacturing companies are expected to 
increase investment spending by 4 percent, a marked con
trast to the 5.4 percent decline registered in 1971.

Government purchases of goods and services jumped by 
a very sizable $7 billion during the fourth quarter, or about 
three times the average quarterly gain in recent years. In
creased spending by state and local governments accounted 
for $4 billion of this gain. Spending on structures, which 
had been particularly sluggish earlier in the year despite 
heavy state and local borrowing, rose sharply during the 
final quarter. At the Federal level, a military pay raise de
signed to help speed the transition to a volunteer army 
took effect in mid-November and accounted for about 
one third of the $3 billion rise in total Federal expendi
tures. A substantial increase in crop purchases under the 
price-support programs of the Commodity Credit Corpora

tion was also a factor in the advance in Federal spending.
Net exports of goods and services posted a deficit of 

$2.0 billion in the fourth quarter, according to preliminary 
estimates. Since this account had been in balance during 
the preceding quarter, the fourth-quarter deficit repre
sented a $2 billion drag on the overall advance of nominal 
GNP. The latest decline in net exports was primarily the 
result of the East and Gulf Coast dock strikes although, 
even apart from this factor, the trade position of the 
United States deteriorated sharply in 1971. In the future, 
however, the December 18, 1971 currency realignments 
and the ongoing trade negotiations should lead to an im
provement in our position in the world markets, and thereby 
promote a strengthening in our net export position.

P R I C E S ,  W A G E S ,  A N D  P R O D U C T I V I T Y

Since August 15, a different framework has surrounded 
the making of price and wage decisions. Inflation rates 
slowed, in some cases quite dramatically, under the 
impact of the ninety-day wage and price freeze. While 
some rather sizable price and wage increases have taken 
place in the post-freeze period, a bunching of increases 
that might otherwise have been spread out over the 
three-month period of the freeze was to be expected. 
Under these circumstances, the advances recorded in the 
available price data for December and January have actu
ally been smaller than might have been feared.

Some of the clearest manifestations of recent policy 
changes are to be found in the behavior of seasonally ad
justed wholesale industrial prices (see Chart II). Over 
the first eight months of 1971, these prices soared at a
4.9 percent annual rate. They then declined at a 1.3 per
cent rate between August and November, and spurted 
at a 3.1 percent rate in December. Movements in consumer 
prices followed roughly similar contours, but the data col
lection procedures for consumer prices are such that not all 
prices for the items in the index are sampled every month. 
Thus, consumer price changes recorded during the freeze 
included some pre-New Economic Policy developments 
while changes recorded during the early stages of Phase 
Two are still a partial reflection of the freeze. The rise in 
consumer prices, which had proceeded at a 3.8 percent an
nual rate over the first eight months of last year, slowed to
1.7 percent during the freeze and then accelerated to a 4.6 
percent annual rate of increase in December. The December 
rise in consumer prices was paced by a large increase in 
food prices, many of which had not been covered by the 
freeze. Nonfood commodity prices rose by a fairly sub
stantial seasonally adjusted annual rate of 4.1 percent. 
However, because of the sampling procedures noted above,
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fluenced by the ninety-day freeze. Indeed, because 
compensation per man-hour is a measure of the quarterly 
average level of wage and benefit payments, most of the 
monthly data used to estimate it over the last three months 
of 1971 was collected while the freeze was still in effect. 
For example, between August and November, average 
hourly earnings— one of the monthly sources for the series 
on compensation per man-hour—rose at only a 2 per
cent annual rate. Reflecting the post-freeze clustering of 
wage increases, this series then shot up at an annual rate 
of 10 percent in December and a slower but still rapid 7 
percent in January. This pattern of behavior suggests that 
the quarterly rise in compensation per man-hour—like 
most wage and price series— could accelerate at the start 
of 1972 as a large number of wage increases are con
centrated into a relatively short time span.

Productivity, as measured by the index of output per 
man-hour in the private economy, rose at a 3.4 percent 
annual rate during the fourth quarter—slightly above its 
long-term trend. Excluding the farm sector, where pro
ductivity changes tend to be quite volatile on a quarterly 
basis, output per man-hour climbed at a 4.9 percent an-

the December consumer price data probably did not fully 
capture the clustering of price increases that seems likely 
to have occurred following the termination of the freeze.

The implicit GNP deflator, which is the broadest avail
able measure of price changes, rose at a relatively modest
1.5 percent annual rate during the fourth quarter (see 
Chart III). While this was the smallest such quarterly ad
vance since 1965, the behavior of the deflator exaggerates 
the underlying moderation in inflation. For example, in the 
absence of the auto excise tax repeal, the deflator would 
have risen at an annual rate of about 2 percent. More 
importantly, because it is essentially an average of monthly 
price data during the quarter, most of the data used in 
estimating the deflator for the fourth quarter was collected 
while the freeze was still in effect. As a consequence, much 
of the post-freeze clustering of price increases will be re
flected in the quarterly average level of the deflator for 
the first three months of 1972. Just as the deflator 
for the fourth quarter tends to understate the rate of infla
tion, its 1972 first-quarter showing will probably overstate 
the situation.

