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Some Essentials of International Monetary Reform

By ARTHUR F. BURNS
Chairman, Board of Governors of the Federal Reserve System

Editor’s Note: These remarks were delivered before the 1972 International
Banking Conference, Montreal, Canada, on May 12, 1972.

On August 15 of last year, in the face of an unsatisfac-
tory economic situation, the President of the United States
acted decisively to alter the nation’s economic course.
The new policies, especially the decision to suspend con-
vertibility of the dollar into gold or other reserve assets,
were bound to have far-reaching consequences for inter-
national monetary arrangements. New choices were forced
on all countries.

The next four months gave all of us a glimpse of onc
possible evolution of the international cconomy. Since
exchange rates were no longer tied to the old par values,
they were able to float—a prescription that many ccono-
mists had favored. However, last fall’s floating rates did
not conform to the model usually sketched in acadcmic
writings. Most countries were reluctant to allow their
exchange rates to move in response to market forces.
Instead, restrictions on financial transactions proliferated,
special measures with regard to trade cmerged here and
there, new twists crept into the pattern of exchange rates,
serious business uncertainty about governmental policies
developed, fears of a recession in world economic activity
grew, and signs of political friction among friendly nations
multiplied.

Fortunately, this dangerous trend toward competitive
and even antagonistic national economic policies was
halted by the Smithsonian Agreement. Despite recent de-
velopments in Vietnam, which may cause some uneasiness
in financial markets for a time, the Smithsonian realign-

ment of currencies is, in my judgment, solidly based. It
was worked out with care by practical and well-informed
men, and | am confident that the central banks and gov-
ernments of all the major countries will continue to give
it strong support.

Developments in the American economy since last De-
cember have been encouraging. Aggregate activity in the
United States has begun to show signs of vigorous re-
surgence. Price increases have moderated, and our rate of
inflation has recently been below that of most other indus-
trial countries. Morcover, the budget deficit of the Federal
Government will be much smaller this fiscal year than
seemed likely three or four months ago. These devclop-
ments have strengthened the confidence with which busi-
nessmen and consumers assess the economic outlook. In-
ternational confidence in turn is being bolstered by the
passage of the Par Value Modification Act, by the con-
vergence of short-term interest rates in the United Statcs
and abroad, and by some promising signs of improvement
in the international financial accounts of the United States.

With the Smithsonian Agrecment and other indications
of progress behind us, it is necessary now to move ahead
and plan for the longer future. The Smithsonian meeting
was preeminently conccerned with realigning exchange
rates. It did not attempt to dcal with structural weak-
nesses in the old international monetary system. Yet they
must eventually be remedied if we are to build a new
and stronger international economic order.
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We all have to ponder this basic question: Given the
constraints of past history, what evolution of the monetary
system is desirable and at the same time practically attain-
able? For my part, I should like to take advantage of this
gathering to consider some of the elements that one might
reasonably expect to find in a reformed monetary system.

First of all, a reformed system will need to be character-
ized by a further strengthening of international consulta-
tion and cooperation among governments. Our national
economies are linked by a complex web of international
transactions. Problems and policics in one country inevi-
tably affect other countries. This simple fact of interde-
pendence gives rise to constraints on national policics. In a
smoothly functioning system, no country can ignore the
implications of its own actions for other countries or fail to
cooperate in discussing and resolving problems of mutual
concern. The task of statesmanship is to tap the great reser-
voir of international goodwill that now exists and to make
sure that it remains undiminished in the futurc.

Sound domestic policies are a second requirement of
a better world economic order. A well-constructed inter-
national monetary system should, it is true, be capable of
absorbing the strains caused by occasional financial mis-
management in this or that country—such as are likely
to follow from chronic budget deficits or from abnormally
large and persistent additions to the money supply. But
I doubt if any international monetary systcm can long
survive if the major industrial countries fail to follow
sound financial practices. In view of the huge size of the
American economy, I recognize that the economic policies
of the United States will remain an especially important
influence on the opcration of any international monetary
system.

Third, in the calculable future any international monc-
tary system will have to respect the need for substantial
autonomy of domestic economic policics. A rcformed
monetary system cannot be one that encourages national
authorities to sacrifice cither the objective of high employ-
ment or the objective of price stability in order to achieve
balance-of-payments equilibrium. More specifically, no
country experiencing an cxternal deficit should have to
accept sizable increases in unemployment in order to re-
duce its deficit. Nor should a surplus country have to
moderate its surplus by accepting high rates of inflation.
Domestic policies of this type are poorly suited to the
political mood of our times, and it would serve no good
purpose to assume otherwise.

I come now to a fourth element that should character-
ize a reformed monetary system. If [ am right in thinking
that the world needs realistic and reasonably stable cx-
change rates, rather than rigid exchange rates, ways must

be found to ensure that payments imbalances will be ad-
justed more smoothly and promptly than under the old
Bretton Woods arrangements.

The issues here are many and complex. There was a
consensus at the Smithsonian mecting that wider margins
around parities can help to correct payments imbalances,
and should prove especially helpful in modcrating short-
term capital movements—thereby giving monctary author-
ities somewhat more scope to pursue different interest ratc
policies. Our experience has not yet been extensive enough
to permit a confident appraisal of this innovation. It is
clear, however, that no matter how much the present
wider margins may contribute to facilitating the adjust-
ment of exchange rates to changing conditions, the wider
margins by themselves will prove inadequate for that
purpose. '

We may all hope that at least the major countries will
pursuc sound, noninflationary policies in the futurc. We
should nevertheless recognize that national lapses from
cconomic virtue will continue to occur. In such circum-
stances, changes in paritics—however regrettable—may
well become a practical necessity. Moreover, even if cvery
nation succeeded in achieving noninflationary growth,
structural changes in consumption or production will often
lead to shifts in national compctitive positions over time.
Such shifts will also modify the pattern of exchange rates
that is appropriate for maintaining balance-of-payments
equilibrium.

In my judgment, therefore, more prompt adjustments
of paritics will be needed in a reformed monetary system.
Rules of international conduct will have to be devised
which, while recognizing rights of sovereignty, establish
definite guidelines and consultative machinery for deter-
mining when parities need to be changed. This subject is
likely to become one of the central issues, and also one
of the most difficult, in the forthcoming negotiations.

Let me turn to a fifth element that should characterize
a reformed monetary system. A major weakness of the
old system was its failure to treat in a symmetrical man-
ner the responsibilities of surplus and deficit countrics
for balance-of-payments adjustment. With deficits cquated
to sin and surpluses to virtue, moral as well as financial
pressures were very much greater on deficit countrics to
reduce their deficits than on surplus countrics to reduce
surpluses. In actual practice, however, responsibility for
payments imbalances can seldom be assigned unambig-
uously to individual countries. And, in any event, the ad-
justment process will work more cfficiently if surplus
countries participatc actively in it. In my view, all coun-
tries have an obligation to climinate payments imbalances,
and the rules of international conduct to which I referred
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earlicr will therefore need to define acceptable behavior
and provide for international monitoring of both surplus
and deficit countries.

Sixth, granted improvements in the promptness with
which payments imbalances are adjusted, rcserve assets
and official borrowing will still be needed to finance in
an orderly manner the imbalances that continue to arise.
Looking to the long future, it will therefore be important
to develop plans so that world reserves and official credit
arrangemcents exist in an appropriate form and can be
adjusted to appropriate levels.

This brings me to thc scventh feature of a reformed
international monctary system. It is sometimes argued
that, as a part of reform, gold should be demonectized. As
a practical matter, it seems doubtful to me that there is
any broad support for eliminating the monectary role of
gold in the near future. To many people, gold remains a
great symbol of safety and security, and these attitudes
about gold are not likely to change quickly. Nevertheless,
I would expect the monetary role of gold to continue to
diminish in the years ahead, while the role of special
drawing rights (SDRs) increases.

The considerations which motivated the International
Monctary Fund to establish the SDR facility in 1969
should remain valid in a reformed system. However,
revisions in the detailed arrangements governing the cre-
ation, allocation, and usc of SDRs will probably be needed.
In the future, as the SDRs assume increasing importance,
thcy may ultimately become the major international re-
serve asset.

