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Climbing the Plateau

At times during the second quarter, the na- 
L tional economy seemed to be losing 

headway, but then as spring turned to sum
mer, the business picture began to improve. 
Indeed, despite all the problems which sur
faced during this hectic period, total real out
put levelled out— and besides, the long-per
sistent price upsurge finally showed signs of 
moderating. The expansionary process was 
aided by an easing of monetary policy and 
by a sharp easing of fiscal policy. In compari
son with late 1969, the money supply this 
spring grew at about a 414 -percent annual 
rate instead of close to zero, and the Federal 
budget shifted sharply, by a massive $20- 
billion rate, from surplus to deficit.

Amid all the talk of plateaus, upturns, and 
bottoming outs, there were still enough dark 
spots in the picture to impress the more pes
simistic observers. For the inflation-minded, 
price inflation still appeared w orr isom e , 
while business cash positions remained ex
ceedingly tight. For the deflation-minded, 
production continued sluggish in early sum
mer; industrial production in July, although 
rising above the June level, was 3 percent 
below the year-ago peak, and the second- 
quarter gain in final sales (GNP less inven
tory change) was the smallest in almost four 
years.

Still, second-quarter GNP statistics reveal
ed a much stronger and better-balanced pic
ture than had been anticipated earlier in the 
year. Most of the 4 !4  -percent annual rate of 
gain in GNP, to $971 billion, was eaten up 
by inflation, but the 414 -percent rate of price 
increase was the smallest such increase of the 
last two years. At the same time, the slight

rise in real (price adjusted) GNP contrasted 
strongly with the almost 3-percent rate of 
decline of the preceding quarter. This gain in 
output reflected increases in some cyclical 
sectors, such as consumer spending for autos, 
along with the usual rising trend in other 
household and state-and-local government 
expenditures. Gains in these categories were 
almost offset, however, by a substantial de
cline in Federal defense spending and the 
continued slump in residential construction.

Federal spending for goods and services 
dropped in the second quarter at a 10-per
cent annual rate, to $99Vi billion, largely 
because a retroactive pay increase for postal 
and other employees was concentrated in the 
previous quarter’s figures. (The figures also 
reflected a shift in defense spending, which, 
with Vietnamization, is now trending down
ward: the Pentagon’s estimated costs for the 
Indochina war have dropped from $30 bil-
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lion in fiscal 1968 to a $ 17-billion rate cur
rently. ) State-and-local government spending 
meanwhile rose, although at a slower than 
usual pace, to a $ 119-billion rate.

Business ca p ita l-g o o d s  spending moved 
sideways, at a $ 103-billion rate, for the sec
ond consecutive quarter. (In contrast, invest
ment spending jumped by 10 percent during 
the 1969 boom .) Despite outsized reports of 
heavy new spending plans, manufacturing 
firms may now be trimming their actual ex
penditures in line with their depleted liquid
ity and their shrunken capacity requirements. 
Demand appears to be softening for new 
office space as well as for industrial construc
tion, and with some scaling back of capital
spending plans in these and other areas, fur
ther cutbacks may be in store for factory pro
duction and for durable-goods orders.

Business buying

Even so, capital spending remains at a 
record high level, in the face of extraordin
arily high costs of capital and strained li
quidity conditions— and in the face of falling 
trends in profit margins and in factory capac
ity utilization, which are both now at the low
est levels of the past decade. Despite these 
obvious negative factors, many business plan
ners believe that it would be shortsighted to 
defer capital outlays because of their expec
tation of further increases in the cost of 
labor and other factors of production.

The latest C om m e rce -S E C  survey of 
spending plans, which suggests a 10-percent 
annual rate of gain in business spending dur
ing the current half-year, probably reflects 
some of this type of thinking. (However, the 
survey shows a decided modification of ear
lier plans for heavy spending in the manufac
turing sector.) The survey also reflects the 
utilities’ heavy requirements for new capac
ity, as well as the airlines’ demand for new 
up-to-date equipment. For that matter, the 

156 heavy carryover of projects already under

way amounts, by itself, to three quarters’ rate 
of spending at recent levels of operation.

In the inventory sector, businessmen have 
generally managed to keep their stocks under 
tight control. Inventory accumulation during 
the second quarter, at an estimated $2V2 - 
billion annual rate, was somewhat above the 
first-quarter level, but fell far below the $7-8 
billion accumulation rate maintained during 
the several preceding years. B u sin essm en  
have tended to keep stocks low because of 
the costliness and the scarcity of credit and 
the tightness of their cash positions, as well 
as their doubts about the general economic 
climate.