During the fourth quarter, the increase in compensation 
per man-hour in the private economy slowed to a 4.3 per
cent annual rate, a marked deceleration from the gains 
of 6 percent to 9 percent generally registered over the 
last several years. The fourth-quarter showing of com
pensation per man-hour was, however, also heavily in-

C h a rt III

INCREASES IN PRICES A N D  WAGES
Seasonally adjusted annual rates

COMPENSATION PER MAN-HOUR
P riv a te  eco n o m y
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nual rate in the final quarter, nearly twice as fast as in the 
preceding two quarters. As a consequence of the com
bined private economy compensation and productivity 
changes, labor costs per unit of output rose at a very 
small 0.7 percent annual rate, the slowest quarterly growth 
since 1965. However, because as noted earlier the rise in 
compensation was held down by the wage freeze, the in
crease in unit labor costs was similarly affected. Thus, 
these data do not provide a clear indication of the extent 
to which labor cost pressures on the price level have 
moderated.

Some very tentative signs of improved labor market 
conditions emerged from the surveys conducted by the 
Bureau of Labor Statistics during January. After strength
ening in the closing months of last year, seasonally ad

justed nonfarm payrolls rose by an additional 240,000 
workers, the largest monthly gain since payroll employ
ment bottomed out in November 1970. However, about 
one third of the overall January rise was concentrated in 
contract construction, possibly as a result of the exception
ally mild weather prevailing in some parts of the country 
during the month. The increase of 45,000 workers on 
manufacturing payrolls was accompanied by sizable de
clines in the average factory workweek and hours of 
overtime. According to the monthly household survey, the 
unemployment rate for January was a seasonally adjusted
5.9 percent. Although some of the data point to a firming 
of labor markets for experienced workers, the overall 
unemployment rate was probably not significantly changed 
from December’s downward revised 6.0 percent.

Monetary and Bank Credit Developments in the Fourth Quarter

During the fourth quarter of 1971, the narrow money 
supply rose only slightly but the broader monetary and 
credit aggregates posted relatively large advances. The 
growth of Mx— adjusted demand deposits and currency 
held by the public—slowed to a seasonally adjusted an
nual rate of 1.1 percent in the fourth quarter from 3.7 
percent in the third quarter of 1971 (see Chart I) . While 
demand deposits were virtually unchanged in the fourth 
quarter, the expansion of time deposits accelerated. Con
sequently, the growth of M2—which includes plus 
commercial bank savings and time deposits other than 
large-denomination certificates of deposit (CDs)—rose 
to 8.0 percent at an annual rate during the fourth quarter 
from 4.4 percent in the previous three-month period. The 
surge in time deposits was also reflected in the adjusted 
bank credit proxy. This aggregate consists of total member 
bank deposits subject to reserve requirements and such 
nondeposit sources of bank funds as Euro-dollar borrow
ings and commercial paper sold by bank holding com
panies and affiliates. The adjusted proxy increased in the

fourth quarter of 1971 at a seasonally adjusted annual 
rate of 9.7 percent, up from the 7.6 percent rate of advance 
in the third quarter.

Bank credit—total commercial bank loans and invest
ments adjusted for loan transactions with affiliates—in
creased in the final quarter of 1971 at a seasonally ad
justed annual rate of 8.8 percent, virtually the same as 
the growth registered in the previous quarter. The overall 
strength in bank credit was paced by a large increase in 
holdings of tax-exempt securities. However, commercial 
and industrial loans outstanding remained practically un
changed during the fourth quarter, reflecting the sluggish
ness in business demands for short-term credit.

M O N E T A R Y  A N D  R E S E R V E  A G G R E G A T E S

The narrow money supply (Mx) began moving higher 
in December after four months of virtually no growth. The 
December increase amounted to a modest 2.6 percent 
at a seasonally adjusted annual rate. This figure, however,
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Chart I

CHANGES IN MONETARY AND CREDIT AGGREGATES
Seasonally adjusted annual rates 

Percent Percent

Ml = Currency plus adjusted demand deposits held by the public.

M2 = Ml plus commercial bank savings and time deposits held by the public, less 
negotiable certificates of deposit issued in denominations of $100,000 or more.

Adjusted bank credit proxy = Total member bank deposits subject to reserve
requirements plus nondeposit sources of funds, such as Euro-dollar borrowings 
and the proceeds of commercial paper issued by bank holding companies or 
other affiliates.

Source: Board of Governors of the Federal Reserve System.

may understate the growth of Mt because of a change 
in the regulations of the Office of Foreign Direct Invest
ments covering end-of-year reporting requirements for 
United States corporations. In the past, corporations had 
been required to bring their overseas investments into line 
with ceilings by the last day of the calendar year. One result 
of this requirement was an inflow of bank deposits in late 
December. This time, however, the settlement deadline has 
been deferred until the end of February 1972. Conse
quently, the inflow during December was smaller than 
usual. Inasmuch as the precise amount of the shortfall is 
unknown, no attempt is made to adjust the figures for the 
new computation rules.

Over 1971 as a whole, Mi rose by 6.2 percent, com
pared with 5.4 percent in the previous year (see Chart II). 
Most of the 1971 gain occurred in the first half of the year, 
when Mi grew at an annual rate of 10.0 percent, followed 
by 2.4 percent in the second half. The leveling-off of the 
narrow money supply was initially accepted as an offset to 
the exceedingly rapid growth of earlier months. However, 
as Mi remained on a plateau throughout the latter part of 
the summer and into autumn, the Federal Reserve moved 
to stimulate its growth. These moves were taken gradually 
at first, partly in view of the very rapid growth of Mx ear
lier in the year.