Next, as my cighth point, let me comment briefly on the
future role of the dollar as a reserve currency. It has often
been said that the United States had a privileged position
in the old monetary system becausc it could settle pay-
ments deficits by adding to its liabilities instead of drawing
down its rescrve assets. Many also argue that this asym-
metry should be excluded in a reformed system. There
thus secms to be significant sentiment in favor of dimin-
ishing, or even phasing out, the role of the dollar as a
reserve currency. One conceivable way of accomplishing
this objective would be to place restraints on the further
accumulation of dollars in official reserves. If no further
accumulation at all were allowed, the United States would
be required to finance any deficit in its balance of pay-
ments entirely with reserve assets.

I am not persuaded by this line of reasoning, for 1 sce
advantages both to the United States and to other coun-
tries from the use of the dollar as a reserve currency.
But I recognize that there are some burdens or dis-
advantages as well. And, in any event, this is an important
issue on which national views may well diverge in the

carly stages of the forthcoming negotiations.

I come now to a ninth point concerning a new mone-
tary system, namely, the issue of “convertibility” of the
dollar. It seems unlikely to me that the nations of the
world, taken as a whole and over the long run, will accept
a system in which convertibility of the dollar into inter-
national reserve assets—SDRs and gold—is entirely ab-
sent. If we want to build a strengthened monetary system
along one-world lincs, as I certainly do, this issue will
have to be resolved. I therefore anticipate, as part of a
total package of long-term reforms, that some form of
dollar convertibility can be rccstablished in the future.

[ must note, however, that this issue of convertibility
has received excessive emphasis in recent discussions.
Convertibility is important, but nc more so than the other
issues on which I have touched. It is misleading, and may
even prove mischievous, to stress one particular aspect of
reform to the cxclusion of others. Constructive negotiations
will be possible only if there is a general disposition to
treat the whole range of issues in balanced fashion.

We need to guard against compartmentalizing concern
with any one of the issues, if only because the various
elements of a new monctary system are bound to be inter-
related. There is a particularly important interdependence,
for example, between improvements in the exchange-rate
regime and restoration of some form of convertibility of
the dollar into gold or other reserve assets. Without some
assurance that cxchange rates of both deficit and surplus
countries will be altered over time so as to prevent intcer-
national transactions from moving into scrious imbalance,
[ would deem it impractical to attcmpt to restore con-
vertibility of the dollar.

My tenth and last point involves the linkage between
monctary and trading arrangements. We cannot afford to
overlook the fact that trade practices are a major factor
in determining the balance-of-payments position of indi-
vidual nations. There is now a strong feeling in the United
States that restrictive commercial policics of some coun-
tries have affected adverscly the markets of American
business firms. In my judgment, therefore, the chances of
success of the forthcoming monetary conversations will
be greatly enhanced if parallel conversations get under
way on trade problems, and if thosc conversations take
realistic account of the current and prospective foreign
trade position of the United States.

In the course of my remarks this morning I have
touched on some of the more essential conditions and
problems of international monctary reform. Let me con-
clude by restating the clements 1 would expect to find-in
a ncw monetary system that met the test of both prac-
ticality and viability:
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First, a significant further strengthening ot the pro-
cesses of international consultation and cooperation;

Second, responsible domestic policies in all the major
industrial countries;

Third, a substantial degree of autonomy for domestic
policies, so that no country would feel compelled to
sacrifice high employment or price stability in order
to achieve balance-of-payments cquilibrium;

Fourth, more prompt adjustments of payments im-
balances, to be facilitated by definite guidelines and
consultative machinery for determining when paritics
nced to be changed;

Fifth, a symmetrical division of responsibilities among
surplus and deficit countries for initiating and imple-
menting adjustments of payments imbalances;

Sixth, systematic long-range plans for the evolution
of world reserves and official credit arrangements;

Seventh, a continued but diminishing role for gold as
a reserve asset, with a corresponding increase in the
importance of SDRs;

Eighth, a better international conscnsus than exists at
present about the proper role of reserve currencies in
the new system;

Ninth, reestablishment of some form of dollar con-
vertibility in the future;

And finally, tenth, a significant lessening of restric-
tive trading practices as the result of necgotiations
complcmenting the negotiations on monetary reform.

I firmly believe that a new and stronger international
monetary system can and must be built. Indeed, I feel
it is an urgent necessity to start the rebuilding process
quite promptly. It is not pleasant to contemplate the kind
of world that may evolve if cooperative efforts to rebuild
the monetary system are long postponed. We might then
find the world economy divided into restrictive and
inward-looking blocs, with rules of international conduct
concerning cxchange rates and monetary rescrves alto-
gether absent.

As we learned last fall, a world of financial manipu-
lations, economic restrictions, and political frictions bears
no promise for the future. It is the responsibility of finan-
cial leaders to make sure that such a world will never
come to pass.
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The Changing Banking Scene

By WILLIAM F. TREIBER
First Vice President, Federal Reserve Bank of New York

Editor's Note: These remarks were delivered before the sixty-ninth annual
convention of the New Jersey Bankers Association, Atlantic City, New Jersey,

onMay 18,1972,

It is always a pleasure for us in the Federal Reserve
System to meet with you, the members of the New Jersey
Bankers Association, and to share our thoughts on matters
of mutual concern.

When I spoke with you here ten years ago, 1 pointed
out that the systems that men create, whether they be
economic, social, or political, are designed to meet the
needs and aspirations of men. And those needs and aspira-
tions are ever changing.

It is not enough that an institution or system serve those
who have a proprietary interest in it. Over the long run a
particular institution or system must serve society and
meet its changing needs; if the institution or system does
not do so, it will perish. History is full of evidence of
economic systems, of governmental systems, of social
systems that failed in this respect and therefore vanished
from the earth. There is nothing sacred about the eco-
nomic system or the banking system that we know today.
Unless they serve society and keep up with its needs they,
too, will pass away. Thus, as commercial bankers and as
central bankers, we are under continuing pressurc to
improve the ways in which our organizations serve the
people.

In my discussion with you today I propose to comment
on two subjects: first, the structure of the banking system,
with special reference to New Jersey, and, second, recent
Federal Reserve proposals to improve the nation’s pay-
ments mechanism by speeding up the collection of checks.

BANKING STRUCTURE

Society wants a banking system that provides banking
services of wide scope and high quality at reasonable cost,

available to all persons who have need for these services.
History has demonstrated that competition fosters effi-
ciency by assuring the broad availability of such scrvices
at low cost. History, on the other hand, has also taught
that unrestrained competition can destroy. Thus, society
seeks to promote efficiency and healthy competition.

Much has happened since I commented here a decade
ago upon the report of a Branch Banking Study Com-
mittee appointed by the Commissioner of Banking and
Insurance, and chaired by Professor Chandler of Prince-
ton. The reaction of bankers to the Committee’s modest
suggestions was cautious—like walking on eggs. But a
lot of eggs have been broken since then. Over the last
ten years the New Jersey Banking Law has been changed
bit by bit.

The most comprehensive changes were made in 1969.
The amending statute made three principal changes in
the New Jersey Banking Law.

(1) It created three banking districts, and within
any district permitted branching and merging by
commercial banks and by savings banks,

(2) It eliminated branch-office protection for com-
mercial banks and savings banks in communities
having a population of 7,500 or more, and

(3) It authorized the creation of bank holding com-
panies which could operate throughout the state.

Many of the banks in New Jersey responded enthusiasti-
cally to the new legislation.

Multibank holding companies were formed to do busi-
ness throughout the state. Six companies with subsidiaries
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in more than one district are now in operation. These
companies control over three dozen banks' with about
one third of the commercial bank deposits in the state.
In addition, there are at least four or five other banks or
one-bank holding companies that appear likely to embark
on statewide expansion programs. In the next several years
there may be as many as ten or twelve major statewide
banking organizations, each having representation in most
of the important markets in the state.

At the same time that bank holding companies were
establishing their networks across district lines, branching
activity within banking districts proceeded at a lively pace.
Over two hundred fifty new commercial bank branches
and savings bank branches® were established between the
middle of 1969 and the end of 1971." Two thirds of the
new branches were established in communities that could
not have had such branches under the old law.

In addition to the de novo branches, more than forty
mergers® were consummated during the same period.
Much of the branching and merger activity within dis-
tricts involved subsidiaries of the holding companies that
were expanding statewide.

At the Federal Reserve Bank of New York we followed
closely the effects of the broadened expansion powers on
the competitive banking environment in New Jersey. Last
summer we interviewed officers of eighteen commercial
banks in northern New Jersey to obtain a better under-
standing of the ways in which banks initially responded
to the 1969 amendments dealing with branch offices.