In fact, purchasing agents at this juncture 
in the business cy c le  normally would be 
tempted to reduce stocks severely because of 
growing weakness in business sales, orders, 
and credit conditions. But in the present case, 
a major shift towards inventory liquidation 
has not developed— at least not yet— per
haps because of the same factors that have 
kept business c a p ita l-g o o d s  spending so 
buoyant. Probably, too, inventory planning 
has been bolstered by uncertainties on the 
labor scene; with auto contract negotiations 
now underway, auto dealers may be willing 
to live with substantial inventories, and with 
steel negotiations a year in the offing, at least 
some steelmakers are already making plans 
to begin stockpiling of supplies.

Household buying

Consumer spending accounted for most of 
the strength in se co n d -q u a rte r  GNP, as 
households boosted expenditures moderately 
in most budget categories. Nondurable-goods 
spending rose at a 6-percent annual rate, to 
$262 billion, and services spending at an 8- 
percent rate, to $260 billion— and house
holds also boosted expenditures for durables 
at a 10-percent rate, to $92 billion, as the 
auto sector recovered from its sharp first- 
quarter decline.
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Cyclically sensitive seeters of the economy 
exhibit some weakness in recent quarters
Billions of Dollars

New-car sales rose from 7.35 million to 
7.95 million (annual rate) over the quarter, 
but much of the sales strength was concen
trated at the lower end of the price line, to 
the detriment of the high-priced (and high- 
profit) models. Imported cars continued to 
sell very well, accounting for over 13 percent 
of the U.S. market during the spring months 
and for \5l/i  percent in July. Moreover, a 
Japanese maker recently announced that it 
would introduce a new line of low-low-priced 
cars just prior to Detroit’s unveiling of a ma
jor new subcompact in September.

Weakness marked another consumer-re
lated sector, residential construction, during 
the second quarter. In a continuation of a 
year-long decline, spending dropped at a 10- 
percent annual rate, to $28 billion, over 
this period. New housing starts also remained 
weak, at less than 1.3 million units (annual 
rate), as construction activity lagged for both 
apartments and single-family housing. Activ
ity in the latter category, indeed, was close to 
the very low 1966 level. Even so, the indus

try rebounded around midyear, as starts ap
proached a 1.6-million rate in July.

Household earning

Consumer spending was bolstered in the 
spring period by a 10-percent annual rate of 
gain in personal income, to $802 billion, with 
$12 billion of that $ 19-billion increase aris
ing from the Federal pay hike and social- 
security benefit increase. (The midyear ter
mination of the tax surcharge and the rise in 
the personal deduction will add another $5 Vz 
billion to take-home pay, at an annual rate.) 
Consumer spending was dampened, however, 
by a general attitude of caution brought about 
by the uncertainties of the business climate. 
Consumer savings jumped to IVi percent of 
disposable income during the quarter— up 
sharply from the relatively high 6 V2 -percent 
rate maintained since last summer.

Much of this caution, u n derstan d ab ly  
enough, could be traced to the weakening 
employment situation. Nonfarm payroll em
ployment edged off to 70.9 million in the 157
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second quarter, as heavy layoffs occurred in 
aerospace plants and other manufacturing 
establishments. (Since last September, man
ufacturing employment has dropped 4 per
cent and the average factory workweek has 
fallen 2 percent.) The unemployment rate 
meanwhile continued rising, from 3.6 percent 
to 4.8 percent over the past half-year, partly 
because of layoffs, and partly also (at least 
in early 1970) because of increased job
seeking by housewives and other marginal 
workers.

Consumer incomes may be bolstered— but 
the inflationary problem may be accentuated 
as well— by the sharp rise in wage rates tak
ing place this year. Twice as many union 
workers in major industries are negotiating 
new contracts this year as in 1969; the aver
age first-year increases negotiated early this 
year were closer to 13 percent than to last 
year’s 9-percent figure, and the deferred in
creases scheduled for 1970 under earlier con
tracts were greater than last year’s 4-percent 
average. Throughout 1970, union officials 
will be trying to catch up with the substantial 
gains negotiated by other unions during the 
last several years, and in the process, to offset 
the impact of spiralling prices on their mem
bers’ paychecks.

The auto industry negotiations now under
way epitomize this difficult situation. Indus
try leaders appear determined to hang tough 
in the face of rising costs, falling profits, and 
a severe competitive challenge from overseas. 
But the auto workers, under new leadership, 
appear committed to a fairly impressive set 
of bargaining demands— including a wage 
increase comparable with the su bstan tia l 
gains already received by truckers and rub
ber workers, plus the amount (26-cents-an 
hour) “ lost” because of the former contract’s 
limited cost-of-living formula, plus a mini
mum $500 monthly pension for any worker 
after 30 years’ service.