As winter approached and M x remained stubbornly 
flat, the Federal Reserve became increasingly aggressive 
in seeking to stimulate monetary growth. Nonborrowed 
reserves were increased at annual rates of 5.8 percent in 
November and 15.7 percent in December. The Federal 
Reserve discount rate was reduced by Va percentage point 
in November and again in December to a level of AVi 
percent. The average effective rate on Federal funds 
dropped from 5.55 percent in September to 4.91 percent 
in November and 4.14 percent in December. With Federal 
funds generally trading at rates below the discount rate in 
December, member bank borrowings from the Federal 
Reserve Banks fell to $108 million on average for the 
month, down from $501 million in September.

Even though there was little response in Mi before the 
end of the year, the easing of money market conditions ap
parently helped to stimulate the growth of time deposits. 
Bank offering rates on large CDs were progressively reduced 
in tandem with market rates, but they remained sufficiently 
favorable to investors to attract a net of $1.8 billion of CD 
funds to large commercial banks during the fourth quarter 
—a 22.8 percent seasonally adjusted annual rate of in
crease. Other time and savings deposits grew at an annual 
rate of 14.7 percent over the quarter. Rates generally re
mained at the ceilings of AV2 percent on savings deposits 
and up to 53A  percent on time deposits of less than 
$100,000 until the end of the year, when a major West

Chart II

CHANGES IN MONETARY AND CREDIT AGGREGATES
Seasonally adjusted 

Percent Percent

1970 1971 1970 1971 1970 1971

Note: Changes are calculated from December of previous year to December 
of year indicated.

^Adjusted to include net sales to affiliates from banks' loan portfolios. 

Source: Board of Governors of the Federal Reserve System.
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Coast bank announced reductions. A number of other 
banks have taken similar steps since the beginning of 
1972. Reflecting the strong inflows of consumer-type time 
and savings deposits, M2 increased at an annual rate of 
8.0 percent during the fourth quarter of 1971. This gain 
was nearly twice the size of the previous quarter’s increase 
but fell considerably short of the very large rise experi
enced in the first half of the year. Over 1971 as a whole, 
M 2 increased by 11.1 percent, up from 8.1 percent in 1970.

The growth in the adjusted bank credit proxy at a sea
sonally adjusted annual rate of 9.7 percent during the 
three months ended in December was about the same as 
the growth rate experienced over the year as a whole. The 
fourth-quarter rise in the proxy was largely the result of 
the gains in member bank time and savings accounts, 
while private demand deposits showed little change and 
Government deposits and liabilities to foreign branches 
declined slightly.

Since the adjusted proxy includes all member bank 
liabilities subject to reserve requirements, it may seem 
anomalous that required reserves actually declined 
slightly over the quarter while the proxy increased sub
stantially. Indeed, although the growth rates of the proxy 
and required reserves often differ on a quarterly basis, the 
fourth-quarter divergence in the behavior of the two series 
was unusually wide. This apparent paradox can be ex
plained by two factors. One is related to the manner of 
computation of reserve requirements. Since these lag two 
weeks behind deposits, a dip in demand deposits in the 
second half of September was not reflected in required 
reserves until October. Similarly, part of the December 
rise in deposits was not reflected in required reserves 
until January. Hence, the levels of required reserves were 
high in September and low in December in relation to 
deposits. A second factor contributing to the disparate 
behavior of the adjusted bank credit proxy and required 
reserves was a shift in the composition of deposits. As 
noted earlier, most deposit growth during the fourth quar
ter was in the form of time deposits, which have relatively 
low reserve requirements.

B A N K  C R E D I T  A N D  L I Q U I D I T Y

Total bank credit, net of loan transactions with affili
ates, rose at a seasonally adjusted annual rate of 8.8 per
cent in the fourth quarter. This virtually duplicated the 
advance of the third quarter (see Chart III), though it was 
below the 10.7 percent gain in 1971 as a whole. Com
mercial bank holdings of securities grew more rapidly 
than did bank loans, which was true during most of the 
year. Total loans, adjusted for transactions with affiliates,

advanced at a rate of 7.0 percent, about half the pace of 
the preceding quarter. As had been the case for much of 
the year, the increase in total loans was led by consumer 
and real estate loans. The fourth-quarter moderation in 
overall bank lending resulted from the slowdown in the 
business loans component. After a sharp rise in the third 
quarter resulting from transactions related to the August 
international financial crisis, business loans were virtually 
unchanged in the fourth quarter on a seasonally adjusted 
basis.

The weakness of business loan demand was one of the 
factors prompting a series of reductions in the commercial 
bank prime lending rate, which moved from 6 percent in 
September to 5lA  percent at the end of December. The 
reductions may have been hastened by the adoption of 
floating prime rate conventions at a few large banks, since 
the rules inaugurated in November established a formal 
link between the prime rate and market rates on such in
struments as commercial paper. The prime rate reductions 
during the last two months of the year were led by declines 
in commercial paper rates. Other banks generally followed

Percent 
25

Chart III

CHANGES IN BANK CREDIT AND ITS COMPONENTS
Seasonally adjusted annual rates

Total bank Total lo a n s *
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Source: Board of Governors of the Federal Reserve System.
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the pattern thus established, although sometimes with a 
lag of several days or weeks.