Many of the bankers with whom we talked criticized
the supervisory authorities for permitting too many bank-
ing offices, but none of them indicated that their profits
had suffered appreciably. We think that in general the ex-
pansion of banking offices between mid-1969 and the end
of 1971 was orderly. Most of the new offices were estab-
lished in fast-growing communities capable of supporting
additional facilities.

! Thirty-nine banks.

?Two hundred thirty-two new commercial bank branches and
twenty savings bank branches.

*The change in the law regarding branches became effective
July 17, 1969.

t During the period the number of banking offices in the state
increased by 25 percent.

7 Forty mergers of commercial banks and one savings bank
merger,

NEw compETITION. Bankers establishing branches in
previously protected communities made strong efforts to
obtain accounts., They spoke personally with potential
customers and sought aggressively to obtain the accounts
of newcomers to the community. They were eager to serve
their new customers well and to provide services that pre-
viously had been unavailable in the community. Many
provided expanded evening banking hours. Most changes,
of course, were subtle and difficult to evaluate.

We found that bankers in communities that lost pro-
tection soon became keenly aware of the presence of the
new banking offices. They took affirmative steps to im-
prove their services and to establish a closer identity
with their communities. They made a conscious effort to
develop a more personal rapport with their customers
and to speed up the execution of services. They sought to
modernize and expand their banking offices, as, for ex-
ample, by installing drive-in windows and providing park-
ing space for customers. A few banks raised the rates of
interest paid on savings deposits to be more competitive
with new banking offices in the area.

It is not clear, of course, that every new service will be
continued indefinitely. Nevertheless, we concluded from
our discussion with the bankers that many of these new
developments probably would not have occurred if there
had not been a change in the banking law. The public has
benefited from the new banking competition introduced
into many communities for the first time. Both consumers
and business concerns in those communities now have a
wider choice of banking options and a broader range of
banking services than were ever available to them in the
past. Vigorous competition is the best safeguard the public
has that it will receive high-quality service at the iowest
cost.

As you know, the Banking Committee of the New Jer-
sey General Assembly recently reported out a bill® that
would permit statewide branching, eliminate branch-office
protection, and reducc home-office protection. The key
feature of this bill is the removal of banking-office pro-
tection from cities and important suburban growth areas.
For a long time, banks in these communities have been
insulated from competitive forces. Lifting protection can
be expected to promote significant new branching activity
along the lines observed following the 1969 amendments.

In considering this proposal and, indeed, any other

" Assembly, No. 706 Committee Substitute. On May 18, 1972
the bill was passed by the General Assembly and transmitted to
the Senate.
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proposals to amend the banking laws, it is well to bear in
mind that the public is best served by well-managed
banking organizations offering diverse services, provided
there are sufficient alternatives in each banking market
to assure a healthy competitive environment. In my view,
statewide branching and further curtailment of home- and
branch-office protection would promote this goal. 1 do
not suggest that large banking organizations should, or
will, come to dominate the state and swamp local institu-
tions. Indeed, recent experience in New Jersey and in other
states has shown that competently managed and con-
veniently located small, independent banks can thrive
alongside branch banks.

BANKING EXPANSION IN THE NATION. The 1969 amend-
ments to the New Jersey Banking Law and the proposed
legislation now being considered by the Legislature are
not isolated developments, nor are they events unique
to New Jersey. Indeed, these changes may be viewed as
part of a movement in many parts of the nation to permit
the cxpansion by banks into wider geographic areas.

In recent years, a number of states have liberalized their
traditional branching restrictions; New York is an cxample.

At the same time there has been a rapid expansion of
multibank holding companies in many states across the
nation. Much of the expansion has been spurred by the
1970 amendments to the Federal Bank Holding Company
Act of 1956. The amendments called for equal regulatory
treatment for all bank holding companics, whether one-
bank or multibank. As a result, many one-bank holding
companies which might have been reluctant to become
multibank holding companies prior to the 1970 amend-
ments have recently established new banks or acquired
existing banks.

The amended Bank Holding Company Act permits bank
holding companies to expand the nature of their operations
as well as their geographic coverage; bank holding compa-
nies are permitted to enter into bank-related activities
anywhere. Bank holding companies have acquired mort-
gage companies and other financial concerns in distant
places. Thus, interstate expansion by bank holding com-
panies has already gathered considerable momentum. As
these organizations continue to establish or acquire non-
banking subsidiaries across state lines and serve customers
in distant localities, as I expect they will, state lines will
have less significance in the banking industry.

I do not intend to suggest, however, that the bank
expansion movement has been greeted with enthusiasm in
all parts of the country. To the contrary: several states
have imposed new restrictions on the entry into those
states by bank holding companies organized elsewherc.

On balance, however, 1 believe that most changes at the
state level have been in the direction of more liberalized
rather than more restricted expansion powers. There is
little doubt that the nation’s banking institutions have been
eager to expand their frontiers, not only geographically but
also functionally.

The expansion of banking institutions into new geo-
graphic areas and into new bank-related activities has, of
course, increased the burden on the bank supervisory
authorities, both state and Federal. As individual banking
organizations continue to test and probe their new free-
doms, they will be entcring markets heretofore protected
from entry. While such expansion will indeed create new
possibilities for a more vigorous competitive environment,
the need to protect the public interest will become
increasingly crucial. Perhaps more than ever before, it
will be incumbent upon the supervisory agencies to prevent
the elimination of significant and viable competitive alter-
natives, to ensure that the largest banking orgamizations
do not attain a position of dominance in local markets,
and to preserve opportunitics for new entry.

The Federal Reserve System has been and will continue
to be responsive to, and mindful of, these considerations.
What then can I offer in the way of advice to New Jersey
bankers who are contemplating taking advantage of the
new branching, merging, and holding company powers?
I would make two suggestions. First, I think you would
benefit by reviewing the antitrust decisions of the courts,
the opinions of the Justice Department, and recent rulings
of the Federal Reserve Board regarding bank mergers
and the acquisition by holding companies of bank and
nonbank subsidiaries. Second, 1 recommend that you come
into the Reserve Bank and discuss your cxpansion plans
with the Reserve Bank officers.

IMPROVEMENTS IN PAYMENTS MECHANISM

On March 28, 1972, the Federal Reserve Board pub-
lished for comment proposed changes in its Regulations
D and J to make reserve requirements of member banks
and Federal Reserve check-collection procedures more
equitablc and more cfficient. I want to talk about the
proposed changes in Regulation J, especially the require-
ment that a commercial bank pay in immediately available
funds on the day of presentment for the cash letters it
receives from a Reserve Bank. But first, a bit of back-
ground.

In the first decade of this century, before the enactment
of the Federal Reserve Act, checks were collected in far
too many instances by elaborately circuitous routing in
attempts to avoid or reduce so-called exchange charges.
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There were inordinate delays before the payee of a check
received good payment; and long delays in the return of
unpaid items made the circuitous routing even worse. In
establishing the Federal Reserve System, the Congress
expected that it would serve to improve the check-
collection system; such improvement would be facilitated
because many banks would have balances at the Reserve
Banks to which payments could be readily debited and
credited. The newly created Federal Reserve Banks soon
established an Interdistrict Settlement Fund so that they
could make payments on behalf of member banks through
other Federal Reserve Banks to the banks in their Districts.

With advancing technology in air transportation and
electronic communications, the Federal Reserve Banks
have been able to reduce markedly the time required for
the collection of checks and to expand their capabilities
for wire transfer of bank balances and Government
securities.

Last year the Federal Reserve Banks collected more
than eight billion checks worth almost $4 trillion, and
transferred by wire more than $13 trillion. In short, a
great deal has been done, but it is also clear that much
remains to be done.

In 1969, the Federal Reserve System established a
Steering Committee on Improving the Payments Mech-
anism; its membership is drawn from members of the
Board and representatives of the Reserve Banks. I am
a member of that committee, whose studies, plans, and
policy decisions have been supported by a broad range of
communications specialists, economists, lawyers, and
check-collection officers. The committee has sought, in
cooperation with the commercial banks, to improve the
payments mechanism in various ways, e.g., by expanding
same-day payment arrangements in large metropolitan
areas, by liberalizing access to the Federal Reserve wire
network for the transfer of funds, and by improving trans-
portation facilities for the movement of checks. At the
same time the commercial banks have been involved in a
number of projects having similar goals.