158

Business rising
The overall business situation may be diffi

cult to forecast for the remainder of 1970, 
but a number of respected observers— rang
ing from econometric model builders to high 
Administration spokesmen —  tend to agree 
that coming months will witness a gradual 
marshalling of strength in the national econ
omy. Despite many uncertainties, the price 
situation also should improve as the year goes 
on.

Prices of some raw materials— wool, nat
ural rubber, nonferrous metals— have recent
ly begun to slide, under the impact of weak
ening demand in this country and abroad, 
along with rising inventory costs and increas
ing U.S. stockpile sales. A  similar dampening 
of price rises should occur because of the im
proved supply situation for major food crops 
and hogs— although the expensive labor set
tlement in the trucking industry will hurt 
here, since shipping costs normally account 
for one-sixth or more of consumer food 
prices.

Price improvement also may develop from 
an expected improvement in labor productiv
ity. In 1969, business output and sales fell 
off rapidly while labor costs soared; output/ 
manhour rose by less than 1 percent while 
compensation/manhour rose by almost 7 
percent, and prices (and profit margins) felt 
the brunt of that differential. In 1970, the ex
pected late-year upturn should spell a sharp 
gain in output from a slowly growing working 
force, and hence a substantial gain in pro
ductivity to offset the substantial increases in 
wages being negotiated this year. (The pro
cess may actually have begun during the 
spring period; output/manhour rose at a 3- 
percent annual rate in the second quarter, in 
contrast to a 2 Vi -percent decline in the pre
ceding quarter.) With a modicum of luck, 
then, price moderation will accompany the 
climb from the present plateau to prosperity.

William Burke

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



August 1970 M O N T H L Y  R E V I E W

Treading the Narrow Path
In the second quarter of 1970, monetary 

policy continued to move away from the 
severe and protracted restraint that had so 
vividly characterized 1969. N on eth e less , 
policy could not yet be described reasonably 
as “ easy.” The Federal Reserve confronted 
two sets of problems, each calling for a some
what different policy prescription, and its 
policy options remained somewhat limited.

On the one hand, the economy was faced 
with the specter of recession, and many indi
vidual firms were faced with liquidity prob
lems— the most visible case (albeit hardly 
the only one) being the Penn Central Com
pany, which found itself unable to replace 
its outstanding commercial paper as it ma
tured. One possible solution here seemed to 
be a shift from monetary restraint to a policy 
of fairly active ease, with reserves supplied 
in generous quantities to the banking system.

This solution, however, could worsen the 
economy’s other major problem, the still un
exorcised specter of inflation. In this case, a 
policy of easy money would simply serve to 
revive those inflationary pressures which have 
just recently shown some signs of abating. 
Responding to this dilemma, Federal Reserve 
Chairman Burns told a Congressional com-

Res@rw©§ fciSSn money supply rises 
during January-June period

Average Annual Change (Percent)

mittee in late July, “ The appropriate course 
for monetary policy in 1970 is to tread cau
tiously the narrow slippery path that lies be
tween too much restraint and too much 
ease.”

Holes in the ceilings

At the end of June, the Federal Reserve 
Board moved against the liquidity problem 
by suspending ceilings on interest rates pay
able on large-denomination certificates of de
posit (C D ’s) with maturities of 30-89 days. 
This action, which was taken when the com 
mercial-paper market cam e under heavy 
pressure in the wake of the Penn Central 
bankruptcy, was designed so that banks could 
accommodate b o rro w e rs  who might have 
trouble raising funds through the commer
cial-paper route.

Banks were able to meet the consequent 
heavy loan demand through net increases in 
CD ’s and through stepped-up borrowing at 
the discount window. In the three weeks 
ended July 15, banks in New York City and 
Chicago experienced a $ 1.3-billion increase 
in outstanding CD ’s. In the week of July 15, 
member-bank borrowings from the Reserve 
banks reached almost $1.7 billion, almost 
double the second-quarter average.