Commercial bank holdings of securities rose at an an
nual rate of 12 percent over the three months ended in 
December. During this period, most of the overall rise 
resulted from acquisitions of tax-exempt securities— a 
pattern that was dominant throughout much of the year. 
Over the year, large-scale bank purchases of these securi
ties were instrumental in helping the financial mar
kets to absorb a record $24 billion in new tax-exempt 
bond issues in a climate of generally declining interest 
rates. This pattern of behavior reflected both the accommo
dative stance of monetary policy and the generally sluggish 
demand for business loans.

Bank holdings of United States Government securities 
rose, on a seasonally adjusted basis, at a modest rate of
2.7 percent during the fourth quarter. Most of that gain 
was recorded in December, when the Treasury sold $4.5 
billion of tax anticipation bills. The normal pattern by 
which the banks finance a significant portion of the seasonal 
Treasury deficit was modified by foreign purchases, which 
tended to restrict the availability of short-term issues on 
the domestic markets. Federal Reserve actions added 
momentum to the downward movement in short-term rates

displayed in Chart IV. These factors made Treasury bills 
a relatively unattractive investment for commercial banks, 
since yields were less than rates paid on most classes of 
time deposits. Weekly reporting bank data suggest that the 
limited bank acquisitions of Treasury securities made 
before December were concentrated in the intermediate 
maturity ranges, where the fourth-quarter declines in rates 
were not so precipitous as at the short end of the maturity 
spectrum.

With overall loan demand relatively weak and time de
posit inflows remaining strong, bank liquidity improved in 
the fourth quarter. As a consequence, conventional mea
sures indicated that banks were in a slightly more liquid 
position at the end of 1971 than a year earlier (see Chart 
V). The expanded loan-deposit ratio— a ratio of loans ad
justed (other than loans to brokers and dealers) to deposits 
(less cash items in the process of collection) plus liabilities 
to foreign branches—decreased by about 1.6 percentage 
point at weekly reporting commercial banks over the

Chart V

MEASURES OF BANK LIQUIDITY
A ll weekly re p o rtin g  banks 

Percent Percent

N ote : The lo a n -d e p o s it  r a t io  is d e f in e d  as loa ns  (ad justed) less lo a n s  to  

b ro k e rs  a n d  d e a le rs  as a p e rc e n ta g e  o f to ta l d e p o s its ,  less  cash item s in 
process o f c o lle c tio n , p lu s  l i a b i l i t ie s  to  fo re ig n  b ra nch es. The l iq u id  

a sse t r a t io  is d e f in e d  as loa ns  to b ro k e rs  a n d  d e a le rs ,  lo a n s  to  do m estic  
com m erc ia l b a n k s , G o v e rn m e n t s e c u r it ie s  d u e  w ith in  one ye a r, b a lan ces  

w ith  d o m e s tic  c o m m e rc ia l b a n ks , b a n k e rs 'a c c e p ta n c e s .a n d  ta x  w a r ra n ts  

a n d  sho r t - t e rm  ta x - e x e m p t  no te s  a n d  b il ls  as a p e r c e n ta g e  o f  to ta l l ia b il i t ie s  
e x c lu d in g  c a p ita l a cco un ts .

S ource: B o a rd  o f G o v e rn o rs  o f the F e d e ra l Reserve System
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quarter, reaching 71.3 percent in December. Except for 
the slightly lower readings in the first quarter of 1971, this 
was the lowest the ratio has been since February 1969. At 
the same time, the liquid asset ratio1 showed a similar im
provement in the fourth quarter, reaching 12.7 percent in 
December, the highest such reading in more than five years.

T H R I F T  I N S T I T U T I O N S

Deposit flows at the nation’s mutual savings banks and 
savings and loan associations continued their strong show
ing in the fourth quarter, rising at a seasonally adjusted 
annual rate of about 12 Vi percent. Over the three months 
ended in December, mortgage holdings by these institu
tions rose at an annual rate of about 15 percent, a slightly 
faster pace than the rise in deposits.

1 The liquid asset ratio is defined as loans to brokers and dealers, 
loans to domestic commercial banks, Government securities due 
within one year, balances with domestic commercial banks, bank
ers’ acceptances, and tax warrants and short-term tax-exempt notes 
and bills as a percentage of total liabilities excluding capital ac
counts.

This marked a reversal of the pattern that had prevailed 
earlier in the year when deposit inflows outpaced mortgage 
lending as the thrift institutions were rebuilding their li
quidity positions and, in the case of mutual savings banks, 
investing part of their savings inflows in the corporate bond 
market. Since July, however, corporate bond yields have 
declined faster than mortgage rates, thereby making in
vestments in mortgages relatively more attractive. For ex
ample, in July, secondary market yields on Federal Hous
ing Administration-insured mortgages were about equal to 
yields on new Aaa-rated corporate bonds. By December, 
a spread of 50 basis points had opened up in favor of 
mortgage yields.