DIRECTION OF IMPROVEMENTS. Indications of the direction
in which the payments services of banks should move have
come from the MAPS study’ of the American Bankers
Association; the six-volume report of the so-called Atlanta

* Executive Report of the Monetary and Payments System Plan-
ning Committee published by the American Bankers Association.
April 1971.

study* (another cooperative endeavor of commercial banks
and the Federal Rescrve); the research of the SCOPE
committees® around the country; the experiments with
point-of-sale terminals linked to bank computers now
going on in Columbus, Ohio, and Hempstead, New York;
the development of the CHIPS and PEPS arrangements'”
in New York City; and the establishment of rcgional check
processing centers. This list is by no means a complete
catalog of recent studies and accomplishments.

What the list does make clear, however, is the direction
in which the banking system is moving, and that it is now
moving at an accelerating ‘pace. All bankers will have to
give increasing attention to how their banks can best
accommodate themsclves to the changing procedures and
technology in order to mect the needs and desires of their
customers in a competitive market. The direction we’re
going, it seems to me, is toward greater use of electronic
means of payment, including, among other methods, the
Federal Reserve wire network, the Bank Wire, card-
activated terminals, cxchange of magnetic tape (with or
without checks), and magnetic tape input for the deposit
of large payrolls.

Despite the numerous studies and experiments now
under way with electronic means of payment, however.
we are not on the threshold of a checkless era. The Atlanta
study, the most exhaustive yet made, suggests that, even
if payroll deposits, payments of recurring bills, and point-
of-sale terminals are successfully introduced in the next
few years, all that will have been done by 1980 is to hold
the volume of checks at about its present level. So, we’re
going to have to handle a large number of checks for
quite a while.

PROPOSED REVISION OF REGULATION J. Now, let’s return
to the proposed revision of Regulation J to require pay-
ment in immediately available funds on the day of
presentment. This proposal is another step in the
continuing process of improving the country’s payments
mechanism. An estimated 85 percent of the dollar value
of all checks is in fact now paid on the day of presentment.

> Research on Improvements of the Pavments Mechanism:
Phase 11l General Systems Design und Analysis of an Electronic
Funds Transfer System, Prepared for the Federal Reserve Bank of
Atlanta by Atlanta Payments Project (Atlanta, Georgia: Georgia
Institute of Technology, March 1972).

¢ Special Committee on Paperless Entries.

1" Clearing House Interbank Payments System and Payment
Exchange Paper System.
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The remaining 15 percent represents largely items drawn
on “country” banks not participating in any clearing house
or similar arrangement for exchange of items.

It is estimated that the proposal, when effective, would
reduce Federal Rescrve float by about $2 billion, thus
cutting banks’ reserves by the same amount, It is for this
reason that the proposed change in Regulation J is coupled
with a proposal to revise Regulation D, governing member
bank reserve requirements, which would lower the
presently required reserves by almost $3 billion.

However, the effects of these two changes would not be
the same for all banks, since banks differ widely both in
net demand deposits subject to reserve requirements and
in size of cash letters received each day. In order for you
—and for us at the Fed—to reach a better estimate of
just how the proposed change in Regulation J would affect
individual banks, we have asked you to complete a one-
page form. An analysis of the responses, which I am
gratified to report have already been filed by more than
half of the banks, shows wide variations from net gains
in lendable or investable funds to several fairly significant
reductions. The information provided in your responses
will, of course, be studicd carefully by the Federal Reserve
as it gives further consideration to the proposed amend-
ments of the Regulations.

rcpcs. Another important step in improving the pay-
ments mechanism is the establishment of what are called
Regional Check Processing Centers, or RCPCs. Here in
New Jersey, as many of you know, the Federal Reserve
Bank of Philadelphia is planning to establish such a center
at its premises in Philadelphia to speed up the collection
of checks which are drawn on a bank in the Third Federal
Reserve District and which are deposited in another bank
in the same area. The Philadelphia Reserve Bank will re-
ceive such checks from the depositing bank late in the day,
sort the checks during the night, and deliver them in the

morning to the drawee bank for provisional payment that
day in immediately available funds.

The Federal Reserve Bank of New York has been
having discussions with the banks in that part of New
Jersey which is included in the Second Federal Reserve
District about the expansion of the Bergen County Clear-
ing Bureau that now serves banks in six counties. The
Bureau, which has been in existence for the last thirteen
years, is to be converted into a Federal Reserve facility to
speed up the collection of checks in northern New Jersey,
as the Philadelphia Reserve Bank will do in the southern
counties.

Once again, as you know, we have sought your help,
which has been given freely, in analyzing the contents of
your cash letters. From an analysis of the flows of checks
we are now trying to establish the best location for the
Northern New Jersey Regional Check Processing Center,
a sitc that will serve you and us most cfliciently in terms
of transportation times and costs, and the latest possible
hour for depositing work. Incidentally, you may be in-
terested to know that our preliminary estimate is that the
Center will process a million or more checks a night when
it is fully operational, we hope, in a year or so. That
volume would be cxceeded by only cight or nine Federal
Reserve offices so that, you see, it will not only be a con-
sidcrable undertaking, but one that will bencfit a great
many checking account holders in this state.

CONCLUSION

In conclusion, I believe that the developments that 1
have been discussing with you demonstrate the dynamic
nature of banking. Improved service to the public has been
the goal. Competition has an important role in implement-
ing that goal. As the banking system improves its service
to the public, its importance will increase, and well-run
banks concerned with serving society should prosper.
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The Business Situation

Recent data confirm that an impressive expansion in
economic activity is under way. In April, industrial pro-
duction registered its strongest overall advance in sixteen
months, with particularly sharp increases in the consumer
durables and business equipment categories. Personal in-
come posted a healthy advance during the month, and
retail sales rose sizably on balance over the March-April
period. Further, sales of domestic automobiles in May
were at the fastest pace since last October, when sales were
boosted by the price freeze. Labor market conditions have
also continued to improve, as cvidenced by the sizable in-
crease in payroll employment in May, almost half of which
was in manufacturing. On the other hand, the unemploy-
ment rate has continued high, inventory spending has re-
maincd quite modest, and the rate of residential housing
starts, which had been exccptionally strong, has slackened
a bit.

Price and wage data still provide no firm basis on which
to judge the success of the Phase Two programs to combat
inflation. Consumer prices rosc at a modest scasonally ad-
justed annual rate of 2 percent in April after showing
little change in the previous month. Thus far in Phase
Two, consumer prices have increased at a 3.3 percent
annual ratc, somewhat below the pace of the first eight
months of 1971 and considerably below that of 1970
and 1969. However, industrial wholesale prices continued
to climb rapidly in May, and wholesalc prices of farm
products and processed foods and feeds rose sharply.
There is some evidence that wage gains have moderated
recently, following the post-frecze bunching of increases.

PRODUCTION, ORDERS, AND INVENTORIES

The Federal Reserve Board’s index of industrial pro-
duction rose by a large 1 percent in April, when especially
sharp gains in the production of business equipment,
materials, and consumer durables occurred. Over the first
four months of 1972, industrial production advanced at a
rapid 9 percent seasonally adjusted annual rate, in con-
trast to an increase of only 3 percent over 1971 as a whole.
By April, the index was 4.4 percent above the level of a
year carlicr and about 8 percent above the recession low

of November 1970, but nevertheless was still almost 1 per-
cent below its peak attained in the fall of 1969.

Sharply higher levels of business equipment output have
been one of the major elements contributing to the over-
all risc in industrial production so far this year (see Chart
I). The April gain of 1.3 percent brought the advance in
the production of business equipment since December
1971 to a scasonally adjusted annual rate of nearly 12
percent, well above the sluggish performance of 1971.
Materials production also climbed 1.3 percent, in part
reflecting an increase in stecl ingot production. The pro-
duction of consumer goods rose 0.9 percent in April, with
gains in the output of furniture, carpeting, and some othcr
home goods. Automobile asscmblies were up substantially
in April as wcll.

