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The Business Situation

Economic activity has continued to expand, but at a 
slower pace than that of 1972 and early 1973.* However, 
the ability of the economy to maintain upward momentum 
has come to depend to an uncertain degree upon the mag
nitude and economic impact of the energy shortage. The 
size of the prospective shortage, severely exacerbated by 
the Mideast oil embargo, has been subject to widely di
vergent estimates based on different assumptions about the 
availability of alternative petroleum supplies, the substitu
tion possibilities among existing energy sources, and the 
severity of winter weather. Moreover, the economic con
sequences of whatever shortfall in energy supplies materi
alizes have proved difficult to ascertain because of uncer
tainty both as to just how the overall shortfall will im
pact on the various economic sectors and regions and as to 
how productive capacity will be affected by the pattern 
of reductions that does emerge. As a result, quantitative 
estimates of possible economic repercussions have differed 
greatly.

The effects of the oil embargo have yet to be widely 
registered in available economic data because petroleum 
deliveries from the Mideast had not come to a halt at the 
time when most of the information was gathered. During 
October, industrial production and new orders for durable 
goods increased substantially. However, residential con
struction continued to contract, and business inventory 
accumulation remains surprisingly weak when the impact 
of rapidly rising prices is stripped away. Retail sales re
mained essentially unchanged in November, continuing 
the erratic and relatively slow growth over the past eight

* The estimate of third-quarter gross national product (G NP) 
growth has been revised upward slightly from $32 billion to $32.5 
billion. Real GNP is now estimated to have grown at a 3.4 percent 
annual rate, a bit below the preliminary estimate. The annual rate 
of increase in the GNP price deflator was raised slightly to 7 per
cent. The estimate of inventory investment was reduced by $4 bil
lion, while the estimate of net exports of goods and services was 
raised by $3.6 billion to $7.6 billion. Although preliminary esti
mates of pretax corporate profits rose slightly, after-tax profits fell 
by $100 million to a seasonally adjusted annual rate of $71.5 bil
lion in the third quarter.

months. The energy problem has weighed heavily on the 
stock market, where prices have fallen precipitously since 
the beginning of November. Moreover, planned automo
bile production has been reduced because of the drop in 
sales, related at least in part to concern over the availabil
ity and cost of fuel.

The pervasive role of petroleum products in overall in
dustrial production implies that fuel price increases may 
intensify the strong inflationary pressures already in pros
pect for the months ahead. The consumer price index rose 
at a very rapid annual rate of close to 10 percent in Octo
ber. Wholesale prices for November are among the first of 
the economic barometers to be affected by the oil embargo. 
Propelled by rising fuel costs, wholesale prices jumped 
at a 21 percent annual rate despite another drop in farm 
prices. Unemployment was 4.7 percent in November, up 
from the October rate of 4.5 percent but about the same 
as the average of the past few months. Given the timing of 
the data collection, the November labor market statistics 
were not affected by the shortage of oil.

PERSONAL INCOME, CONSUMER DEMAND,
AND RESIDENTIAL CONSTRUCTION

Personal income climbed $9.2 billion in October to a 
seasonally adjusted annual rate of $1,067.7 billion, follow
ing an even more substantial rise the previous month. All 
of the major categories of personal income increased in 
October, with the exception of farm proprietors’ income; 
nevertheless, farm income soared 36 percent over the year 
ended in October. The pay raise for Federal civilian and 
military employees, which the President sought unsuccess
fully to delay until December, amounted to about $ 1 ^  
billion of the October increase in personal income. Over 
the first ten months of 1973, personal income has advanced 
at an annual rate of 10.3 percent, about the same rate of 
expansion as that experienced in 1972. Of course, accel
erating inflation has considerably slowed the gain in real 
income this year. The consumer price index has climbed 
at nearly a 9 percent annual rate over the first ten months 
of 1973, up sharply from the 3.4 percent increase of 1972.

According to the preliminary estimate, retail sales flat
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tened out in November when a modest increase in non
durables was offset by a small decline in spending at 
durables stores. Over the past eight months, retail sales 
have risen at a slow annual rate of 4 percent, compared 
with the very rapid rise of 19 percent in the preceding 
eight months. The slowdown is even more pronounced if 
allowance is made for a more rapid rate of inflation in the 
recent period. Not only has the overall growth of retail 
sales slowed, but the composition has changed dramati
cally. Although rising more slowly than before, nondu
rables have provided most of the momentum. Since March, 
sales volume at automotive outlets has declined at about a 
7 percent annual rate, after rising at a 28 percent annual 
rate in the previous eight months. During the more recent 
period, nonautomotive durables have edged up at a 2 per
cent annual rate, only a fraction of the 23 percent climb 
recorded over the eight months ended this past March.

Automobile sales have moderated in recent months in 
response to a combination of factors affecting supply and 
demand. Work stoppages and parts shortages have inter
mittently slowed production, thus restraining supply. The 
demand for new cars has softened as a result of uncertainty 
about the effects of the energy shortage on the economy,

concern with the rising price and the declining availability 
of gasoline, and widespread purchasing earlier in the year 
to avoid paying for the required antipollution and safety 
devices on 1974 models. Indeed, there has been a dramatic 
shift in the composition of demand toward smaller, more 
economical models. In both October and November, sea
sonally adjusted sales of new domestically produced pas
senger cars were at an 8.7 million unit annual rate, down 
from the 10.1 million unit pace averaged over the first 
nine months of the year. Some slowing in the rate of new 
car sales was widely anticipated even before the 1974 
models were launched, but the current pace is probably 
slower than expected.

Residential construction has continued to retreat from 
the high levels experienced throughout 1972 and earlier 
this year. The contraction in housing activity reflects 
to a considerable extent the tightness of mortgage credit, 
although some Recline in the previous unsustainable pace 
of expansion would have occurred in any event. In Oc
tober, housing starts dropped to an annual rate of 1.61 
million units, the lowest in three years and well below 
the year-earlier rate of 2.45 million units. Over the year 
ended in October, starts of multifamily structures fell

B illio n s  o f d o lla rs  
14

C h a rt  I

NONFARM INVENTORY INVESTMENT IN THE GNP ACCOUNTS
S e a s o n a lly  a d ju ste d  a n n u a l rates

B illio n s  o f d o lla rs

1 95 0  51 5 2  5 3  5 4  5 5  5 6  5 7  5 8  5 9  6 0  61 6 2  6 3  6 4  6 5  6 6

Note: S h ad e d  a re a s  represe nt recession  p erio d s, acco rd ing to the N atio n a l Bureau of Econom ic Research chronology.
The dates of the 1969-70 recession are tentative.

Source: United States Department of Com m erce, Bureau of Econom ic A nalysis.
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sharply; such starts decreased 41 percent, compared with 
the 28 percent decline for single-family dwellings. On a 
regional basis since October 1972, starts have dropped 
most in percentage terms in the South, least in the north 
central states, and by about the same magnitude in the 
Northeast and the West.

Deliveries of mobile homes have also slowed abruptly 
from a record seasonally adjusted annual rate of 740,000 
units this past March to 470,000 units in September. Sales 
of new one-family homes edged up slightly in September, 
while inventories of unsold single-family homes moved 
down to 9.8 months of sales, a bit lower than the August 
ratio but still substantially higher than any other month on 
record. Further confirmation of the slack in the residential 
construction sector comes from evidence on the amount 
of time it takes a new one-family home to be sold from the 
start of construction. During the third quarter, a median of 
4.4 months (seasonally adjusted) elapsed from ground
breaking to sale. This is below the median of 4.8 months 
posted over the second quarter but is still well above the
3.1 months “for sale” time averaged in 1972.