For 1971 as a whole, savings and loan associations and 
mutual savings banks increased their aggregate mortgage 
holdings by about $28 billion, more than double the in
crease registered in 1970. Moreover, thrift institutions 
accounted for more than two thirds of total mortgage lend
ing by financial institutions (including those sponsored by 
the Federal Government) in 1971, up sharply from 56 
percent in 1970. The ability of these institutions to attract 
deposits and thereby supply this massive volume of mort
gage credit was, of course, instrumental in the residential 
construction boom experienced in 1971.
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The Money and Bond Markets in January

Interest rates in the money and capital markets generally 
declined during the first half of January amid quite 
comfortable conditions in the money market. As a result 
of the Federal Reserve System’s generous provision of re
serves, Federal funds traded well below the discount rate. 
While the availability of bank reserves was ample, credit 
demands by corporations were slack. This dearth of de
mand in the face of sharply declining market rates prompt
ed most large commercial banks to reduce their prime 
lending rate to 43A  percent. In the Treasury bill market, 
rates declined by 29 to 75 basis points over the first ten 
days of January, mainly in response to the easier money 
market conditions and to the reduction in the rates on 
Federal Reserve repurchase agreements, which were made 
at rates as low as 3 Vi percent. Reflecting these develop
ments, rates on intermediate- and long-term Treasury notes 
and bonds, corporate bonds, and tax-exempt bonds also 
registered declines.

During the second half of the month, yields rose in 
most sectors of the credit markets. Uncertainty about 
the near-term outlook for interest rates and rumors, which 
were eventually confirmed, of exceptionally large Federal 
deficits for both the 1972 and 1973 fiscal years increas
ingly dampened market psychology. In this heavy atmo
sphere, the Treasury announced on January 26 the terms 
of its February refunding (for details, see page 36). Al
though the market rallied briefly, the underlying uncer
tainty about the future course of interest rates was an 
overriding influence, and yields on intermediate- and long
term issues continued to rise. In contrast, short-term 
interest rates worked lower toward the end of the month.

T H E  M O N E Y  M A R K E T

Conditions in the money market were generally com
fortable in January as the System continued to provide 
reserves generously. The effective rate on Federal funds 
averaged 3.50 percent, down 64 basis points from De
cember and the lowest monthly average since October 
1964. With Federal funds often trading a full percentage

point below the discount rate of 4Vi percent, member 
banks were under no pressure to borrow from the Sys
tem. Consequently, member bank borrowings averaged 
only $25 million for the month (see Table I), the lowest 
monthly level since 1943. Net free reserves averaged 
$209 million, an increase of $161 million over December 
and the highest monthly level since November 1967.

The easier money market conditions in January were 
reflected in substantial declines in virtually all short-term 
interest rates (see Chart I). Dealers in bankers’ accep
tances pared their rates by 3/s percentage point to 4 per
cent during January. The three-month Euro-dollar rate 
fell by % percentage point during the month to 5 percent. 
Rates on dealer-placed commercial paper fell Vi percent
age point, while bank offering rates on newly issued nego
tiable certificates of deposit (CDs) declined by about Vs 
to Vi percentage point. Lately, rates on commercial paper 
and CDs have taken on added significance because several 
large commercial banks have pegged their prime lending 
rate to one or both of these market rates.

In response to the declines in short-term rates, as well 
as to the sluggish business loan demand, virtually all 
the major money market banks had reduced their prime 
rate to 43A  percent by January 21. Moreover, at the end 
of the month, two major New York City banks again re
duced their basic lending rate to 4Vi percent, which was 
the level of the prime rate prevailing from August 1960 
until December 1965, when it was raised to 5 percent. In 
a related development, one of these same banks announced 
that, beginning February 1, it was also reducing the rate 
paid on regular passbook savings accounts by V2 percent
age point to 4 percent. Late in December, a large West 
Coast bank had lowered the rate it pays on these accounts 
to 4 percent.

Preliminary estimates, which are subject to revision, in
dicate that the narrow money supply (Mi) rose in January 
(see Chart II) at a seasonally adjusted annual rate of about 
3 Vi percent. This increase followed a 2.6 percent rate of rise 
in December, and brought the growth over the six months 
ended in January to an annual rate of about 1.3 percent.
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The growth of the broader money supply (M2) also 
accelerated in January, rising at an estimated 14 per
cent annual rate. This compares with the 8.0 percent rate 
of growth achieved in the previous quarter and the 11.1

Table I

FACTORS TENDING TO INCREASE OR DECREASE 
MEMBER BANK RESERVES, JANUARY 1972

In millions of dollars; (4 ) denotes increase 
(—) decrease in excess reserves

Factors

Changes in daily averages—  
week ended Net

changes
Jan.

5
Jan.
12

Jan.
19

Jan.
26

“ M a rk e t”  fa c to rs

M ember b ank  required  reserves .................... 891 — 269 — 685 41,051 — 794

O perating tra n sactio n s  (su b to ta l) ............. — 125 4  22 4  419 — 490 — 174

— 384 — 626 — 229 — 329 — 1,568

T reasury  operations* ................................... — 234 — 215 4  247 — 582 — 784

Gold and  foreign account ........................... + 173 4  127 4  23 — 12 4  311

C urrency outside banks ............................. 4 325 4  603 4  434 4  469 4 1 ,8 3 1

O ther F ed eral Reserve liab ilities

and  cap ita l ....................................................... _ 5 4  132 — 56 — 36 4  35

Total “ m ark et”  factors ........................ — 1,016 — 247 — 266 4  561 — 968