According to preliminary data, orders placed with
manufacturers of durable goods rose $0.4 billion, or 1.2
percent, in April to a level 17V percent above that of a
year earlier. This gain was concentrated in bookings
for transportation equipment, as orders for aircraft and
parts increased sharply. The rise in shipments of automo-
biles and trucks, which are counted as orders, also con-
tributcd to the advance in bookings for transportation
cquipment, New orders for producers’ capital goods
edged above their already high March level. In some-
what longer run perspective, bookings in almost all
major market groups have exhibited healthy growth
thus far in 1972. For example, in April orders for ma-
chinery and for producers’ capital goods were 10 percent
and 62 percent, respectively, above their December 1971
levels. Thesc increases tend to corroborate the acceleration
in plant and equipment spending which has been indicated
by several recent surveys. During the first quarter, net new
capital appropriations of the 1,000 largest manufacturing
firms rose sharply to their highest level in more than two
years, according to the Conference Board survey. The May
Department of Commerce survey of capital spending plans
revealed that such investment was cxpected to increase
by nearly 1042 percent in -1972. This was about in line
with the results of their previous survey but below
those of the most recent McGraw-Hill survey. Virtually
all of the growth indicated by the latest Commerce De-
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partment survey was expected in the first half of the
year, with capital spending expected to level off, on bal-
ance, during the final two quarters.

The improvement in durables orders in recent months
tends to support the view that a more expansionary pace
of inventory spending should materialize. As yet, how-
ever, there is little evidence of a quickening in the demand
for inventories. For example, in the first quarter, the rise
in inventory spending in the gross national product (GNP)
accounts was a minuscule $0.6 billion." Furthermore, pre-
liminary data indicate a decline in the book value of total

t The first-quarter estimate of GNP has been revised, indicating
that GNP increased by $30.7 billion to a seasonally adjusted an-
nual rate of $1,103.6 billion. The rate of increase in the implicit
GNP price deflator was revised downward slightly to an annual
rate of 6 percent. The revised estimates reveal somewhat greater
growth in real output—35.6 percent, compargd with the 5.3 percent
originally reported. Among the contributors to the upward revi-
sion in current-dollar GNP were business fixed investment and
personal consumption expenditures. At the same time, the savings
rate was revised down considerably to 7 percent. The prelimi-
nary estimates of corporate profits, released along with the GNP
revisions, indicate that before-tax corporate profits rose $5.6 bil-
lion during the first quarter to $91.6 billion at a seasonally ad-
justed annual rate.

manufacturers’ inventories in April, although the increasce
estimated for March was raised slightly. For all manufac-
turers, the ratio of inventories to sales slipped further in
April to 1.59, as manufacturers’ shipments increased
moderately. This gain was concentrated in the durables
scctor, where shipments in almost all product groupings
advanced. Despite the rise in durables shipments during
April, the unfilled orders backlog climbed for the sixth
consecutive month.

RESIDENTIAL CONSTRUCTION,
PERSONAL INCOME, AND RETAIL SALES

Following the very strong performance of the December-
February period, private housing starts declined in both
March and April. The April decline of 242,000 units,
about equally divided between single and multiunit con-
struction, brought total starts to a volume of 2.1 million
units at a seasonally adjusted annual rate. The April re-
duction may have been the result, in part, of an unusually
small number of working days in the month relative to
earlier years. In any event, April marked the twelfth con-
secutive month in which starts had exceeded 2 million units
at an annual rate. Moreover, newly issued building permits
halted a three-month slide in April and rose 3 percent to
a seasonally adjusted annual rate of almost 2 million units.

Personal income increased by $4 billion in April to a
seasonally adjusted annual rate of $910 billion, after rising
by a similar amount in March and by $9 billion in Febru-
ary. The recent behavior of personal income has been
affected by a variety of special factors, including retro-
active payments of wage increases approved by the Pay
Board, the Federal pay raise, and the increase in the social
security tax base. Adjusting for the influence of thesc
factors, personal income advanced by a fairly steady $5.5
billion per month over the February-April period. By
comparison, the average monthly gain in personal in-
come over the corresponding three months of 1971 was
about $4.4 billion. Wage and salary disbursements ac-
counted for most of the April gain, with a particularly
significant advance occurring in manufacturing disburse-
ments. Within manufacturing the durable goods sector pro-
vided much of the advance in payrolls, as gains were
recorded in transportation equipment, machinery, electrical
equipment, and fabricated metals.

Although April retail sales dropped below the record
March level, the overall picture still looks strong. Esti-
mates for both February and March have been revised
up rather substantially, Furthermore, the average level
of sales for the March-April period was about $1 billion,
or nearly 3 percent, above that of the preceding two
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months. Sales of both durables and nondurables have
shared in the gain. May sales of new domestic-type auto-
mobiles accelerated to a 9%2 million unit seasonally ad-
justed annual rate, the fastest pace since last October
when sales werc stimulated by the price freeze. At the
same time, sales of imported cars were at a 1.5 million unit
annual rate, about the same rate that prevailed during most
of 1971. Thus, for the month of May, total sales of new
passenger cars were at a substantial 11 million unit annual
rate—again, the highest monthly total since October 1971.
The 13%2 percent of the total that was accounted for by
imports was somewhat below the 15 percent share they
averaged during 1971.

LABOR MARKET DEVELOPMENTS

Thus far in 1972, there has been a marked improve-
ment in underlying labor market conditions. According
to the Bureau of Labor Statistics survey of employers,
nonfarm payroll employment rose by a seasonally ad-
justed 206,000 workers in May, bringing the gain in non-
farm payrolls since the beginning of the year to almost
1.3 million workers. Significantly, manufacturing em-
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ployment-—which was relatively hard hit by the recession
and was slow to recover—has advanced considerably in
1972. After rising by an average of about 75,000 workers
per month during the first four months of the year, manu-
facturing payrolls increased by an additional 92,000
workers in May. Moreover, these gains in manufacturing
employment have been accompanied by significant in-
creases in both the average factory workweek and hours
of overtime since late last year.

The unemployment rate remained at a seasonally ad-
justed 5.9 percent in May, essentially unchanged from its
average of the past year and a half (see Chart 11). To a
considerable extent, however, the small fluctuations ex-
hibited by this statistic have obscured recent, fundamental
improvement in the labor market. The failure of the un-
employment rate to show a larger decline, given the in-
crease in employment, is attributable to a combination of
factors that have resulted in very rapid labor force growth
thus far in 1972. For example, over the six-month interval
ended in May, civilian labor force growth amounted to a
seasonally adjusted annual rate of 3.2 percent, whereas
the long-term rate of increase in the labor force has been
about 1.7 percent. In part, the rapid labor force growth
is due to the larger than average expansion currently oc-
curring in the population of labor force age. Beyond this,
the continued reduction in the size of the armed forces
has further swollen the ranks of the civilian labor force.
At the same time, the increased availability of jobs has
apparently stimulated a fairly sizable influx of new labor
force entrants and reentrants.

As noted above, one reason for the rapid growth of the
civilian labor force has been the reduction in the armed
forces. By May 1972, armed forces employment had de-
clined by almost 240,000 from its level of December
1971. The influx of veterans, many of whom are less than
twenty-five years of age, has also contributed to the grow-
ing concentration of unemployment among younger work-
ers. Data on the age composition of the unemployed
reveal that, on balance, teen-agers and young adults (work-
ers of sixteen to twenty-four years of age) have comprised
a greater percentage of total unemployment in 1972 than
they did over most of last year, while adults (twenty-five
years of age and older) have made up a smaller propor-
tion of the unemployed. This suggests that a relatively
higher proportion of adult workers has been absorbed by
the expansion in employment.

Further along these lines, data published by the Bureau
of Labor Statistics on the distribution of the unemployed
by reason of joblessness indicate a similar shift in the com-
position of unemployment. Thus far in 1972, a notice-
ably greater proportion of total civilian unemployment
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has stemmed from new labor force entrants—and to some
extent reentrants—than was the case during 1971; con-
comitantly, the proportion of those unemployed because
of loss of previous job has fallen below 1971 levels. For
example, in December 1971 new entrants and reentrants
together accounted for 41%2 percent, on a seasonally
adjusted basis, of total unemployment, while persons who
had lost their jobs comprised 45%2 percent. The corre-
sponding figures for May of this year were 44 percent
and 43 percent, respectively, indicating that the relative
contribution of these groupings was reversed. In combi-
nation, these compositional shifts suggest that new, young
entrants into the labor force, rather than job losers, have
played an increasingly important role in sustaining the
relatively high unemployment rates recently prevailing.
Additional evidence of this is provided by the behavior of
the state-insured unemployment rate which, unlike the
total unemployment rate, has fallen well below 1971 levels
in recent months. The performance of the state-insured
rate largely reflects the reduction in the percentage of job
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losers among the unemployed for, in most instances, only
persons who have lost their jobs are eligible for state un-
employment insurance benefits. However, it should be
noted that the decline in the insured unemployment rate
may also reflect the exhaustion of benefits by some of the
unemployed, as suggested by the recent increase in the
ranks of those unemployed for twenty-seven weeks or
longer.