In m id -A u g u st , the F ed era l Reserve 
moved to provide more funds for the econ
omy, by making several adjustments in bank 
reserve requirements. The Board reduced to 
5 percent (from 6 percent) the reserves that 
member banks must hold against time de
posits in excess of $5 million, and applied a
5-percent reserve requirement on funds ob
tained by member banks through the issu
ance of commercial paper by their affiliates. 
These two actions, which take effect in the 
reserve-computation period beginning Octo
ber 1, altogether will reduce banks’ required 
reserves by about $350 million. 159
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Bank liqu idity improves 
with rise in security holdings
Billions of Dollars

Aggregates: moderate growth

The second-quarter easing of m on eta ry  
policy showed up in such measures as a 4.2- 
percent annual rate of gain in the money sup
ply and a similar rate of gain in commercial 
bank credit. During the first quarter, in con
trast, the money supply grew at a somewhat 
slower pace, and bank credit actually de
clined.

The shift in the bank-credit picture was 
caused in part by a turnaround in business 
loans, from a 4.5-percent rate of decline in 
the first quarter to a 1.9-percent rate of gain 
in the spring period. In addition, banks shift
ed from net disinvestment to net acquisition 
of Treasury securities, while they added to 
their holdings of tax-exempt securities in 
both quarters.

The banking system was able to expand its 
earning assets and deposits because reserves 
were rising in the second quarter, in contrast 
to a first-quarter decline. The Federal Re
serve was a net buyer of $1.8 billion of se
curities in its open-market operations in the 
April-June period, after having been a net 
seller in the preceding quarter.

Interest rates: down, up, down

Interest rates— which had declined during 
the early months of the year— rose irregular
ly through the second quarter, so that the 
levels of June reached and even exceeded the 
peaks of December 1969. In the corporate 
market, yields of 9 percent and higher were 
commonplace for top-quality utility bonds, 
and in many instances, lesser-rated issues 
fetched returns of 11 percent. In the munici
pal-bond sector, yields rose consistently dur
ing the spring months, and eventually topped 
7 percent in mid-June. But then, between 
mid-June and mid-July, yields on new cor
porate issues dropped about 70 basis points, 
while yields on outstanding municipal bonds 
declined by over 40 basis points. Yields on 
long-term Treasury bonds meanwhile traced 
pretty much the same seesaw pattern.

Short-term interest rates also rose in the 
second quarter, but to a much lesser degree 
than lo n g -te rm  rates. Yields on 3-month 
Treasury bills, at 6.54 percent in June, were 
more than 150 basis points below the peaks 
reached in December 1969. Short-term rates 
also declined between mid-June and mid- 
July— except for rates on commercial and 
finance-company paper, which increased be
cause of the serious problems in that market.

In early August, the Treasury attracted 
considerable public interest with a 7 Vi-per
cent 18-month cash offering, along with a 
refunding offer consisting of two IVa -percent 
notes of 3 Vi -year and 7-year maturities. The 
Treasury raised about $2.3 billion in new 
cash in this operation, especially because of 
the very popular cash offering, which attract
ed large sums out of savings accounts at 
banks and savings-and-loan a sso c ia t io n s . 
Looking to the future, the Department antic
ipates continued heavy borrowing, on the 
basis of current estimates of a significant 
deficit during fiscal 1971. Herben Runyon

160
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Searching for Growth

Relatively few strong signs of new growth 
developed in the Western economy this 

past spring, as such major industries as aero
space manufacturing, heavy co n s tru c tio n , 
and lumber all failed to shake their winter 
lethargy. (As spring turned to summer, how
ever, some quickening of activity occurred in 
homebuilding.) Nonetheless, Western non
farm employment continued to rise at close 
to a 3-percent annual rate during the second 
quarter— in contrast to the sluggish employ
ment pace elsewhere in the nation.

The unemployment rate, however, contin
ued to climb during the quarter, from 5.0 to
5.7 percent for California and from 5.0 to
6.3 percent for the rest of the District. The 
average jobless rate elsewhere in the nation 
meanwhile rose from about 4.0 to 4.5 per
cent.

District personal income in first-quarter 
1970 (latest figure available) increased at a 
7.5-percent annual rate— down from 1969’s 
8.8-percent growth rate. At one extreme, 
Hawaii managed to maintain its previous 
growth rate (11.8 percent); at the other ex
treme, Washington’s rate dropped from 8.0 
percent to 5.3 percent over the year.

Through May, Western retail sales were 
3 percent higher than a year ago, matching 
the nationwide pace. Shoppers continued to 
pay more for most things, but the spring 
months brought the first glimmer of hope of 
an easing in the price trend. In most major 
Western cities, as in the nation, the price in
dex rose somewhat less during the first half 
o f 1970 than during the same period of a 
year ago. Smaller increases occurred in gro
cery price lists, and housing cost increases 
(although still hefty) began to ease in Cali
fornia’s major urban areas.