D ire c t  F e d e ra l Reserve c re d it 
tra n s a c tio n s

Open m arket operations (s u b to ta l) ........... 4 -1 .1 9 1 — 7 4  429 — 649 4  964

O utright holdings:

T reasury  securities ................................... + 582 4  526 4  349 __ _ 4 1 , 4 5 7

B an k ers’ acceptances ............................... + 1 —  1 —  1 _  1 —  2
F ed era l agency obligations ........................... — 3 4  168 — — 4  165

R epurchase ag reem en ts :

T reasury securities ................................................ + 516 — 589 4  87 — 547 —  533

B a n k e rs’ acceptances ............................... + 46 — 60 4  12 — 78 _  80

F ed eral agency obligations .................. + 49 — 51 — 18 —  23 —  43

M ember bank borrowings .......................................... — 159 —  40 — 4 — — 203

O ther Fed era l Reserve a sse ts! ...................... - 18 4  47 4  54 4  47 4  130

T otal ................................................................ 4 1 , 0 1 5 4  479 —  601 +  893

Exce ss reserves ..................................................................... 1 —  208 4  174 —  40 —  75

Daily average levels Monthly
averages

M e m be r b a n k :

T otal reserves, including  vault cash ........... 32,814 32,875 33,734 32,643 33,017$

32,501 32,770 33,455 3 2,404 32,783+

Excess reserves ................................................... 313 105 279 239 234$

B orrowings .............................................................. 57 17 13 13 25$

F ree, or net borrow ed ( ) ,  reserves........... 256 88 266 226 209$

N onborrow ed reserves ...................................... 32,757 32,858 33,721 32,630 32,992$

N et carry-over, excess or deficit ( —) § ----- 135 195 126 126 147$

Note: B ecause of rounding, figures do n ot necessarily  a d d  to to ta ls. 

* Includes changes in  T reasury currency a n d  cash, 

t  Includes assets denom inated in  foreign currencies, 

t  Average for four weeks ended J a n u ary  26.

§ N ot reflected in  d a ta  above.

percent rise over all of 1971. The strength in the growth 
of consumer-type time and savings deposits, of course, was 
the major contributing factor to the acceleration in M2 
growth. The precipitous decline in interest rates on com
peting market instruments has made time deposits a rel
atively attractive outlet for investor funds.

Also reflecting the strong growth of time deposits, the 
adjusted bank credit proxy increased in January at an 
estimated 11 percent annual rate. Although below the 13.1 
percent rise recorded in December, this rate of growth was 
above the increases of about 9 Vi percent posted during 
the previous quarter and during the year 1971.

T H E  G O V E R N M E N T  S E C U R I T I E S  M A R K E T

The buoyant tone that characterized the Government 
securities market during most of December continued 
during the first two weeks of January. Amid the easy con
ditions in the money market, the underlying strength in 
the Government securities market reflected a strong belief 
that banks would increasingly look to intermediate-term 
Treasury coupon issues as relatively attractive investments. 
Market participants were also encouraged by the System 
use of repurchase agreements at rates as low as 3Vi per
cent. This level, a full percentage point below the discount 
rate, was the lowest since 1964. The market gained further 
encouragement from the widespread reductions in the 
prime lending rate and sizable System purchases of short- 
and intermediate-term issues. After midmonth, however, 
investor demand began to wane in the face of concern over 
the durability of the lower rate levels and the proximity 
of the Treasury February refunding. These developments, 
in conjunction with the prospects of heavy Treasury fi
nancing over the coming months, dampened market sen
timent, and yields generally rose throughout the maturity 
spectrum over most of the remainder of the month.

The underlying strength in the Treasury bill market 
during the first half of the month partly reflected the ready 
availability of reserves and the resultant low Federal funds 
rate. Beyond this, however, the supply of bills available in 
the market had been diminished considerably by heavy de
mand, while the anticipated bank selling of bills in early 
January failed to develop in the expected volume. The con
tinued presence of foreign demand for bills and, conse
quently, the absence of the widely expected reflow of 
dollars contributed to the strong performance in this sec
tor. As a result, during the weekly auction held on January 
10, rates on the new three- and six-month bills fell respec
tively to 3.109 percent and 3.375 percent (see Table II), 
the lowest levels in more than seven years. In contrast, 
during the tight money period at the end of 1969, three-
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M ONEY MARKET RATES

Chart I

SELECTED INTEREST RATES
N ovem ber 1971-January 1972

BOND MARKET YIELDS

D ecem ber Ja nu ary

Note: Data are shown for business days only.

MONEY MARKET RATES QUOTED: Bid rates for three-month Euro-dollars in London; offering 
rates (quoted in terms of rate of discount) on 90- to 119-day prime commercial paper 
quoted by three of the four dealers that report their rates, or the midpoint of the range 
quoted if no consensus is available; the effective rate on Federal funds (the rate most 
representative of the transactions executed); closing bid rates (quoted in terms of rate of 
discount) on newest outstanding three-month Treasury bills.