Average hourly earnings of production and nonsuper-
visory workers in the private nonfarm economy, adjusted
for overtime hours in manufacturing and for shifts in the
composition of employment among industries, rose at a
3.5 percent seasonally adjusted annual rate in May, down
from the 6.2 percent rate of increase in earnings in the
previous month. Since the end of the wage freeze, this
index, boosted by exceptionally large gains in December
and January, has climbed rapidly at an annual rate of 72
percent. However, over the four months since January,
the increase in average hourly earnings has been at a more
moderate 4.7 percent annual rate, whereas, during 1970
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and the first eight months of 1971, earnings rose at about
a 7 percent annual rate. While these recent data suggest
some diminution in wage pressures, following the initial
post-freeze bunching of increases, it is still too early to
conclude that a fundamental and significant slowing in
wage gains is under way.

RECENT PRICE DEVELOPMENTS

The most recent readings on consumer and wholesale
prices remain mixed. The pace of advance in consumer
prices appcars to have slowed considerably, as the index,
seasonally adjusted, climbed at a relatively modest 2 per-
cent annual rate in April, after displaying little change in
March. With the exception of the months covered by the
price frecze, this marked the slowest increase in consumer
prices over two consecutive months since carly 1967.
Overall, in Phase Two thus far, consumer prices have
climbed at an annual rate of 3.3 percent, somewhat below
the pace of the first cight months of 1971 and strikingly
below the advances registered in each of the preceding
three years, when consumer prices rose annually between
4.7 percent and 6.1 percent (see Chart I11).

The April rise in the consumer price index resulted from
relatively moderate increases in prices of nonfood com-
modities and services; on the other hand, retail food
prices declined. Among the nonfood commodity groups,
some individual product prices—such as prices of used

cars and men’s clothing—moved up appreciably, as did
service charges for electricity and property taxes. The lat-
ter two groups of prices have been a significant source of
upward pressure on the overall consumer price index for
many months. Food prices, which had surged sharply in
several recent months, decreased at a 1 percent season-
ally adjusted annual rate after holding steady in March.
Moreover, the decline in food prices was rather broadly
based, with prices of beef and veal falling for the first time
since November. On the other hand, in light of the sharp
increase in May in prices of farm products and processed
foods and feeds at the wholesale level, it is likely that
renewed upward pressures on consumer food prices will
emerge in coming months.

The advance of overall wholesale prices accelerated in
May to a seasonally adjusted annual rate of 5.4 percent,
up from the 2.4 percent rate of increase experienced on
average during the previous two months. Since the ter-
mination of the price freeze last November, wholesale
prices have climbed at a 5.1 percent annual rate, or at
about the same pace as during the first eight months of
1971. Industrial wholesale prices increased at a 4.2 percent
annual rate in May, about the same disappointingly rapid
pace of the previous five months. Priccs of hides, skins.
leather, and related products and prices of lumber and
wood products continued to advance sharply in May, con-
tributing significantly to the persistent risc in industrial
wholesale prices.
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The Money and Bond Markets in May

On the whole, interest rates declined during May as esti-
mates of near-term demands on the capital markets were
revised downward. There was a tendency for rates to rise
early in the month, as market participants becamec con-
cerncd over the intensification of military activity by the
North Vietnamese. Additional indications of domestic eco-
nomic cxpansion also contributed to investor caution. The
announcement by President Nixon of the mining of North
Vietnamesc harbors brought some temporary price de-
clines. Following news of the relatively small rise in con-
sumer prices during April and the carrying forward of plans
for President Nixon’s trip to Russia, however, the markets
developed a firmer tone and rates moved lower during
the last two weeks in May. The major exception was the
bill market where rates moved back into closer alignment
with the Federal funds rate.

In contrast to the bill sector, prices of Treasury coupon
issues rose on balance during May. Some reinvestment
demand for coupon issues arose from holders of the
maturing May notes.! More importantly, banks and others
were also encouraged by continuing evidence that the
Treasury’s strong cash position would reduce near-term
borrowing. (On May 31, the Treasury confirmed that it
would pay off in cash, rather than refund, the $1.23 billion
of its bonds maturing June 15.) Trading activity in the
corporatc and tax-exempt market was rather dull during
much of May. The relatively small volume of new issues
prompted strong underwriter bidding, but investor resis-
tance developed to the pricing on some of those bonds. In
the final part of the month, however, investor demand
picked up and interest rates declined. The Bond Buyer in-
dex of yields on twenty municipal bonds closed at 5.15
percent on June 1, down 5 basis points since April 27 and
24 basis points below its high for the month of 5.39 percent.

! For details of the Treasury’s refinancing, which partially re-
funded the notes maturing May 15, see this Review (May 1972),
page 124.

THE MONEY MARKET

Rates on most short-term instruments were either
unchanged or declined slightly during May (see Chart I).
The return on various maturities of directly placed prime
commercial paper was unchanged to 8 percentage point
lower, while yields on dealer-placed paper were Y& to Y4
percentage point lower for the month. Offering rates on
new ncgotiable certificates of deposit (CDs) declined by
about 8 percentage point. In addition, several banks
lowered their prime rate early in the month, and two of
the banks with “floating” rates lowered them to the gen-
crally prevailing 5 percent level at the end of the period.

Federal funds traded generally within the same range
of rates which had prevailed in April, closing the month
on a firm note. The effective rate averaged 4.27 percent
in May, 10 basis points higher than a month earlier.
Member bank borrowings at the Federal Reserve averaged
$112 million in the five weeks ended May 31 (see Table
I), little changed from the average borrowings in April.
Banks typically borrowed very little on the first six days of
each week in May, but then rcsorted to the window to
cover reserve requirements on each settlement day. By far
the bulk of these borrowings was concentrated at the
major New York City banks until May 31, when other
reserve city banks borrowed heavily. According to pre-
liminary data, total member bank reserves grew at a sea-
sonally adjusted annual rate of about 8 percent in May,
while “reserves available to support private nonbank de-
posits” (RPD) grew at about a 72 percent annual rate.
RPD consists of total member bank reserves except those
required to support United States Government and inter-
bank deposits. At its January 11 meeting the Federal
Open Market Committee,” noting that the fourth-quarter

® For a more detailed discussion of the January 11 meeting, see
“Record of Policy Actions of the Federal Open Market Commit-
tee”, Federal Reserve Bulletin (April 1972), pages 390-97.
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sluggishness in the growth of the money supply had been
accompanied by little growth in total member bank re-
scrves, decided that morc attention should be given to the
provision of sufficient reserves to support a more rapid
rate of monetary growth. Initially, the Committee decided
that open market operations, while continuing to take
appropriate account of money market conditions, should
be guided morc by the course of total bank reserves than
had been customary previously. At its February 15 meet-
ing,” the Committec decided to express its reserve objec-

4 Federal Reserve Bulletin (May 1972), pages 455-63.

tives in terms of reserves available to support private
nonbank deposits (see Chart I1). This measure was con-
sidered preferable to total reserves because the latter
aggregate is affected by short-run fluctuations in Gov-
ernment and interbank deposits which are sometimes large
and difficult to predict. In cffect, it was deemed appro-
priate for System open market operations normally to pro-
vide or absorb the reserves nceded to accommodate
changes in Government and interbank deposits without
disturbing reserves available to support private nonbank
deposits. The Committec decided, however, that in pursu-
ing the reserve target the System should avoid both sharp
short-run fluctuations and undesirably large cumulative
changes in money market conditions in either direction
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between Committee meetings, which are usually held at
four-week intervals.

Based on preliminary data, there was some further
deceleration in the growth of M,—demand deposits ad-
justed and currency held by the public—during May when
the demand deposit component grew less rapidly than it
had in April. It is now estimated that M, grew at a
seasonally adjusted annual rate of 2.2 percent over the
four weeks ended May 24! and at a 7.6 percent rate dur-
ing the thirteen weeks ended then. For the twenty-six
weeks ended May 24, a somewhat more useful period since
the monetary aggregates exhibit a good deal of short-run
volatility, M; has grown at a seasonally adjusted annual
rate of 6.9 percent, up from the 6.2 percent rate of growth
for all of 1971.