INDUSTRIAL PRODUCTION, INVENTORIES,
AND ORDERS

The Federal Reserve Board’s index of industrial produc
tion, which measures the physical output of the nation’s 
factories, mines, and utilities, rose at a 6.6 percent season
ally adjusted annual rate in October. This increase is in 
keeping with the slower growth in output that character
ized the second and third quarters when output rose at a 
5 V2 percent annual rate, about half as fast as in the pre
ceding year.

Gains in production in October were registered in all 
major categories, with the notable exception of a decline in 
industrial materials output at a 2.7 percent annual rate. 
This was the first drop in materials output in about two 
years. Production of motor vehicles and parts registered its 
second consecutive monthly gain after falling sharply in 
August because of a variety of production difficulties, in
cluding parts shortages for the 1974 automobiles. Passenger 
car production was at a 9.4 million unit pace in October, 
below the record 10.3 million unit rate of July. Production 
rose to 9.6 million units in November, but it is unlikely that 
this pace will be maintained during the next few months, 
given the trimming of assembly schedules recently an
nounced by the three major producers of automobiles. The 
precise impact of the announced plant closings on industrial 
output depends on the extent to which the shutdowns are 
only temporary and reflect a reorientation of productive 
capabilities toward the production of smaller cars.

The energy category of industrial production, which in
cludes electric power and gas utilities and petroleum refin
ing, accounts for a sizable 11.2 percent of the total index. 
Energy output rose at an annual rate of 4Vi percent in 
October, as it was apparently too early for the boycott 
on oil shipments to the United States to have any pro
nounced effects. Over the year ended in October, energy 
production grew 4.2 percent, considerably slower than the
7.2 percent rise of total industrial output. Over the longer 
period spanning the past ten years, energy production and 
overall industrial production have increased at about the 
same rate of 5 percent per year.

Inventory accumulation has remained surprisingly slug
gish throughout 1973. The third-quarter change in business 
inventories reported in the GNP accounts was revised 
down to a weak $4.7 billion. Inventory investment during 
the first three quarters of 1973 has averaged about %AVi 
billion per quarter, substantially below the $8 Vi billion rate 
of accumulation averaged during the second half of last 
year. On the other hand, increases in the book value of 
total business inventories have tended to be considerably 
stronger in 1973 than during the previous year. For ex
ample, the book value of inventories rose at an annual rate 
of about $21 billion in the first nine months of this year, 
which is about 50 percent faster than the rise experienced 
over the second half of 1972. This marked discrepancy be
tween inventory gains on a book value basis and in the 
national income accounts is explained by the impact of 
rapidly rising prices. Inflation generates inventory capital 
gains, which boost changes in the book value of inventories. 
However, the GNP accounts, anchored in the concept of 
current production, record changes in physical stocks only.

The recent sluggishness of inventory spending on a na
tional income accounts basis stems largely from the dra
matic and persistent weakening of nondurables inventory 
investment over the past year (see Chart I ) .  In previous 
business expansions, nondurable stocks rose relative to 
their recession levels. Durables inventories, while more in 
keeping with past cyclical patterns, are also quite lean, as 
indicated by the fact that the ratio of inventory book value 
to sales is at its lowest level since 1965.

New orders placed with manufacturers of durable goods 
rose in October by a substantial $1.7 billion after declining 
in the three previous months. The advance was mainly in 
orders for primary metals, machinery, and transportation 
equipment. Orders placed for nondefense capital goods in
creased in both September and October and currently stand 
just a shade below the record June level. In the first ten 
months of 1973, durables bookings have expanded at 
around an 18 percent annual rate, after increasing almost 
23 percent in 1972. Because durable goods prices have
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Ch art II

CAPITAL APPROPRIATIONS IN MANUFACTURING
S e a so n a lly  ad justed

Billions of d o lla rs B illions of d o lla rs

Source: The Conference Board, Inc.

been accelerating more rapidly in 1973, the above com
parison understates the slowdown in the expansion of real 
bookings relative to last year. This slower rise may in part 
reflect supply factors. Long delivery lead times, high rates 
of capacity utilization, and huge orders backlogs suggest 
that many industries are close to being booked to capacity.

The backlog of unfilled orders for manufacturers’ du
rable goods continued to mount in October, reaching a level 
that was about 35 percent higher than a year earlier. While 
the ratio of durables manufacturers’ unfilled orders to ship
ments moved down slightly to 2.58 in October, it is still 
substantially higher than the ratio of a year ago.

The presence of sizable orders backlogs has probably 
bolstered business plans to expand capacity in 1974. Based 
on its most recent survey, McGraw-Hill reports a 14 per
cent planned increase in new plant and equipment spending 
in 1974. This is comparable to the 12 percent planned rise 
estimated by Lionel D. Edie & Company Inc. and the 15 
percent increase cited by Rinfret-Boston for 1974. The 
Commerce Department’s first readings project business 
fixed investment to climb at about a 13.3 percent annual 
rate over the first half of 1974. Respondents to the 
McGraw-Hill survey anticipated a 7 percent rise in plant 
and equipment prices together with an increase of 7 per
cent in real outlays. In the manufacturing sector, capital 
spending is projected to climb by a very substantial 24 per

cent next year. The Conference Board’s survey of the
1,000 largest manufacturing firms reports that net new 
capital appropriations climbed by about $0.2 billion to 
$10.6 billion in the third quarter, compared with an aver
age $6.9 billion in 1972. The backlog of appropriated but 
unspent funds reached $33.3 billion, up $12 billion from 
a year earlier (see Chart II ) . Even if the growth of new 
appropriations slows in coming quarters, the huge backlog 
of appropriated but unspent funds could serve to maintain 
a high rate of capital spending. The surveys were taken 
prior to the oil embargo, and the effect of the energy situ
ation on the magnitude and direction of change in overall 
investment is uncertain. Shortages of petroleum-related 
inputs may postpone some projects, but capital expendi
tures in energy-producing industries could exceed previous 
estimates.

RECENT PRICE DEVELOPMENTS

There are not as yet any signs of a fundamental dim
inution in inflation. In October, the consumer price index 
rose at a very rapid seasonally adjusted annual rate of 
9.9 percent. Month-to-month fluctuations in the price data 
have been affected by changes in the Economic Stabi
lization Program and may therefore be misleading. How
ever, over the four months ended in October, consumer 
prices rose at a 10 percent annual rate, faster than the 7.8 
percent rise of the first half of the year and much more

C h art III

CHANGES IN CONSUMER PRICES
S e a so n a lly  ad justed  a n n u a l rates 

Percent Percent
125

1972 f | 1st h a lf  1973 Ju ly -O c to b e r  1973

*  Not seasonally adjusted.

Source: United States Department of Labor, Bureau of Labor Statistics.
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rapidly than the 3.4 percent increase during 1972 (see 
Chart III) . Since October 1972, consumer prices have 
jumped 7.9 percent, marking the largest twelve-month 
climb since the Korean war period.

A major contributor to the overall rise in consumer prices 
in October was the surge in prices of services, which 
climbed at a 13.7 percent annual rate, the largest monthly 
increase on record. The October climb was paced by an
other large increase in home-mortgage costs and by the 
once-a-year adjustment of medical care costs. Even apart 
from these factors, the rise in the price of services was 
substantial. Consumer food prices, which had fallen 
slightly in September, rose at a 6.5 percent annual rate in 
October, bringing the increase in food prices over the 
July-October period to 21.3 percent, about the same as 
the 20.4 percent burst of the first half of the year. Meat, 
poultry, and egg prices fell in October, but this was offset 
by rising prices of most other major components of the 
food-at-home index and higher prices for food away from 
home.