BOND MARKET YIELDS QUOTED: Yields on new Aa-rated public utility bonds (arrows point from 
underwriting syndicate reoffering yield on a given issue to market yield on the same issue

N o v e m b e r D ecem ber Ja nu ary

immediately after it has been released from syndicate restrictions); cfaily averages of yields on 
seasoned Aaa-rated corporate bonds; daily averages of yields on long-term Government 
securities (bonds due or callable in ten years or more) and on Government securities due in three 
to five years, computed on the basis of closing bid prices,- Thursday averages of yields on twenty 
seasoned twenty-year tax-exempt bonds (carrying Moody’s ratings of Aaa, Aa, A, and Baa).

Sources: Federal Reserve Bank of New York, Board of Governors of the Federal Reserve System, 
Moody's Investors Service, and The W eekly Bond Buyer.

month bills were auctioned at a record 8.096 percent. 
After midmonth, however, the demand for bills began to 
slacken as market participants became cautious over the 
lower rate levels. Discussions about an expanding Federal 
budget deficit induced further investor caution. Conse
quently, during the weekly auctions held on January 17 
and January 24, rates on new three- and six-month bills 
registered sizable increases. These increases, however, were 
partially reversed on January 31 when the new three- and 
six-month bills were auctioned at 3.367 percent and 3.733 
percent, respectively. During the monthly auction held on 
January 25, rates on the new nine- and twelve-month bills 
were little changed from a month earlier, the former declin
ing by about 4 basis points to 3.892 percent and the latter

rising by 1 basis point to 3.936 percent. For the month as 
a whole, rates on outstanding Treasury bills still declined 
by 6 to 45 basis points.

The steep decline in Treasury bill rates over the first 
half of the month also enhanced the relative attractiveness 
of higher yielding coupon instruments, and the sharply 
rising slope of the yield curve led to an expansion of pro
fessional demand for intermediate-term issues. This de
velopment, in conjunction with sizable System purchases 
in this area as well, led to declines in most short- and 
intermediate-term yields over this interval. Long-term 
bond prices, reflecting both developments in the corporate 
sector and widespread reductions in the prime lending 
rate, also registered increases. As the month progressed,
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however, interest rates throughout the maturity spectrum 
began to rise. This trend toward higher long-term rates 
continued through the remainder of the month, in part 
because inflationary fears may have again been rekindled 
by projections of a $38.8 billion Federal budget deficit in 
the current fiscal year and a $25.5 billion deficit in fiscal
1973. The proximity of the Treasury’s February refunding 
also provided a dampening influence on the market. By the 
end of the month, yields on most short- and intermediate- 
term issues were 13 to 32 basis points higher than at the end 
of December and yields on long-term bonds were generally 
7 to 16 basis points higher.

At the close of business on Wednesday, January 26, 
the Treasury announced the terms of its February refund
ing. The Treasury offered holders of the February 1972 
maturities the right to exchange their securities for new 
53A  percent notes maturing in four years and three months 
or new ten-year 63/s percent bonds. The new securities, 
both priced at par, were offered to refinance $4.5 bil

Chart II

MONETARY A N D  CREDIT AGGREGATES
Seasonally adjusted

Billions of dollars Billions of dollars

Ratio sc a le  J*470

M2 ► 365

A djusted bank cred it 
proxy

» 229

/  M l

423<

333*

2 .5 1
L 1 1 1 1 1 1 1 1 1 1 1
J F M A M J  J A S O N  D J  

1971 1972

Note: Data for January 1972 are preliminary estimates.

Ml = Currency plus adjusted demand deposits held by the public.

M2 -  Ml plus commercial bank savings and time deposits held by the public, less 
negotiable certificates of deposit issued in denominations of $100,000 or more.

Adjusted bank credit proxy = Total member bank deposits subject to reserve
requirements plus nondeposit sources of funds, such as Euro dollar borrowings 
and the proceeds of commercial paper issued by bank holding companies or 
other affiliates.

Sources: Board of Governors of the Federal Reserve System 
and Federal Reserve Bank of New York.

lion of notes and bonds maturing on February 15, of 
which $3.8 billion was held by the public. In addition, hold
ers of $14.3 billion of securities maturing in February 
1974 and May 1974 were offered the right to exchange 
into the ten-year bonds. The bonds were also offered for 
cash subscriptions to individuals in amounts not to exceed 
$10,000 for any one person. This was the first time since 
1965 that the Treasury has offered to refund securities 
maturing more than a year from the exchange date.

The initial market response to the refinancing terms was 
quite enthusiastic, and the new “when-issued” securities be
gan trading at substantial premiums. Prices drifted lower 
over the next few days but turned around and recouped a 
sizable portion of their losses by the time the subscription 
books closed on February 2. According to preliminary re
sults, the public exchanged $2.57 billion of its maturing is
sues for $2.35 billion of the new notes and $222 million of 
the new bonds. The resulting “attrition” of $1.19 billion, or
31.7 percent, was about as expected. Individual cash sub
scriptions to the bonds totaled $66 million. In addition, of 
the $11.7 billion of eligible 1974 maturities in the hands of 
the public, $1.34 billion was exchanged for the new bonds.