Aerospace: declining trend

The employment decline accelerated in the 
Western aerospace industry, as 43,000 work
ers were dropped from the industry’s payrolls 
during the April-June period. Layoffs were 
especially heavy in Washington, with em
ployment dropping by 15 percent, as com
pared with a 6-percent decline in California. 
(District aerospace firms now employ 590,- 
000 workers— 165,000 fewer than at the 
December 1967 peak.) Reflecting this de
cline, Seattle’s unemployment rate jumped to 
10.2 percent in June, up from 3.6 percent a 
year earlier. At the same time, aerospace em
ployment also dropped sharply elsewhere in 
the nation, after a prolonged period with only 
minor cutbacks.

Declines in defense and space contracts 
contributed to the weakening in District aero
space payrolls. District firms received 10 per
cent less in defense contracts in first-quarter 
1970 than in the comparable period of 1969. 
In the space field, the year-to-year decline in

Job expansion greater in West 
despite severe aerospace slump
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contract volume amounted to 30 percent for 
second-half 1969 (latest available data). Re
cently Western firms have received some siz
able defense contracts— the B -l bomber, the 
Airborne Warning and Control System— but 
employment will not increase significantly 
until these projects move from the R  & D 
to the production stage.

Construction: mixed trends

Western construction activity moderated 
during the spring quarter, due to a fairly 
sharp reduction in the volume of awards for 
non-residential and heavy-engineering con
struction projects. In these categories— com
mercial buildings, m an u fa ctu rin g  plants, 
schools, highways, and electric power facil
ities— contract volume declined about a third 
below the record pace of the preceding quar
ter.

Residential co n s tru c tio n  meanwhile re
mained close to the depressed first-quarter 
pace, as home-builders registered 265,000 
new housing starts (annual rate). But the 
industry bounced upward around mid-year, 
as starts hit a 309,000 annual rate in June 
and a 347,000 rate in July. More impor
tant, permits issued for new home construc
tion rose sharply during spring and early 
summer; some builders rushed to beat tax 
deadlines and others prepared the ground 
for some large-scale tract developments, so 
that the industry now looks for a fairly good 
pace of residential-construction activity in 
the months ahead. Yet to date this year, ac
tivity has been slightly mixed, with areas 
such as Seattle and Portland showing con
siderable weakness, and areas such as Phoe
nix, Las Vegas, Salt Lake City, and Southern 
California continuing to show significant 
strength.

With the housing industry still weak, the 
Pacific Northwest’s lumber industry remain
ed sluggish during the spring period. Orders 

162 showed long-awaited improvement in April,

only to turn downward again in May and to 
recover only partway in June. Production, 
orders, and shipments all lagged behind the 
year-ago pace, and softwood lumber prices 
at mid-year were about 14 percent below the 
June 1969 level. But even at that level, prices 
remained somewhat higher than they had 
been prior to the sharp upsurge of late ’68- 
early ’69.

Raw materials: sluggish

Refined copper prices on the London ex
change declined sharply this spring and sum
mer— from 81% cents a pound in March to 
61 XA  cents a pound in early July— due to 
heavy selling occasioned by such factors as 
a slowdown of fabricators’ demand. Prices 
remained low despite the outbreak of a strike 
at a Peruvian facility, and in early August the 
quotation slipped to 59 cents a pound —  
below the basic U.S. producer price (60 
cents) for the first time in seven years.

Sluggish demand also characterized other 
nonferrous metals markets in recent months. 
In early July, domestic lead producers low
ered prices from I6 V2 to 15Vi cents a pound, 
and in August lowered them further to 15 
cents. These cuts reflected a buildup in pro
ducer stocks, as well as threatened anti-pol
lution legislation which would restrict the 
use of lead in gasoline. Silver prices mean
while slid to 1970 lows, reaching $1.61 an 
ounce by late June. (The price reached $2.56 
at the peak of the silver speculation two years 
ago.) Still, with prospects improving for 
passage of the Eisenhower coin bill, the price 
rose to $1.64 an ounce by mid-July.

Nonresidential construction activity help
ed to support the Western steel industry dur
ing the second quarter. Although production 
still lagged 4 percent behind its year-ago pace 
during this period, the tone of the market was 
stronger than in the early months of the year.

Petroleum-refining activity almost matched 
the year-ago pace during the second quarter,
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despite sharp cutbacks during late May. This 
level of activity was supported by an increase 
in District crude-oil production, and by a 
su bstan tia l 50-percent upsurge in imports 
from Canada. However, total imports of 
crude oil declined below the year-ago pace, 
because of sharp cutbacks in shipments from 
other producing areas.