Prices of nonfood commodities rose at a 5.8 percent 
annual rate in October. Over one third of the increase in 
nonfood commodities prices stemmed from higher costs of 
gasoline and fuel oil. It should be noted that the October 
price data were gathered largely before the start of the 
Arab boycott of oil shipments to the United States. Strong 
demand has put substantial upward pressure on energy 
prices for some time. For example, fuel oil and coal prices 
soared almost 20 percent during the year ended in October 
and gasoline and motor oil prices rose 10 percent. Gasoline 
and oil prices carry a weight of less than 4 percent in 
the overall consumer price index. However, further price 
increases, either through the imposition of excise taxes 
or rising market prices, will certainly have a broader im
pact on consumer prices than is suggested by the weight 
of the component because of the pervasive role of fuel in 
the production of the items included in the index.

Wholesale prices jumped by a very large 21.1 percent 
seasonally adjusted annual rate in November, as soaring 
energy prices swamped another decline in agricultural 
prices. The fuel and power category, which has a weight 
of 7 percent in the overall wholesale price index and 10 
percent in the closely watched industrial commodities 
component, exploded at a 19.3 percent monthly rate— a 
232 percent annual rate— in the face of the Arab oil em
bargo. At the same time, the Cost of Living Council has 
modified its regulations pertaining to price increases for 
petroleum products. Even when fuel and power are ex
cluded, prices of wholesale industrial commodities climbed 
at a 13 percent annual rate, up from 9.4 percent in Octo
ber and 8 percent over the first nine months of this year.

Prices of farm products and processed foods and feeds 
fell 17.7 percent at an annual rate in November for their 
third consecutive monthly decline, but were still 31.2 per
cent higher than a year ago.

WAGES AND EMPLOYMENT

Although wages are rising rather modestly by compari
son with the very rapid climb in the cost of living, they 
have nonetheless stepped up their rate of growth. Ac
cording to preliminary data, the hourly earnings index for 
private nonfarm production workers— which is adjusted 
for the effects of interindustry employment shifts and 
manufacturing overtime— rose at a slow 3.2 percent sea
sonally adjusted annual rate in November. Changes in 
the index are somewhat volatile on a month-to-month 
basis; it is helpful to examine longer time spans for signs 
of emerging trends. Over the past six months, basic wage 
rates as approximated by the index have climbed at a 7.5 
percent annual rate, noticeably faster than the 5.8 percent 
rise of the preceding half year.

On balance, the mixture of data gathered in November 
suggest that no sudden change in labor market conditions 
took place during the month. It is important to note that, 
given the timing of the data collection, the Arab oil em
bargo had little or no effect on these particular statistics. 
According to the household survey, seasonally adjusted 
employment was essentially unchanged following the very 
large gains recorded during each of the preceding two 
months. During the past year, employment has expanded 
by a vigorous 3.8 percent, compared with the gain of 3.2 
percent during the twelve months ended in November 
1972. While small, the growth of the labor force during 
November was large enough to push the unemployment 
rate up by 0.2 percentage points to 4.7 percent, which is 
the average for the preceding four months.

In the separate November survey of nonfarm estab
lishments, seasonally adjusted employment rose by around
200,000 workers, a bit less than the average monthly gain 
posted over the first ten months of the year. Because of 
differences in coverage, sampling techniques, and seasonal 
patterns, the payroll and household surveys often diverge 
on a monthly basis but tend to show comparable changes 
over somewhat longer periods of time. Manufacturing em
ployment went up by around 50,000, less than half the 
October gain but a little above the rate averaged over the 
second and third quarters. Although November employ
ment increased, both the average workweek and overtime 
hours for manufacturing production workers remained un
changed at levels well below the recent peaks recorded 
earlier in 1973.
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The Money and Bond Markets in November

Interest rate movements were mixed during November. 
The yields on three-month Treasury bills and on 
intermediate- and long-term securities fell during the 
month. The rates on Treasury bills of six months or longer 
and on several money market instruments moved higher. A 
combination of selling pressure resulting from the im
proved international position of the dollar and a growing 
concern among market participants that monetary policy 
might not loosen significantly in the coming months caused 
many rates to rise sharply in the first half of November. 
However, rates declined noticeably in the second half of 
the month, when investors began anticipating slower busi
ness activity in the months ahead as a consequence of the 
energy shortage. For the month as a whole, the rate on 
bankers’ acceptances rose XA  percentage point, while sec
ondary market rates on negotiable certificates of deposit 
(CDs) increased 81 basis points. The effective rate on 
Federal funds during the statement week ended Decem
ber 5 was 10.17 percent, 27 basis points higher than during 
the final week of October.

Higher inventories acquired in the November financing, 
expectations that foreign central banks would be selling 
securities, and an increase in dealer financing costs ex
erted steady upward pressure on yields in the Government 
securities market early in November. In addition, Gover
nor Brimmer’s statement that inflation would continue in 
1974 reinforced the already cautious atmosphere in the 
market, and yields on all maturities rose sharply. A much 
firmer tone developed toward the end of the month’s 
second week, and rates generally receded over the 
remainder of the period. New issue activity in the market 
for Federal agency securities was moderately heavy, but 
interest rates on agency securities recorded only small 
changes. There was a substantial volume of new issues in 
the corporate and municipal bond markets, and yields were 
essentially unchanged.

The narrow money supply (M O — demand deposits ad
justed plus currency outside banks— grew much more rap
idly in November than in October. The broad money supply 
(M2), which includes time and savings deposits other than

large-denomination CDs, expanded only slightly faster 
than in October. The seasonally adjusted volume of CDs 
outstanding declined again as it did in October and Sep
tember. Partially as a result of this and partly in response 
to a change in the composition of business borrowing, the 
adjusted bank credit proxy declined from its October level.

BANK RESERVES AND THE MONEY MARKET

Interest rates on money market instruments edged up
ward during November (see Chart I). Yields on nonbank- 
related, dealer-placed commercial paper registered 
increases of 5/s to % percentage point and closed the 
month ranging from 9 Vs percent to 9 Vi percent. The ef
fective rate on Federal funds averaged 10.03 percent, 2 
basis points above October’s average level. The volume of 
nonborrowed reserves declined in November; however, 
total reserves fell by an even larger amount. As a result, 
both seasonal and nonseasonal member bank borrowings 
declined, for the third successive month (see Table I) .

The market for CDs continued to show the effects of 
the higher marginal reserve requirement that was imposed 
in September as well as the lighter demand for bank loans. 
The volume of CDs outstanding declined in November 
for the third consecutive month. However, there was a 
modest increase during the final week of the month. In the 
secondary market, the interest yield on CDs increased to 
9.34 percent.

The 9Vi percent prime lending rate that was set by sev
eral major banks in late October spread to a few additional 
banks during the first week of November. However, the 
9V2 percent rate did not become universal, and on the 
last day of the month a few of the banks that had been 
quoting 9Vi percent returned their rates to 93A  percent.

The narrow money supply grew considerably faster in 
November than it had in recent months. Preliminary data 
indicate that for the three months ended in November, 
expanded at a seasonally adjusted annual rate of 4 percent, 
up from 0.2 percent for the three months ended in October 
(see Chart II ) .
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M O N E Y  M A R K E T  R A T E S

C h a rt  I

SELECTED INTEREST RATES
S e p te m b e r -  N o v e m b e r  1973

B O N D  M A R K E T  Y IE L D S

S e p te m b e r O c t o b e r

1 97 3

N o v e m b e r S e p te m b e r O c t o b e r

1973

N o v e m b e r

Note: Data are shown for business d ays only.