Data for the four weeks ended May 24 indicate that M.,
which is composed of M, plus commercial bank time and
savings deposits other than large negotiable CDs, grew at
a seasonally adjusted annual rate of 7.8 percent. These
consumer-type time and savings deposits make up almost
one half of the broader money supply total, and their
rapid increase of somc 13 percent to a large extent oft-
set the slower pace at which M, grew during the month.
It is estimated that M. increased at annual rates of 9.4
percent over the thirteen weeks ended May 24 and 11.1
percent over the twenty-six weeks ended then.

In contrast to the money supply measures, the adjusted
bank credit proxy experienced some quickening in its rate
of growth during May to a seasonally adjusted annual pace
of 15.2 percent over the first four statement weeks, com-
pared with 13.3 percent over the preceding four. While
the substantial increase in time deposits was the primary
factor in the accclerated growth of the proxy in May, an
additional clement of strength in recent months has been
the relatively strong performance of United States Govern-
ment deposits, compared with earlier years. As the Trea-
sury confirmed when announcing the terms of the May
refinancing, its cash position has been extremely strong
as a result of higher revenues and lower expenditures than
had been anticipated, and this has been reflected in the
unusually large Government deposit balances at member
banks. In large part, because of the substantial gains in
total time and Government deposits in recent months, the

* The growth rate cited is the annualized percentage change of
the average level of M, in the four weeks ended May 24 from the
average of the four weeks ended April 26. Similarly, the growth
rates cited for longer periods are based on the average levels in
the four weeks ended thirteen, twenty-six, and fifty-two weeks,
respectively, prior to the four-week period ended May 24.
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adjusted credit proxy grew by a scasonally adjusted annual
rate of 15.4 percent over the thirteen weeks ended May 24,
a decidedly more rapid pace than that of M, or M,. Proxy

Table I

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

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

Changes in daily averages—
week ended i
Factors I Net
. changes
May May May May May |
3 10 17 24 31
“‘Market’’ factors
Member bank required
TESEIYOS ...l Po—usel 4 58| o-m7| 4438 173 283
Operating transactions I |
(subtotal) ... ... o i -+ 28T} —283] 4 847 — 260 ~— 321 -+ 260
Federal Reserve float .......... ‘ — 110} 192 4 27| 4187 | - 405 --- 109
Treasury operations® ..... + 356 . T -+ T63] —105| 4 95, + 335
Gold and foreign account .....[ — 2’.5)‘ 4 07T L6 — 9 — 174 + 651
Cwerency outside banks ........ A D S280 ] - 5011 — 281 4= 250 — 573
Other Federal Reserve ‘
linhilities and capital ......... — S¥| o N 4 43— 421 - - 86 - 41
Total “market™ factors ...... ‘! + 28| 235 4500 4178 -4 — 23
|
Direct Federal Reserve credit
transactions :
Open market operations ‘ \
(subtotal) .......... .. .. ..., 4+ 8 41920 — 184 — 34 + 2:4 + 201
Outright holdings: i ‘
Treasury securities ... ..., . L+ 182 - 187 — 176 | — 45 + 6t + 212
Bankers' acceptances ......... : — | + 5{ — + 1 - -- 4
Federal ageney ohligations ... .1 + 25 ‘ —_ - - — + 25
Repurchase agreenients: ! |
Treasury securities .......... .. ‘ — 184! — — — -+ 154 25
Bankers' acceptances ......... : — — Rl e S E 8
Federal agency obligations .. .. — — — | + 4 + 1
Member bank borrowings ........ ‘ — 162 P 30 N4 24 { + 191} — 25
Other Federal Reserve
ASSOENT L 4 40 p 41 — 167 | —216| H 55 — 23N
Total oo - 110 - 20i Sa9% | — 235 4 47N 6
Excess reserves ................. — NT‘ 27 4101 — 56| - - ld - - N5
t
Daily average levels Manthty
averages
Member bank:
Total reserves, including
vault ecash oo.ooooooooooooo 32,754 | 33,201 32,707 | 32,861
Required reserves ... 22,640 32,006 ¢ 32,558 1 32,
Excess reserves ..... e E 104 205 149 153
Borrowings .......ooviiiiiiia. 117 87 39 63 254
Free, or net borrowed (—),
TESEIVES .\ .vieninarnnanconaanans 14 17 166 86 --121 A
Nonbhorrowed reserves ........... 48,721 n2,666 0 33,162 | 32,644 f 32,610 42,761
Net carry-over, excess or !
deflelt (—)§ .eneenenieinenannn. 85 72 111 95 | o N
|

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

7 Includes assets denominated in foreign currencies,

1 Average for five weeks ended May 31.

§ Not reflected in data above,
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growth in the twenty-six weeks ended May 24 was at a
12.6 percent seasonally adjusted annual rate and at a 10.5
percent rate during the fifty-two weeks ended then.

THE GOVERNMENT SECURITIES MARKET

Rates on Treasury bills, unlike those on most other
instruments, rose on balance during May. At the beginning
of the month, however, a firm tone was evident in the bill
market as participants continued to respond favorably to
the Treasury’s statements concerning the May refinancing
which were made at the end of April. The Treasury’s very
strong cash position indicated that no additional funds
would be raised in the bill market over the near term, and
its planned redemption of $700 million of the notes matur-
ing in May fostered the expectation of a sizable amount
of reinvestment demand for bills. There was good investor
intercst in the bill market at the start of May, and fairly
persistent demand emerged for the rather thin floating
supply of bills. Rates on most bills declined by 1 to 19
basis points during the first week of May and, with their
inventories relatively depleted, dealers were fairly aggres-
sive bidders in the weekly auction on May 8. The average
issuing rates on the new three- and six-month bills at that
auction were 14 and 9 basis points lower, respectively,
than a week earlier (see Table II).

Following President Nixon’s speech regarding the
mining of North Vietnamese harbors and the interdiction
of their supply routes, rates moved higher when the market
opened on May 9 but then began to stabilize as no
substantial investor sclling devcloped. Over the next
several days, the bill market deteriorated further in quiet,
largely professional trading and an air of caution emerged
in response to sales of bills on several days by the Trading
Desk of the Federal Reserve Bank of New York. The
rcinvestment demand from the Treasury notes which ma-
tured at midmonth proved considerably less than had been
anticipated, and bill rates continued on an upward path.
Already uncomfortable in the face of the abundant supply
of bills for which there was little demand, dealers became
apprehensive about the final full weck of the month when
three auctions were scheduled because of the holiday on
Monday, May 29. Reflecting this atmosphere, average
issuing rates on the new three- and six-month bills moved
higher in the weekly anction on Monday, May 22, by 13
and 12 basis points, respectively, while the rates set on
the ncw nine- and twelve-month bills the next day rose
13 and 10 basis points from their April levels. The tone
of the market began to firm, however, in response to some
renewed demand from both investors and dealers, and
rates moved lower over the remainder of the month. In the

final weekly auction on Friday, May 26, the average
issuing rates on the new three- and six-month bills declined
by 6 and 13 basis points, respectively, from those of the
preceding Monday. Rates on outstanding bills maturing
within three months were generally 15 to 25 basis points
higher over the month as a whole, while rates on longer
maturities were generally 1 to 15 basis points higher.
Yields on most Treasury coupon issues moved in the
opposite pattern from those on Treasury bills during much
of May, rising early in the month and then falling steadily
over the rest of the period. Interest in the May 2 auction
of notes and bonds proved less aggressive than had been
expected as a result of concern over the possibility of

Chart Il
MONETARY AND RESERVE AGGREGATES
Seasonally adjusted

Billions of dollars Billions of doltars

Ratio scale | ]486
380
Adjusted bank
credit proxy
388.5} 25
T
3047 !
/L 33
205.5
J/ Total reserves 30
28.0
l RPD
253
Lol bbby bbb Ly
1970 1971 1972

Note: Data for May 1972 are averages of the four weeks ended May 31 for
total reserves and RPD and averages of the four weeks ended May 24
for the other aggregates.

M1 = Currency plus adjusted demand deposits held by the public.