With crude-oil supplies from M id -ea st 
sources increasingly endangered, the District 
industry is counting on Alaska’s North Slope 
to help alleviate its dependence on foreign 
sources. Construction of the Alaskan pipe
line continues to be delayed by legal road
blocks, thus increasing chances that oil and 
gas from the North Slope will move to Amer
ican markets through Canadian pipelines.

The Canadian government already has ap
proved construction of a winter toll road in 
the Northwest Territories to support such an 
undertaking.

Receipts of District farmers sagged 4 per
cent below year-ago levels during the early 
spring months, in contrast to a 2-percent 
gain nationally. This drop in receipts resulted 
from a decline in crop returns, which more 
than offset modest gains in the livestock sec
tor.

In coming months, District farmers expect 
a reduction in crop output, in contrast to in
creases in the rest of the country. In particu
lar, farmers anticipate declines in cotton, 
deciduous fruits, and processing vegetables.

Regional staff

Inflation Alert
The Administration shied away from “ demonological” explanations of in

flation in its first “ inflation alert”  released in early August. Although it did pinpoint 
several problem areas in the present business scene, the report concentrated mainly 
on an historical analysis of the price pressures that have arisen since the mid-1950s.

The report concluded that monetary and fiscal tightness can succeed in dampen
ing inflationary pressures, but that the process can be prolonged to the extent that 
inflation has become established within the economic structure. Moreover, policy
makers must contend with the fact that an advance in the general price level normal
ly follows a certain sequence, with wholesale prices rising first, followed by retail 
and service prices and then wages. That sequence today may not yet be at an end.

In unveiling the report, Chairman McCracken of the Council of Economic 
Advisers said that it was prepared at least partly to “ lift the visibility” of current 
inflationary developments. The problem spots include recent price hikes in tires and 
cigarettes, the prolonged uptrend in construction wages, and the possibility of large 
price rises soon in trucking rates and electric-power rates.
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Searching for Liquidity

Bank credit at Twelfth District commer
cial banks contracted by $439 million 

in the second quarter of 1970, thus swamp
ing the small $ 108-million first-quarter gain. 
Despite less reserve pressure, District banks 
reduced their loan portfolios by $707 million, 
but by curtailing their lending in this way, 
they continued to make headway in rebuild
ing their securities holdings. (S h o rt-te rm  
Treasury notes and bonds and municipal 
warrants accounted for most of this $268- 
million increase in securities.) Banks also 
improved their liquidity through a $ 1,200- 
million inflow of time deposits, which re
versed a 14-month decline. District banks 
posted a relatively larger gain in deposits 
than commercial banks nationally, but their 
reduction in total bank credit contrasted 
with an increase elsewhere. (A ll data sea
sonally adjusted.)

Bank profit margins narrowed in the sec
ond quarter as a result of lower rates of 
return on assets and higher interest expenses

on deposits. Most District banks, following 
the national trend, reduced their prime rate 
on business loans by Vi percent (to 8 per
cent) in late March. Their rates of return 
on short-term securities purchased during the 
spring period also fell below first-quarter 
rates.

On the expense side, District banks felt 
the full impact of higher interest costs on 
time deposits, as they moved toward the 
higher maximum rates permitted by the late- 
January revision in Federal Reserve Regula
tion Q. By April, virtually all District banks 
were paying the maximum 4 Vi -percent rate 
on passbook savings, and over one-half of the 
banks that offered longer-term time certif
icates were paying new ceiling rates. (On the 
other hand, bank costs for borrowings in 
Eurodollars and in Federal funds declined 
slightly from the first-quarter level.) The 
late-June suspension of Regulation Q ceil
ings on large denomination CD ’s with matur
ities under 90 days may further increase

Com m ercia l basiks— especially Western banks-—  
benefit from spring period's sharp time-deposit expansion
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banks’ interest expense on deposits— at least 
in the near future —  but it should permit 
banks to attract a larger volume of deposits, 
and thus place them in a better position to 
reduce their borrowings of higher-cost funds 
such as Eurodollars.

Time deposit inflow ...

Deposits rose at District banks in each 
month of the second quarter, on a daily-aver
age basis, as the large $ 1,200-million time- 
deposit inflow more than offset a $280-mil- 
lion reduction in demand deposits. Substan
tial amounts of savings funds flowed in, not 
only because District banks offered higher 
rates, but also because individuals desired 
greater liquidity in the face of increasing eco
nomic uncertainties and rising unemploy
ment. Corporate deposits also expanded as 
offering rates on large CD ’s improved in re
lation to other money-market rates; negotia
ble CD ’s at large District banks increased by 
$225 million, primarily in d o m e st ic -h e ld  
deposits, in contrast to the heavy foreign- 
deposit inflow in the early months of 1970.