M O N EY MARKET RATES Q UO TED: Bid rates for three-m onth Euro-dollars in London; offering 
rates (quoted in terms of rate of discount) on 90- to 119-day prime com m ercial paper  

quoted by three of the five d ealers that report their rates, or the midpoint of the range  

quoted if no consensus is av ailable; the effective rate on Federal funds (the rate most 
representative of the transactions executed); c losing bid rates (quoted in terms of rate of 
discount) on newest outstanding three-month Trea sury bills.

BO N D MARKET YIELD S Q UO TED: Y ie ld s  on new A aa-ra ted  public utility bonds ore based  
on p rices asked by underw riting syndicates, adjusted to make them equivalent to a

standard  A aa-ra te d  bond of at least twenty years' maturity; d a ily  a v e rage s of 

yie lds on seasoned A aa-ra ted  corporate bonds; d a ily  av e ra ge s  of yields on lon g

term Governm ent securities (bonds due or ca lla b le  in ten years or more) and  
on Governm ent securities due in three to five y e a rs , computed on the b asis  of 
c losing bid prices; Thursday av erage s of yie lds on twenty seasoned twenty-year 
tax-exem pt bonds (carrying M oody's ratings of A a a , A a , A , and Baa).

Sources: Federal Reserve Bank of New York, Board of G ov e rno rs of the Federal 
Reserve System, M oody’s Investors Service, Inc., and The bond Buyer.

In November, M2 expanded at about an 11 percent 
rate, approximately the same rate that prevailed in October. 
The three-month growth rate of M 2 through November 
is 8V2 percent, and for the year so far it is 73A  percent. 
The interest rate ceilings that were imposed on four-or- 
more-year consumer-type time deposits last month accom
panied by higher short-term interest rates caused the 
growth of other time deposits to diminish somewhat in 
November. Despite this slowdown, other time deposits 
still expanded at a healthy 12 percent rate.

Contrary to the behavior of the other monetary aggre
gates, the adjusted bank credit proxy— which consists of 
daily average member bank deposits subject to feserve

requirements plus certain nondeposit liabilities— grew in 
November at only a 0.5 percent annual rate. The slow 
growth has been partly a reflection of the higher costs to 
banks of raising funds in the CD market since the reserve 
requirement on CDs was increased. It is also caused by the 
fact that, during the last week of September, the rate on 
commercial paper fell below the prime rate and business 
credit demand shifted to the commercial paper market. 
This reduced the banks’ need for funds and tempered 
their CD sales effort. Since late September, the volume of 
commercial paper outstanding has increased noticeably 
while the credit proxy has shown virtually no growth.

The fall in the volume of CDs is, in some measure,
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Table I

FACTORS TENDING TO INCREASE OR DECREASE 
MEMBER BANK RESERVES, NOVEMBER 1973

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

responsible for the decline in reserves available to support 
private nonbank deposits (R PD ) during November. After 
showing no growth during October, RPD contracted at an 
11 percent rate during November.

Factors

Changes in daily averages—  
week ended Net

changes

Nov.
7

Nov.
14

Nov.
2 1

Nov.
28

“ Market” factors

Member bank required reserves .................... +  457 —  347 — 11 + 369 +  468
Operating transactions (subtotal) ............. +  198 +  503 — 1,726 + 376 — 649

Federal Reserve float ................................... —  57 +  332 +  300 + 444 + 1 ,0 1 9
Treasury operations* ...................................... +  343 +  996 — 800 + 106 +  645
Gold and foreign account ........................... — 53 — 248 +  23 — 94 — 372
Currency outside banks ............................. — 289 — 532 — 1,051 — 44 — 1,916
Other Federal Reserve liabilities
and capital ..................................................... +  256 — 46 — 198 - 35 — 23

Total “ market” factors ............................... +  655 +  156 — 1,737 + 745 — 181

Direct Federal Reserve credit 
transactions

Open market operations (subtotal) . . . . . . — 325 — 848 +2 ,561 - 827 +  561

Outright holdings:
Treasury securities ........................................ _  65 —1,140 + 1 ,484 — 3 +  276
Bankers’ acceptances ................................... +  1 _  5 — 2 + 1 — 5
Federal agency obligations ........................ — — +  14 + 42 +  59
Repurchase agreements:
Treasury securities ........................................ — 232 +  259 +  893 — 727 +  193
Bankers’ acceptances ................................... — 8 +  10 +  25 — 22 +  5
Federal agency obligations ...................... — 21 +  28 +  147 — 118 +  36

Member bank borrowings ............................... — 285 +  351 +  48 — 281 — 167
Seasonal borrowings! ................................. — 26 — 13 +  5 — 1 — 35

Other Federal Reserve assets! ...................... +  89 +  97 — 557 + 45 — 326

Total§ .................................................................. — 521 — 400 + 2 .052 — 1,064 +  67

Excess reserves! ................................................... +  134 — 244 +  315 319 — 114

Daily average levels
Monthly
averages

Member bank:

Total reserves, including vault casht 34,625 34,728 35,054 34,366 34,69311
Required reserves .............................................. 34,360 34,707 34,718 34,349 34,534||
Excess reserves§ ................................................... 265 21 336 17 160||
Total borrowings ................................................ 1,170 1,521 1,569 1,288 1.38711

Seasonal borrowings! ................................... 93 80 85 84 86||
Nonborrowed reserves ........................................
Net carry-over, excess or deficit (— )# . . .

33,455
120

33,207

186
33,485

58
33,078

212
33,306||

144||

Note: Because of rounding, figures do not necessarily add to totals.
* Includes changes in Treasury currency and cash, 
t  Included in total member bank borrowings. 
t Includes assets denominated in foreign currencies.
§ Adjusted to include $84 m illion of certain reserve deficiencies on which penalties can 

be waived for a transition period in connection with bank adaptation to Regulation J 
as amended effective November 9, 1972. The adjustment amounted to $450 million  
from November 9 through December 27, 1972, $279 m illion from December 28, 1972 
through March 28, 1973, $172 m illion from March 29 through June 27, 1973, 
and $112 million from June 28 through September 26, 1973.

II Average for four weeks ended November 28, 1973.
# N o t  reflected in data above.

THE GOVERNMENT SECURITIES MARKET

The interest rate on three-month Treasury bills fell 
slightly in November, while the rates on six-month and 
52-week bills advanced modestly. Throughout the month, 
the market’s tone was affected by several competing fac
tors. Among these was concern over the short-run impli
cations of the international strength of the dollar relative 
to certain foreign currencies. The strong demand for the 
dollar created a situation in which foreign central banks 
needed funds to support their own currencies. To obtain the 
required funds, the central banks sold some of their hold
ings of United States Treasury securities. In addition, the 
spreading consensus that monetary policy was unlikely 
to promote ease in coming months and the continued high 
costs of financing dealers’ inventories both exerted upward 
pressure on short-term rates early in November. Against 
these accumulating concerns, the Treasury’s announce
ment that it would auction a strip of bills totaling $1.1 
billion to raise cash because of foreign central bank re
demptions of special Treasury certificates contributed to 
the sharp climb in rates early in the month. The “strip” 
consisted of a $100 million addition to each regular weekly 
bill issue maturing between November 23 and January 31. 
Bidding for the strip when it was sold on November 9 was 
indifferent, and the average issuing rate was set at 8.67 
percent.