M2 = M1 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 depasits subject to reserve
requirements plus nondepasit sources of funds, such a5 Euro.dollar
borrowings and the proceeds of commercial poper issved by bank holding
companies or other affiliates.

RPD = Total member bank reserves less those required 1o support United States
Government and interbank deposits.

Source: Board of Governors of the Federal Reserve System.

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



FEDERAL RESERVE BANK OF NEW YORK 149

increased demands on the capital markets which could
result from the economic expansion and reports of a
substantial buildup in Vietnamese military activity. Prices
of outstanding issues edged downward over the next few
days and then fell in initial reaction to President Nixon’s
May 8 speech.

In the absence of investor selling, however, the market
soon stabilized and then prices began to rise as the
reaction from other nations to the Vietnam initiatives
proved less negative than many had feared. The atmo-
sphere was also buoyed by the strong technical position
of the market and by some reinvestment demand on the
part of holders of the maturing May notes. The announce-
ment of the relatively modest rise in consumer prices
again in April helped to strengthen the market by dampen-
ing inflationary expectations. Market reports of an
increasingly strong Treasury cash position were also a
favorable influence. Although activity was largely profes-
sional after midmonth, the market maintained a firm tone
and prices continued to rise. For the month as a whole,
most Treasury coupon issues registered declines in yields
of 3 to 22 basis points.

OTHER SECURITIES MARKETS

The month’s principal corporate flotation—$250 mil-
lion of Aaa-rated Bell Telephone System debt—was made
on May 2. Considered by many as a key test of the via-
bility of the current interest rate levels, the offering con-
sisted of $175 million of forty-year debentures yielding
7.40 percent and $75 million of seven-year notes priced
to yield 6.60 percent. Neither part of the offering was
particularly successful, though the notes were somewhat
more in demand, and the cool reception to the offering sig-
naled a pausc in the rally which had begun in mid-April.
The lack of institutional investor interest in the offering
was interprcted by some participants as an indication
that lower bond prices were expected in the immediate
future. This dampened the market tone further, and rates
on seasoned corporate bonds also moved higher over
the next few days amid concern over the stepped-up level
of military activity in Vietnam. Then prices fell sharply
in responsc to the President’s television address on the
evening of May 8 but quickly rebounded.

In contrast to the fate of the Bell System offering, a
$100 million issue of Aaa-rated industrial bonds was
enthusiastically received on May 11. The fact that very
few industrial corporations enjoy such a high rating gave
the bonds substantial scarcity value, and investors were
eager to buy them despite their relatively low yield of
7.08 percent. During the following week, several medium-

Table 1I

AVERAGE ISSUING RATES*
AT REGULAR TREASURY BILL AUCTIONS

In percent
Weekly auction dates—May 1972
Maturities
May May May May May
1 8 15 22 26
Three-month ........coiviienevann. 3.604 3.462 3.699 3.825 3.762
Six-month .......... ... 00l 3.998 3.907 4.118 4.233 4.108
Monthly auction dates—March-May 1972
!
March April May
24 25 23
Nine-month ...........oviiiaenns 4.511 4.234 4.367
One-Year .......ccciverainnnraaens | 4.661 4.362 4.465
|
* Interest rates on bills are quoted in terms of a 360-day year, with the discounts from
par as the return on the face aniount of the hills payable at maturity. Bond yield
equivalents, related to the amount actually invested, would be slightly higher,

sized Aa-rated utility issues were marketed with mixed
receptions at yields ranging from 7.43 percent to 7.55
percent. Another pair of Aaa-rated telephone issues was
brought to market on May 22. The $50 million issue of
forty-year debentures was priced to yield 7.34 percent, 6
basis points less than the yield offered on the earlier Bell
System issue on May 2 and the lowest yield placed on
such an issue since mid-February. The companion offer-
ing of six-year notes was priced to yield 6.50 percent.
This aggressive pricing resulted in rather slow initial sales
of these issues, but prompted swift sales of older securities
still in syndicate hands and in the secondary market
where yields looked attractive in comparison. As prices
of issues in the sccondary market were bid up, in turn,
sales of the new telephone issucs improved. Corporate
bond prices closed higher for the month, although some
investor resistance developed on May 31 to an offering of
thirty-year Aa-rated utility bonds priced to yicld 7.29
percent, the lowest yield offered on such an issue since
mid-January.

In the tax-exempt bond market, a $100 million offering
of Pennsylvania bonds was marketed on May 2. Provid-
ing yields that were described as somewhat less attractive
than had been anticipated, the bonds were only about 20
percent sold at the close of the first day. When the re-
maining balance was released from price restrictions two
days later, yields adjusted upward by as much as 20 basis
points. This cleared the atmosphere in the market, and
a number of new issues—including a $200 million offer-
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ing of Battery Park City Authority (New York) bonds—
were well received by investors during the next few days
at somewhat higher yields than those prevailing at the
beginning of the month,

A cautious tone developed on the day following the
President’s speech, and an issue of New Jersey bonds
was postponed because of the uncertain market condi-
tions. Other scheduled offerings were marketed that day,
though at somewhat lower prices than originally intended,
and investor reaction was generally quite favorable. Prices

rose over the next several days, and the postponed New
Jersey bonds were almost a first day sellout at the price
set on them a week earlier. Prices continued to rise as the
month progressed, and The Bond Buyer index of yields
on twenty municipal bonds fell by 10 basis points to 5.29
percent in the week ended May 18 after increasing by
19 basis points over the two preceding weeks. The index
fell further to 5.19 percent on May 25 and to 5.15 percent
on June 1. This was the lowest level since January 13,
1972.

Subscriptions to the MoNTHLY REVIEW are available to the public without charge. Additional
copies of recent issues may be obtained from the Public Information Department, Federal Reserve
Bank of New York, 33 Liberty Street, New York, N.Y. 10045,

Persons in foreign countries may request that copies of the MmoNTHLY REVIEW be sent to

them by “air mail-other articles”. The postage charge amounts to approximately half the price of
regular air mail and is payable in advance. Requests for this service and inquiries about rates should
be directed to the Public Information Department, Federal Reserve Bank of New York, 33 Liberty
Street, New York, N.Y. 10045.
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Publications of the Federal Reserve Bank of New York

Distribution and charge policy: The following selected publications are available from the Public
Information Department. Except for periodicals, mailing lists are not maintained for these publications.

The first 100 copies of the Bank’s general publications and the first copy of its special publications
are free on reasonable requests. Additional copies of general and special publications are free on reasonable
requests for educational purposes to certain United States and foreign organizations. United States: schools
(including their bookstores), commercial banks, public and other nonprofit libraries, news media, and Fed-
eral Government departments and agencies; foreign: central government departments and agencies, central
banks, and news media. (Such additional free copies will be sent only to school, business, or government
addresses. ) Other organizations are charged for copies exceeding normal limits on free quantities (prices are
listed with the publications).

Remittances must accompany requests it charges apply. Delivery is postpaid and takes two to four
weeks. Remittances must be payable on their faces to the Bank in United States dollars collectible at
par, that is, without a collection charge.

GENERAL PUBLICATIONS

MONEY: MASTER OR SERVANT? (1971) by Thomas O. Waage. 45 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 if charges apply)

OPEN MARKET OPERATIONS (1969) by Paul Meek. 48 pages. A basic explanation of how the Federal
Reserve uses open market purchases and sales of Government securities to influence the cost and availability
of money and credit. Recent monetary actions are discussed. (11 cents each if charges apply)

PERSPECTIVE. Published each January. 9 pages. A nontechnical review of the major domestic and in-
ternational economic developments of the previous year. Sent to all Monthly Review subscribers. (6 cents
each if charges apply)

SPECIAL PUBLICATIONS

ESSAYS IN DOMESTIC AND INTERNATIONAL FINANCE (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. (70 cents each if charges apply)

THE VELOCITY OF MONEY (1970, second edition) by George Garvy and Martin R. Blyn. 116 pages.
A thorough discussion of the demand for money and the measurement of, influences on, and the implications
of changes in the velocity of money. ($1.50 each if charges apply)

CENTRAL BANK COOPERATION: 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. ($2.00 each if charges apply)

MONEY, BANKING, AND CREDIT IN EASTERN EUROPE (1966) by George Garvy. 167 pages. A re-
view of the characteristics, operations, and changes in the monetary systems of seven communist countries
of Eastern Europe and the steps taken toward greater reliance on financial incentives. ($1.25 each if charges

apply)
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