District banks also benefitted from a greater- 
than-seasonal inflow of public time deposits.

Private demand deposits declined in April, 
then increased in May and June. But U.S. 
Government demand deposits moved in the 
opposite direction, reaching an extremely low 
level in June. As a consequence of these di
verse movements, total demand deposits de
clined in each month of the quarter.

... reduces reserve pressure

Despite the large increase in deposits, re
serve requirements rose by only $9 million in 
the second quarter. This small increase re
flected shifts in deposit composition —  a 
decrease in (high reserve requirement) de
mand-deposit categories and an increase in 
(low reserve requirement) time-and-savings 
deposits— along with a reduction in supple
mental reserves against Eurodollar borrow
ings. District-bank borrowings at the discount 
window meanwhile fell to $59 million —  
sharply down from the record $ 157-million 
first-quarter figure. Thus, District banks re
duced their net borrowed reserves from $138
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million to $43 million between the first and 
second quarters.

While reserve pressure eased for District 
banks, banks e lsew h ere  recorded slightly 
higher net borrowed reserves. This was just 
the reverse of the situation in the first three 
months of the year, when District banks were 
under greater reserve pressure and other 
banks experienced less restraint.

Increased sources of funds

L a rge  D istr ic t  banks expanded their 
sources of funds by about $1.5 billion in the 
second quarter— about one-third above the 
rate of gain in each of the two preceding 
quarters. Banks obtained two-thirds of the 
new funds from the large inflow of time de
posits, and they obtained added funds by 
increasing their borrowing from corporations 
under repurchase agreements. In addition, as 
loan portfolios declined for the third consec
utive quarter, more funds became available 
to augment banks’ sources of funds.

District banks invested nearly half of these 
additional funds in U.S. Government and 
other securities. The remainder was used to 
reduce borrowings —  Federal funds, Euro
dollars, and discount-window borrowings —  
and to meet demand-deposit withdrawals. 
Thus, District banks placed primary em
phasis on improving their liquidity position 
during the second quarter. (All data unad
justed, on a daily-average basis.)

Downward trend in loans

Total loans, less loans to domestic banks, 
declined in April, rose in May, and then 
dropped sharply in June (seasonally adjusted 
basis). Business loans increased substantially 
in April, as corporations borrowed more 
heavily than usual to meet mid-April tax pay
ments. In the following two months, however, 
business borrowing declined, and loan exten
sions over the June tax date were significantly 

166 smaller than usual. On an unadjusted basis,
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durable-goods manufacturers increased their 
borrowings during the quarter, with the heav
iest demand coming from the machinery sec
tor. Retail- and wholesale-trade firms, con
struction firms, and public utilities also in 
creased their bank borrowings.

Because of the severe problems in the com
mercial-paper market, District banks sharply 
expanded their credit to sales-finance and 
other nonbank financial institutions during 
June. Consumers meanwhile continued their 
cautious approach to bank in d eb ted n ess . 
Over the quarter, banks posted a small de
cline in installment loans, in strong contrast 
to the normal spring upturn.

Upward trend in mortgages?

Activity increased in Western mortgage 
markets during the second quarter, but sav- 
ings-and-loan associations (not commercial 
banks) accounted for the vast bulk of the 
increase in mortgage loans. S u bstan tia lly  
more funds became available for mortgages 
during this period, since both types of insti
tutions posted impressive gains in savings—  
about $270 million for S & L savings and 
$270 million for banks’ consumer-type de
posits— in contrast to their substantial first- 
quarter declines.
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District banks expanded their mortgage 
portfolios by a nominal $14 million (exclu
sive of loans sold out of portfolio), and thus 
continued to maintain their portfolios con
stant for the year to date. But District S & L ’s 
expanded their holdings by about $275 mil
lion, or about a quarter more than the first- 
quarter figure. Their increased lending pace 
was bolstered both by an improved supply 
of savings and also by a $225-million increase 
in borrowings from the Federal Home Loan 
Banks. (The cost of borrowing was reduced 
from 7%  to IVa percent during the quarter.) 
In addition, S & L commitments for future 
loans jumped over the quarter from about

$400 million to $580 million— the highest 
level of the past year.

Reflecting the easier tone in the mortgage 
market, lending rates began to ease in most 
areas of the District over the quarter. In the 
West as a whole, the average FHA yield on 
a conventional new-home loan declined from 
the March-April peak of 9.40 percent to 9.20 
percent by the first of July. (In the nation as 
a whole, the average yield remained un
changed at 8.55 percent.) At the same time, 
nonprice terms of lending— average maturi
ties and loan-to-price ratios— remained fairly 
stable, at levels somewhat more liberal than 
the average nationally.