At the regular weekly auction of November 12, the 
rates on newly issued three- and six-month bills were 8.64 
and 8.38 percent, respectively (see Table II ) , 144 and 
112 basis points above the rates set at the last regular 
auction in October. At these yields, however, substantial 
investor demand materialized. The market received addi
tional support, as information and opinion concerning the 
energy shortage became more abundant. The market inter
preted this information to indicate that the pace of eco
nomic activity in the near future would be more restrained 
than was initially expected. Consequently, bill rates re
versed field and declined abruptly. Issuing rates on three- 
and six-month bills at the auction of November 19 were 
down 93 and 58 basis points from the previous week. How
ever, continued selling pressure was sufficient to prevent 
the rates on six-month and 52-week bills from completely 
retracing their earlier gains. For the month as a whole, rates 
on three-month bills were 6 basis points lower while rates 
on six-month bills were up 35 basis points. During No
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vember, the yield on 52-week securities rose 29 basis 
points.

On November 28 the Treasury sold $3 billion of tax 
anticipation bills, of which $1 billion will mature next 
April 19 and $2 billion on June 21. The bills can be used 
at face value to pay Federal income tax due in April and 
June. Both maturities were well received. The average 
issuing rate on the April 19 bills was 7.83 percent, and on 
the June 21 issue it was 7.79 percent.

After fluctuating within a relatively narrow range, the 
prices of Treasury coupon securities finished November 
very near their end-of-October levels. The prices of 
intermediate-term securities registered moderate declines 
early in the month, as participants noted that the Federal 
funds rate had stopped falling and that further declines 
appeared unlikely. The market’s technical position was 
somewhat weak because of large dealer inventories re
maining from the Treasury refunding late in October.

Table II

AVERAGE ISSUING RATES*
AT REGULAR TREASURY BELL AUCTIONS

In percent

Weekly auction dates— November 1973

Maturities
Nov. Nov. Nov. Nov.

5 12 19 26

8.098 8.636 7.704 7.695

7.987 8.381 7.805 7.679

Monthly auction dates— September-November 1973

Sept. Oct. Nov.
19 17 14

Fifty-two weeks ...................................... 8.057 7.132 7.708

* Interest rates on bills are quoted in terms of a 360-day year, with the discounts from 
par as the return on the face amount of the bills payable at maturity. Bond yield 
equivalents, related to the amount actually invested, would be slightly higher.

C h art II

CHANGES IN MONETARY AND CREDIT AGGREGATE5
Se a so n a lly  ad justed  a n n u a l rates 

Percent Percent

Note: Data (or Novem ber 1973 are preliminary.

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 the 
Federal Reserve Bank of New York.

Governor Brimmer’s statement that inflation would keep 
interest rates high in 1974 added another pessimistic note, 
and the yields on coupon securities followed bill rates 
upward. In the second half of the month, investors began 
weighing the possibility that the energy shortage could 
curtail economic activity and lead to an easier monetary 
policy next year. At the same time, yields on corporate 
and municipal bonds, which had been exerting a depressing 
influence on prices of coupon securities, began to move 
downward. As a result, the prices of Treasury coupon 
securities reversed their earlier losses and finished the 
month essentially unchanged.

The prices of Federal agency securities changed very 
little, as new issue activity declined a bit from its pace 
of the preceding few months. The Federal Home Loan 
Banks offered a $600 million refinancing, $300 million 
maturing in May 1976 and $300 million coming due in 
November 1977. The rate on both maturities was 7.45 
percent. They were well received and soon traded at pre
mium prices. Late in the month, the Federal National 
Mortgage Association offered a $1.3 billion package of 
debentures maturing between June 10, 1977 and Decem
ber 10, 1982. The offering rates were set between 7.20 
percent and 7.35 percent, and the financing attracted a lively 
pre-sale interest.

OTHER SECURITIES MARKETS

Prices of corporate and municipal bonds changed 
marginally during November. Prices were under steady 
pressure during the first half of the month. Antici-
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pations of a large volume of new issues, general concern 
over the troubled state of affairs in the Mideast, and the 
possibility that the oil embargo could cut into utility 
company earnings all operated to force prices downward. 
However, forecasts of an economic slowdown in 1974 
stimulated the market during the latter part of the month. 
Prices regained most of their earlier losses and finished 
the month slightly above their opening levels.

After starting slowly, the new issue market in corporate 
debt was quite active in November. One of the key new is
sues was a $170 million offering of Aaa-rated thirty-year 
debentures. These were sold to yield 8.07 percent, 12 
basis points higher than the yield on a similar issue sold 
late in October. Later in the month the American Telephone 
& Telegraph Company sold $500 million worth of preferred 
stock. The stock was priced to yield 7.48 percent, some 
portion of which is exempt from Federal corporate income

tax. The issue met a fair reception.
The new issue market in tax-exempt securities was 

quite active for the second consecutive month. Most of 
the offerings sold at yields above those on comparable 
securities marketed at the end of October. One offering of 
Aaa-rated bonds was priced to yield from 4.20 percent in 
1979 to 4.94 percent in 1991. The yield on the short 
maturity was 15 basis points higher than a similar bond 
marketed October 30. Another large issue of bonds with 
an A -l rating that was sold later in November was 
priced to yield from 4.50 percent in 1975 to 5.97 percent 
in 2016. It received a good initial reception, but demand 
subsequently tapered off. The Bond Buyer index of 
twenty tax-exempt bond yields closed the month at 5.15 
percent, 3 basis points above its level at the end of Octo
ber. The Blue List of dealers’ advertised inventories rose 
in November by $47 million to $978 million.

DIRECT-DIALING TELEPHONE SYSTEM

The Federal Reserve Bank of New York will 
change to a direct-dialing telephone system on De
cember 17, 1973. The new main number for the 
Bank is 791-5000.

To request publications— including the Monthly 
Review— and tours, dial 791-6131; 

for Research Library, dial 791-5670; 
for savings bond information, dial 791-5965; 
for information about purchasing United States 

Treasury obligations, dial 791-5823;
for employment information, dial 791-6040.
(If calling from outside New York City, be sure 

to dial the area code— 212— first.)
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Treasury and Federal Reserve Foreign Exchange Operations 
Interim Report*

By  C h a r l es  A. C o o m b s

As related in the previous Report, on July 10 the 
Federal Reserve resumed intervention in the exchange 
markets and by the end of July had sold a total of $273 
million equivalent of foreign currencies— $220 million of 
German marks, $47 million of French francs, and $6 mil
lion of Belgian francs. These operations were financed by 
drawings under the swap arrangements with the respective 
central banks. Over the first two weeks of August the dol
lar strengthened, as a liquidity squeeze in Germany eased, 
interest rates in New York rose, and the market responded 
to favorable United States trade figures for June. With this 
shift in the international flow of funds, the Federal Re
serve readily acquired through the market the foreign cur
rencies needed to repay the entire $273 million equivalent 
of swap drawings incurred in July. The only intervention 
by the Federal Reserve during early August was the sale 
of $4.2 million of marks, using existing balances, when 
the dollar had a temporary setback on August 7.

The dollar’s rise stalled in mid-August, when market 
worries over price trends and political uncertainties in the 
United States surfaced once again. As more bad news gen
erated new selling pressure on the dollar on August 20-21, 
the Federal Reserve reentered the market as a seller of 
German marks in order to maintain an orderly market and 
moderate any serious erosion of dollar rates. Over these 
two days and again briefly later in the month, the System 
sold a total of $54.5 million equivalent of marks drawn 
under the swap line with the Bundesbank, while the Ger

* This interim report, covering the period August through Octo
ber 1973, is the second of a series providing information on Trea
sury and System foreign exchange operations to supplement the 
regular series of semiannual reports appearing in this Review. Mr. 
Coombs is the Senior Vice President in charge of the Foreign 
function of the Federal Reserve Bank of New York and Special 
Manager, System Open Market Account. The Bank acts as agent 
for both the Treasury and the Federal Reserve System in the 
conduct of foreign exchange operations.

man central bank made modest purchases of dollars in 
Frankfurt. The dollar then firmed, and the Federal Re
serve was able to repurchase in the market the German 
marks needed to liquidate the swap drawings on the 
Bundesbank.