O T H E R  S E C U R I T I E S  M A R K E T S

The buoyant atmosphere that pervaded the money and 
capital markets during the first half of January enabled the 
corporate sector to absorb a moderate volume of new issues 
at declining yields. During this period, market participants 
also took encouragement from the reduction in the prime 
rate and from the view that monetary policy was becom
ing more expansionary. A two-part $125 million Bell Sys
tem offering auctioned on January 5 was regarded by most 
observers as the month’s bellwether issue. The prime of
fering consisted of $75 million of IVs percent debentures 
due in 2012 and $50 million of 6Ys percent notes due in 
1979. The debentures were priced to yield 7.20 percent, 
the lowest return on a long-term obligation issued by an 
AT&T unit since last March, when the same yield was 
offered by New Jersey Bell. Both the new note and bond 
issues were priced a bit ahead of the market and about 60 
percent of each was initially sold. Despite the overhang of 
these inventories, underwriters continued to bid aggres
sively for new issues, pushing yields lower. On January 13, 
a $50 million Aaa-rated utility issue was reoffered to yield 
IVs percent, the lowest return in almost a year on a com
parably rated long-term issue.

During the remainder of the month, uncertainty 
about the near-term outlook for interest rates and the 
impact of the announced Federal deficit began to dampen 
the interest rate outlook. On January 25, an Aaa-rated
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Table II

AVERAGE ISSUING RATES*
AT REGULAR TREASURY BILL AUCTIONS

In percent

Maturities

T hree-m onth 

S ix-m onth  . .

Weekly auction dates—January 1972

Jan.
3

3.735

4.043

Jan.
10

3.109

3.375

Jan.
17

3.276

3.452

Jan.
24

3.493

3.754

Jan.
31

3.367

3.733

Monthly auction dates— November 1971-January 1972

Nov. Dec. Jan.
23 28 25

N ine-m onth  ............................................... 4 .581 3.930 3.8 9 2

O ne-year ................................................. 4 .563 3.927 3.936

* In te rest ra tes  on b ills  a re  quoted in  term s of a  3 6 0 -day  year, w ith  th e  discounts from  
p a r  as the  re tu rn  on th e  face am o u n t of the  bills payable a t  m atu rity . B ond yield 
equivalents, re la te d  to  th e  am o u n t actually  invested, w ould be slightly  higher.

telephone offering of $50 million each of notes and deben
tures was auctioned. The IV* percent forty-year debentures 
were priced to yield 7.30 percent and the 6% percent

seven-year notes were priced to yield 6.70 percent— 
10 and 32 basis points higher, respectively, than returns 
on the previous Bell System offering on January 5. Despite 
the highest return among comparable securities since No
vember 15, 1971, the debentures attracted only lukewarm 
interest.

In an area of the capital market related to the corporate 
bond market, the United States Postal Service offered $250 
million of twenty-five year bonds on January 12. This was 
the first such offering by the Postal Service. The 6% per
cent bonds, which were offered at par, were well received 
by investors.

Prices in the tax-exempt sector responded to the same 
factors that affected the corporate market. The major issue 
of the month reached the market on January 11 when the 
State of New York offered $142.5 million of Aa-rated 
bonds. After midmonth, as most of the new issues met 
only fair receptions, prices of outstanding long-term issues 
sustained sizable declines. Dealers succeeded in reducing 
their swollen inventories only by terminating price restric
tions or reducing prices. The Weekly Bond Buyer's twenty- 
bond index of municipal bond yields closed at 5.29 per
cent, 27 basis points above its level at the beginning of 
the month.
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G E N E R A L  P U B L I C A T I O N S

m o n e y : m a s t e r  o r  s e r v a n t ? (1971) by Thomas O. Waage. 44 pages. A comprehensive discussion 
of the roles of money, commercial banks, and the Federal Reserve in our economy. Explains what money 
is and how it works in a dynamic economy. (15 cents each in excess of 100 copies)

o p e n  m a r k e t  o p e r a t i o n s  (1969) by Paul Meek. 48 pages. A basic explanation of how the Federal 
Reserve uses purchases and sales of Government securities to influence the cost and availability of money 
and credit. Recent monetary actions are discussed. (11 cents each in excess of 100 copies)

p e r s p e c t i v e . Published each January. 9 pages. A brief, nontechnical review of the economy’s per
formance and the economic outlook. Sent to all Monthly Review subscribers. (6 cents each in excess of 
100 copies)

S P E C I A L  P U B L I C A T I O N S

e s s a y s  i n  d o m e s t i c  a n d  i n t e r n a t i o n a l  f i n a n c e  (1969) 86 pages. A collection of nine articles 
dealing with a few important past episodes in United States central banking, several facets of the relationship 
between financial variables and business activity, and various aspects of domestic and international financial 
markets. (First copy free; educational price: 70 cents)

t h e  v e l o c i t y  o f  m o n e y  (1969) by George Garvy and Martin R. Blyn. 116 pages. A thorough dis
cussion of the demand for money and the measurement of, influences on, and the implications of changes 
in the velocity of money. (First copy free; educational price: $1.50)

c e n t r a l  b a n k  c o o p e r a t i o n :  1924-31 (1967) by Stephen V. O. Clarke. 234 pages. A documented 
discussion of the efforts of American, British, French, and German central bankers to reestablish and main
tain international financial stability between 1924 and 1931. (First copy free; educational price: $1)

m o n e y ,  b a n k i n g ,  a n d  c r e d i t  i n  e a s t e r n  e u r o p e  (1966) by George Garvy. 167 pages. A re
view of the characteristics, operations, and recent changes in the monetary systems of seven communist 
countries of Eastern Europe and the steps taken toward greater reliance on financial incentives. (First copy 
free; educational price: 65 cents)
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