Ruth Wilson and Verle Johnston

SELiCTIB) ASSET ANB LIABILITY ITEMS OF WEEKLY HIPOSITIN© LAIGE BANKS
Data Not Seasonally Adjusted 

(Dollar amounts in millions)

TWELFTH DISTRICT U. S. MINUS TWELFTH DISTRICT

Outstandings Net Change Outstandings Net Change

June 24, 
1970

Second Quarter 
1970

2nd Qtr. 
1969

June 24, 
1970

Second Quarter 
1970 1969

Dollars Percent Percent Percent Percent
L oan s g r o s s  a d ju s te d 1 and  

in v estm en ts $ 4 3 ,8 6 5 +  3 57 + .74 + 3 .63 $ 18 0 ,5 3 1 +  1 .12 +  2 .0 8
L oans g r o s s  a d ju s te d 1 3 6 ,5 94 +  185 + .51 6 .54 133 ,109 +  .95 +  4 .44

C om m e rc ia l an d  industrial 
loa n s 13,883 +  43 + .31 + 5 .80 6 5 ,6 68 +  1 .59 +  4 .15

R eal e s ta te  loa n s 11,069 +  14 + .13 + 1.49 22 ,4 59 +  .28 +  2 .60
A gricu ltu ra l loa n s 1,399 +  68 + 5.11 + 12.47 662 -  2 .09 — 6 .27
L oa n s to  n on b a n k  fin a n cia l 

in stitu tion s 1,645 +  43 + 2 .68 15.03 9 ,7 5 4 +  5 .35 +  17.02
L oan s fo r  p u rch a s in g  or

ca rry in g  se cu r it ie s :
T o  b rok ers  and  d ea le rs 254 -  33 - 1 1 . 5 0 + 2 6 8 .4 6 3 ,114 - 1 9 . 0 7 + 2 5 .1 2
T o  o th e rs 218 -  13 — 5 .63 + 2 .5 6 2 ,161 -  3 .27 -  1.08

L oa n s to  fo re ig n  b an k s 171 -  3 — 1.73 + 7 .55 1 ,287 0 +  3 .7 0
C o n su m e r in sta lm en t loa n s 5 ,424 -  30 _ .55 + 3 .7 6 1 5 ,098 +  2 .53 +  4 .80
All o th er  loa n s 2,531 +  96 + 3 .94 + 3 0 .7 2 12,906 +  .94 -  3 .19

T otal in v estm en ts 12,271 +  172 + 1.42 + 2 .90 4 7 ,4 2 2 +  1.31 -  3 .94
U .S. G ov ern m en t secu rit ie s 4 ,2 4 6 -  95 2 .19 4 .35 17,409 -  .70 -  8 .72
O b liga tion s  o f  s ta te s  and

p o litica l s u b d iv is io n s 7 ,0 3 4 +  3 49 5.22 — .06 2 6 ,9 02 +  3 .28 -  1 .26
O ther se cu r it ie s 991 -  82 __7 .64 — 1.23 3 ,111 +  .35 +  1 .39

T ota l d e p o s it s  ( le s s  ca s h  item s) 4 6 ,9 8 7 +  1,251 + 2 .74 — .17 153 ,193 +  .04 -  2 .17
D em a n d  d e p o s it s  a d ju sted 16,194 -  337 2 .04 + .34 62 ,0 54 -  3 .53 -  1 .79

T otal tim e  an d  sa v in g s  
d e p o s its 2 8 ,7 3 6 +  1 ,068 + 3 .8 6 1.55 70 ,9 39 +  1 .80 -  5 .07

S a v in g s  d e p o s its 14,552 +  42 + .29 — 2 .75 31 ,6 23 +  .44 -  2 .07
O ther t im e  IPC 9 ,7 0 9 +  4 1 6 + 4 .4 8 + .02 2 7 ,5 99 +  2 .53 — 6 .62
D e p o s its  o f  s ta te s  and

p o lit ica l su b d iv is io n s 3 ,0 0 2 +  500 +  19.98 — .27 3 ,6 0 5 -  6 .51 - 1 2 . 6 8
(N eg . C D 's  § 1 0 0 ,0 0 0  and

ov er ) 2 ,835 +  225 + 8 .62 — 11.14 10,141 +  10.11 - 2 0 . 5 1

Uotal loans less loans to domestic commercial banks. 167
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