By late August and early September, trading conditions 
had become more orderly, with much narrower fluctua
tions in rates from day to day as well as during trading 
sessions. In this atmosphere of greater stability the mar
ket showed much improved resilience in absorbing the 
shocks of adverse political and economic news here and 
abroad. During this period the Federal Reserve stood 
ready to intervene on a number of occasions, but opera
tions were required only once. On September 6, just ahead 
of official announcement of the August wholesale price 
figures, the dollar came under some pressure and the Fed
eral Reserve sold $8.2 million equivalent of marks, of

FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS 
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Transactions with System swap 
commitments, 
July 31, 1973

Drawings (-f-) or
repayments ( — ) 
August 1 through 

October 31

System swap 
commitments, 

October 31,1973

National Bank of Belgium ..... 396.0 -123.8 272.2

Bank of France ...................... 47.0 -  47.0 -0-

German Federal Bank ........... 220.5 f4-236.1 
1-456.6 -0-

Netherlands Bank ................... -0- ±  2.9 -0-

Swiss National B a n k ............... 565.0 -0- 565.0

Bank for International Settle
ments (Swiss francs) ............... 600.0 -0- 600.0

T o ta l ................................................. 1,828.4 J+238.9
1-630.2 1,437.2

Note: Discrepancies in totals are due to rounding.
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which $3.9 million was drawn under the swap line. The 
dollar then quickly rebounded, and the System was able 
to repurchase the marks needed to repay this swap com
mitment.

On September 15, the Netherlands revalued the guilder 
by 5 percent against other European Community (EC) 
currencies in the fixed-rate bloc. This move came as a sur
prise to the markets, and speculation soon developed over 
possible revaluations or devaluations of other EC curren
cies. Consequently, there were heavy flows into the 
German mark and Belgian franc and out of the French 
franc, leading to substantial intervention by the central 
banks involved in the EC “snake”. Such speculation in the 
European currency exchanges soon spilled over into the 
dollar market. As the dollar began to drop, the Federal 
Reserve again stepped in, in coordination with the Bundes
bank, to moderate the decline of the dollar-mark rate. 
At the same time, the Belgian and French authorities took 
monetary and exchange control measures to curb the 
pressures on the EC band. This firm official response effec
tively broke the speculative wave and, as dollar rates bot
tomed out and began to rise, the Federal Reserve continued 
to intervene to help along the recovery. In this sequence of 
operations, between September 17 and 26 the Federal 
Reserve sold $156.7 million equivalent of German marks 
drawn under the swap line, while the Bundesbank inter
vened in Frankfurt by buying nearly $140 million.

The exchange markets again turned quiet through late 
September and early October. Underlying trade and in
vestment flows tended to buoy the dollar and, as the dollar 
firmed, the Federal Reserve was able to purchase sufficient 
marks to repay $86.1 million of the outstanding swap 
debt to the Bundesbank. The improvement in the dollar 
was again interrupted, however, as short-term interest 
rates in this country fell sharply, political uncertainties 
heightened, and war broke out in the Mideast. On Octo
ber 10, when the news of Vice President Agnew’s resigna
tion hit the markets in the early afternoon, selling pressure 
on the dollar intensified. At this point, the Federal Reserve 
again intervened with an unusually heavy offering of 
marks, of which $21 million equivalent was sold. These 
sales were financed by a further drawing under the swap 
line with the Bundesbank, bringing the outstanding swap 
debt to $91.5 million equivalent. The dollar then steadied, 
and no further intervention in marks was required through 
the month end.

During October, the Dutch guilder moved to the top of 
the EC band. The guilder’s rise stemmed mainly from a 
liquidity squeeze in Amsterdam,, but revaluation rumors 
began to circulate once again. In conjunction with the 
Netherlands Bank’s own sizable purchases of dollars in 
Amsterdam, on October 23 the Federal Reserve offered 
guilders in New York, selling $2.9 million equivalent 
drawn under the swap line with the Dutch central bank.

Late in October, the dramatic shift in the basic United 
States trading position was underscored by the announce
ment of an $873 million trade surplus for September. By 
that time, also, interest rates in the United States were on 
the rebound and a cease-fire had been negotiated in the 
Mideast. Consequently, the dollar came into strong de
mand, advancing across the board against the major Euro
pean currencies. By the end of October, the Federal Re
serve was able to purchase in the market sufficient marks 
and Dutch guilders to repay fully the $91.5 million and 
$2.9 million, respectively, of swap drawings outstanding 
in those currencies. Thus, for the period August through 
October, System intervention totaled $247.5 million, of 
which $238.9 million was drawn and repaid under swap 
lines. In summary, since the resumption of exchange 
market intervention in July, the System had drawn and 
repaid a total of $512.4 million of German marks, French 
francs, Belgian francs, and Dutch guilders. Coordinated 
intervention in the dollar market by the Bundesbank 
over the same period amounted to nearly $500 million.

In other operations, beginning in August the Federal 
Reserve resumed modest daily purchases of Belgian francs 
in the market to repay swap drawings outstanding from 
the National Bank of Belgium since August 1971. By 
October 31, some $117.8 million of those drawings had 
been repaid, leaving $272.2 million equivalent remaining. 
Combined with the $1,165 million of Swiss franc swap 
drawings also outstanding since August 1971, this brought 
total System swap obligations to $1,437 million at the end 
of October, compared with $3,045 million outstanding on 
August 15, 1971.

Finally, the United States Treasury redeemed at ma
turity the last of its mark-denominated securities, a $172.4 
million equivalent security held by the Bundesbank. The 
Treasury also refinanced with the Swiss National Bank a 
Swiss-franc-denominated security amounting to $63.6 mil
lion equivalent originally held by the Bank for Interna
tional Settlements.
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The Need for Uniform Reserve Requirements

By T h o m a s  O. W a a g e*

In April, Arthur Burns, chairman of the Federal Reserve 
Board, presented the System’s case for establishment of 
uniform reserve requirements for both member and non
member banks to the Governing Council of the American 
Bankers Association. The proposals in that speech raised 
serious issues about economic equity and the effectiveness 
of monetary control. I would like to examine this proposal 
and some of its ramifications. But I would like first to blow 
away the disingenuous smoke screen that has been thrown 
around this proposal, so that we can examine the real 
issues.

It has been suggested that uniform reserve requirements 
threaten our decentralized, dual banking system. This 
view interprets uniform requirements as a form of com
pulsory Federal Reserve membership that would upset 
the checks and balances inherent in the dual banking 
system and run counter to the public interest. However, 
this bogey can’t be given life while there are statutes pro
viding that banks can choose a state or national charter.

Whether we have uniform reserve requirements or not, 
banks would still have the continuing choice, not only of 
national or state charter, but also of shifting from one to 
the other. Nor would uniform requirements change the 
separate regulatory rules governing member and nonmem
ber banks. Dual banking has been with us since the Civil 
War and has not been weakened by major changes in bank
ing regulation. The National Bank Act (and the tax on 
state bank notes) failed to strangle it, as the authors of 
that act hoped. And the state banking systems survived 
the even more profound challenge of the establishment 
of the Federal Reserve and the creation of the Federal 
Deposit Insurance Corporation (FD IC ). I have no doubt

* The author of this article is a Senior Vice President of the 
Federal Reserve Bank of New York. The views expressed are the 
responsibility of the author and do not necessarily reflect the views 
of the Bank or of the Federal Reserve System.

that the dual banking system would also survive uniform 
reserve requirements.

Healthy competition between chartering authorities may 
have helped keep banking innovative in a period of great 
change. This fostering of innovation might well be sharp
ened by the imposition of uniform reserve requirements. 
Indeed, it was not that long ago that James Saxon, Comp
troller of the Currency from 1961 to 1966, helped to spur 
desirable changes in all banking, because his innovative 
regulation attracted banks to national charters despite re
serve requirements.

States, under uniform reserve requirements, could no 
longer offer reserve requirement advantages to hold their 
constituencies. They would have to offer better, more re
sponsive, and more reasonable supervision. Their efforts 
would, in turn, keep the national supervisory authorities 
wide awake, and this alertness would benefit the public. In 
passing, it should be noted that going too far along the 
road of competitive responsiveness to bankers’ needs and 
desires could run the risk of what Allan Sproul, former 
president of the Federal Reserve Bank of New York, 
described as “competition in laxity” by the regulators.

Much fear has also been expressed that the proposal 
would mean the death knell of the correspondent banking 
system (a fear, incidentally, that was also voiced when the 
Federal Reserve Act was adopted). It is clear, however, 
that all member banks have deposits at correspondent 
banks, in addition to balances at their Reserve Banks. 
Large correspondent banks furnish services— including 
portfolio analysis and advice, assistance in international 
transactions, loan participations, and so forth— that Re
serve Banks do not and should not provide.

The sound and fury that has erupted since Mr. Burns’s 
speech might give one the impression that the uniform 
reserve requirements proposal is new. However, the idea 
has been with us for decades.

In fact, the initial act establishing Federal deposit in
surance, in 1933, required state banks to become members 
of the Federal Reserve System by a specified date to
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qualify for insurance, in effect creating uniform reserve 
requirements through universal membership. However, the 
Banking Act of 1935 extended the deadline and, before 
that date was reached, the membership requirement was 
repealed.

The substance of uniform reserve requirements was later 
embodied in the recommendations of different Congres
sional committees in 1950 and 1952. Uniform reserve 
requirements were endorsed by the Commission on Money 
and Credit in 1961, reaffirmed by the President’s Com
mittee on Financial Institutions in 1963, and restated by 
the Hunt Commission in 1971. In addition, the Federal 
Reserve Board has repeatedly urged the Congress to bring 
all insured commercial banks under the same reserve re
quirements and to provide them with equal access to the 
discount window.

The arguments for uniform reserve requirements there
fore have been pressed repeatedly but until now have 
lacked the urgency that brings about reform. However, 
current developments in the banking system— among them 
the emergence of “NOW accounts” and electronic funds 
transfer systems in several areas of the country, as well as 
the continuing decline in Federal Reserve membership—  
give the uniformity proposal a greater immediacy.

The reasoning behind the proposal not only defines the 
issues involved but also underscores the need for its im
plementation. Let’s examine some of these issues.

First, there is the question of the equity of present re
quirements. Some dismiss this issue by suggesting that 
nonmember banks have substantial reserve requirement 
equality with member banks, even though requirements 
are set by fifty different banking authorities. This argu
ment misses the point. The controversy is not over the 
percentages themselves, since most states have reserve re
quirements percentages nominally similar to the Reserve 
System’s. In fact, thirty-three states have demand deposit 
reserve requirements that are the same as, or higher than, 
the 12.9 percent the System imposes on a fairly typical 
medium to large bank— one with $200 million in net 
demand deposits.

But the comparability is more apparent than real. The 
inequity lies in the differential cost burdens associated with 
the types of assets that may be counted as reserves. Mem
ber banks must maintain their reserves in the form of 
either vault cash or deposit balances at Federal Reserve 
Banks.

These deposits are working balances, as well as legal 
reserves, that can be used for a variety of payments and 
transfers, including check clearing. Reserves can be drawn 
well below required levels, provided the average balances, 
plus vault cash, at the close of business from Thursday

through Wednesday are sufficient to meet required re
serves. Average balancing, which permits offsetting fluc
tuations without costly day-to-day adjustments, provides 
substantial short-run liquidity. Also, although member 
bank reserves are “noninterest bearing” , they do “buy” 
some services.

Nonmember banks, however, have more options in 
meeting their reserve requirements, and these options gen
erally lessen or, in some cases, entirely eliminate their cost 
burden. Some reserve assets represent no cost burden at 
all, because they are normally held as investments. Ten 
states permit use of interest-bearing United States Treasury 
or municipal securities to meet at least part of the require
ments. And in forty-five states, including New York and 
New Jersey, demand balances at city correspondents can 
be counted.

These correspondent balances include both collected 
and uncollected funds. The difference between collected 
balances and those still in the process of collection is, of 
course, called interbank float— and is most significant in 
analyzing cost burdens. Uncollected balances are essen
tially “anticipated” assets, because the funds or reserves 
they represent are still lodged in the banks of those who 
wrote the checks.

Accounting practices permit all banks to classify un
collected balances as assets, and state laws, in turn, allow 
these “due from” balances to be counted as legal reserves. 
These balances amount to about 8 percent of demand 
deposits, or a good half of average reserve requirements, 
state or Federal.

Because nonmembers hold a greater percentage of their 
assets in a form that earns interest or buys services, they 
have a competitive edge over member banks and, there
fore, can be inherently more profitable. Nonmember banks 
can use this extra profit to attract capital more effectively, 
or to entice business away from member banks with higher 
deposit and lower loan rates. This potential, perhaps more 
than any other argument, brings the question of equity 
down to a bread-and-butter level.

All commercial bankers, whether members or nonmem
bers, are increasingly concerned with and vocal about the 
unfair advantage they feel thrift institutions, which have no 
similar reserve burdens, have over commercial banks. The 
Board of Governors and the New York Fed both recog
nize the essential reserve requirement inequity between 
“thrifts” and commercial banks, especially in the light of 
the current trend of increasing demands by savings insti
tutions to offer checking-account-like services to deposi
tors. We support the principle of equal reserves on like 
deposits— whether time deposits at commercial banks or 
at thrift institutions.
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However, it must be recognized that the same equity 
argument turned against thrifts applies with equal force 
to nonmember banks.

As you know, mutual savings banks in Massachusetts and 
New Hampshire offer depositors interest-earning accounts 
subject to a “negotiable order of withdrawal”— in effect, 
an interest-bearing checking account. Savings and loan 
associations in California are attempting to enter the elec
tronic money-transfer system operated by the California 
Automated Clearing House. These innovations are prob
ably the first step toward what ultimately will become a 
single, integrated nationwide payments system. We wel
come that trend, but we believe that the costs of such a 
system should be equally distributed among all the institu
tions involved. The existing situation provides a competi
tive advantage for nonmember banks because they do not 
maintain reserve accounts at the Federal Reserve. If thrift 
institutions develop extensive checking powers in the fu
ture and become part of this newly emerging payments 
mechanism without assuming their fair share of the costs, 
today’s inequities would be exacerbated.

In addition, monetary control will be hampered be
cause the larger the share of money transfers made through 
institutions outside Federal Reserve control the less effec
tive monetary policy will be. The way to avoid this problem 
is to impose uniform reserve requirements on all deposit 
accounts subject to money transfers.

This effectiveness of monetary control is the other ma
jor issue behind the need to impose a system of uniform 
requirements. The fundamental purpose of reserve require
ments is not to supply bank liquidity or finance a rise in 
loan demand, but to permit the Federal Reserve a signifi
cant measure of control over the supply of money and 
credit in order to promote our national economic objec
tives. In this connection, it is worth noting that part of the 
opposition to giving the Federal Reserve power to establish 
reserve requirements for all banks stems from a failure to 
distinguish between the Federal Reserve’s regulatory and 
central banking functions. The former is shared with state 
authorities, the Comptroller of the Currency, and the 
FDIC; the responsibility for monetary policy is not shared.

Effective management of the supply of money and credit 
requires that the assets held as reserves by the banking 
system come under the control of the Federal Reserve. The 
reserve requirements of the states, regardless of what their 
role may be in protecting liquidity, do not meet this test. 
This defect is a serious one.

When a nonmember bank’s reserves are held as corre
spondent balances at a member bank, the member bank 
must support these balances with reserves consisting of 
vault cash or Reserve Bank balances, which are quite small

in relation to total deposits at the nonmember bank.
To put the issue another way, it can be noted that a 

member bank needs, on average, about $1 in reserves to 
support $7 in demand deposits. That same $1 in reserves 
at a member bank supports $7 of reserves for a nonmem
ber bank, which can then back up $50 of demand deposits.

As a result, shifts of balances between member and 
nonmember banks alter the quantity of all commercial 
banks’ deposits that can be supported by a given volume 
of Fed reserves. As nonmember banks have become a 
larger part of the banking system, the link between bank 
reserves, bank credit, and money supply has become in
creasingly loose and the Reserve System’s control less 
precise than it can or, more importantly, should be.

For example, if the Federal Reserve decides that there 
should be an increase in bank credit and money supply, 
it could buy, say, $100 million of securities in the open 
market, with payment for those assets being deposited 
in banks and thus added to their reserves. But, as we have 
seen, those reserves may support either seven or fifty times 
as much in bank assets and liabilities.

The Federal Reserve’s control, if this trend continues, 
would be as poor as that of a fisherman trying to reel in a 
tuna on a line that was alternately as unyielding as an 
anchor chain and as elastic as a rubber band.

We know the problem is getting worse. Over the past 
decade, the increase in nonmember demand deposits has 
accounted for 40 percent of the total rise in demand de
posits, twice as much as the nonmember share of all such 
deposits.

This trend partially reflects the rapid population growth 
in regions of the country served by nonmember banks. But 
a major causal factor is the competitive disadvantage 
member banks face by being required to hold reserves as 
vault cash or as finally collected funds at a Federal Re
serve Bank.

This inequity provides a considerable incentive for 
newly chartered state banks to avoid Federal Reserve 
membership and for members to withdraw. Since 1960, 
about 700 banks have left the System through withdrawal 
or mergers. More significant, I think, just over 100 state- 
chartered banks have elected to join the System since 
1960; nearly 1,500 newly state-chartered banks chose 
not to.

During 1972, five banks with deposits of $100 million 
or more withdrew from Federal Reserve membership. 
Only thirteen of the 212 new commercial banks receiving 
state charters last year joined the Federal Reserve. With 
the obvious dollars-and-cents profit margin available to 
stockholders, it’s hard to criticize the choice.

Efforts have been made over the years to reduce the
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competitive disadvantage and make System membership 
more attractive. In 1960, permission to count vault cash 
in reserves clearly improved matters. Changes in Regula
tion D in November 1972 also helped by reducing reserve 
requirements against demand deposits— particularly for 
small member banks competing actively with nonmembers.

This past year, a seasonal borrowing privilege was es
tablished for member banks lacking adequate access to 
national money markets. This, too, should make member
ship more attractive, but measures of this kind are limited 
by existing legislation.

The erosion of Federal Reserve membership is a serious 
problem. It reduces the precision of monetary control, and 
has already reduced the potential for using changes in 
reserve requirements as an effective vehicle for monetary 
policy. When a large and increasing proportion of total 
bank deposits is untouched by reserve requirement changes 
prescribed by the Board, that in itself is alarming.

The loss is even greater, however, because the Board 
must, of necessity, consider possible changes in reserve 
requirements in the light of avoiding aggravation of the 
member banks’ competitive disadvantage and possible 
further erosion of membership.

This inhibition has been unfortunate. There have been 
times when the prompt and pervasive impact of a higher 
reserve requirement would have unmistakably signaled 
that monetary policy was moving toward added restraint 
on the availability of money and credit. Such an occasion 
occurred earlier this year and, despite reservations, the 
System raised reserve requirements on time deposits and 
demand deposits. It also appealed to nonmember banks to 
follow the spirit of this attempt at curbing excessive credit 
growth by voluntarily increasing reserves in a like amount. 
However, the divergence in reserve requirements between 
member and nonmember banks has sometimes forced the 
Federal Reserve to turn to other measures to achieve its 
objectives.

These considerations argue persuasively, I believe, that 
reserve requirements on demand deposits at nonmember 
banks should be the same as those borne by Federal Re
serve members.

But the most important argument for requiring reserves 
to be held in the form of vault cash and finally collected 
funds on deposit at a Federal Reserve Bank is that such 
reserves are Federal Reserve Bank liabilities. With the 
relatively inconsequential exception of coin and United 
States notes, vault cash consists of Federal Reserve notes. 
Since the Federal Reserve can and does decide whether 
or not to increase or decrease its liabilities— just as large 
commercial banks today carefully consider a strategy of

liabilities management— uniform reserves would give the 
Board of Governors and the Federal Open Market Com
mittee much greater influence over monetary aggregates 
and bank credit than they have currently.

To be sure, uniform reserve requirements would hurt 
nonmember banks initially. But the System could be 
counted on to mitigate the impact. Certainly, the transi
tion to a uniform system could be made gradual. And 
there might well be consideration given to lowering the 
average level of reserve requirements.

Indeed, the Federal Reserve has been lowering average 
requirements over the last twenty years. Since 1953, re
quirements on net demand deposits have been reduced on 
balance by about 6 percentage points for both large and 
small banks. Even taking into account the reserve require
ment increases this year, average requirements on time and 
savings deposits are lower today than twenty years ago. 
Requirements on savings deposits are at their statutory 3 
percent minimum.

In summary, the Fed’s argument is this: state laws gov
erning reserves of nonmember banks give them a competi
tive advantage over member banks. It is not the reserve 
percentages themselves that cause the inequity, for in most 
states reserve percentages are not significantly lower than 
Federal Reserve, requirements. It is rather the form in 
which state laws permit reserves to be kept— balances 
with correspondents, including uncollected funds, and 
sometimes United States Government or even tax-exempt 
obligations— that gives rise to the unfairness.

The competitive advantage nonmember banks obtain 
makes membership in the Federal Reserve less attractive 
to state-chartered banks, complicating the task of the 
Federal Reserve in controlling deposit growth in the bank
ing system as a whole. In this connection, it is worth em
phasizing that the “United States is the only important 
country” in which commercial banks can choose not to be 
subject to reserve regulation by the central monetary 
authority.*

To the extent that imposition of uniform reserve require
ments might disrupt long-established competitive patterns, 
some banks will inevitably be hurt in the short run as others 
are helped. But the long-run result will be a fairer banking 
system and a Federal Reserve System better able to control 
the behavior of money and credit in the economy, a benefit 
to both banks and their customers alike.

* See George Garvy, “Reserve Requirements Abroad”, this 
Review  (October 1973), pages 256-62.
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