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Monetary and Bank Credit Developments in the Third Quarter 

During the third quarter of 1971, the growth of both 
the narrow and the broad money supply measures, M1 and 
M. showed a marked and progressive deceleration. To sonic 

extent, these developments resulted from the efforts of the 
Federal Reserve System to achieve more moderate growth 
of these aggregates following the extremely rapid increases 

posted in the second quarter. Beyond this, the slower rise 

in M,—currency plus demand deposits held by the public 
—may have reflected in part a decline in corporate cash 

balances during the August speculation against the dollar 
and a reduction in consumer cash balances in response to 
the new economic policies which President Nixon an- 
nounced on August 1 5. The slower growth of M1—M1 plus 
commercial bank time and savings deposits other than large 
negotiable certificates of deposit (CDs )—extended further 
in the third quarter the deceleration experienced in the 

second quarter. The tapering-off of the growth of consumer- 

type time and savings deposits may havc been in response 
to the rise in open market interest rates through mid-August 
and may also have been related to the drop in the rate of 
personal savings that occurred during the period. 

The growth of the adjusted hank credit proxy,' on the 
other hand, accelerated in the third quarter. reflecting 
strong growth in Government deposits and in C)s 
which are included in the proxy though not in the 

money supply measures. Total bank credit measured from 
the asset side continued to increase rapidly in the third 

quarter, posting a gain almost equal to that of the first half 
of the year. Virtually all of the growth in hank credit during 
the third quarter was in loans, in contrast to the first half 

Total member bank deposits subject to reserve requirements 
and nousdeposit sources of funds, such as Euro—dollar borrowings 
and the proceeds of commercial paper issued by hank holding 
companies or other affiliates. 

of the year when bank credit growth resulted primarily from 
the expansion of banks' securities portfolios. Interest 
rates generally declined after the mid-August announce- 

ment of the new economic policies, reflecting in part ex- 

pectations that the rate of inflation would moderate. 

THE MONEY SUPPLY MEASURES 

The slower expansion of both the narrowly and broadly 
delined money supplies in the third quarter served to 
reduce their growth to rates more consistent with the goal 
of a noninflationary economic recovery. Thus, M, grew at 
a 3.0 percent rate, compared with a second-quarter rate of 
11.3 percent. while M grew at a 4.5 percent rate versus 

12.6 percent in the second quarter (see Chart I). With this 
slowdown, the growth of M, and M over the six months 
ended in Septenther amounted to 7.2 percent anti 8.6 per- 
cent, respectively. 

Early in the year, the Federal Reserve had accepted 

strong nioney supply growth to compensate for the slow 
growth in the final quarter of 1970. Expansion of M, and 
M at rates of 6.2 percent and t3.7 percent, respectively, 
over the six months ended in March did not appear unduly 
rapid in the early stage of the business-cycle recover)' 

period. However, as the year wore on, it. became increas- 

ingly apparent that the monetary aggregates were growing 
at rates that would be excessive if sustained for long. 

The Federal Reserve last spring began to increase the 

pressure on member bank reserve positions in order to 
slow the expansion of the money supply measures. This 

pressure was reflected in a curtailment of the growth of 
nonborrowed reserves by early summer and in increased 
member bank borrowings at the dtscount window. The 
restrained provision of reserves was also mirrored in the 
increased Federal funds rate. This rate, which averaged 
3.71 percent in March. rose to a level of 5.31 percent in 

July. Whereas nonborrowed reserves had expanded at a 

seasonally adjusted annual rate of 11 .2 percent dturing the 
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first five months of the year, they actually declined at an 
annual rate of 9.6 percent in June and July. Deceleration 
in the growth of the monetary aggregates followed, and 
the third-quarter increase in M1 was the slowest quarterly 
gain since the fourth quarter of 1969. 

There was a resurgence in the growth of reserves in 

August and September even as the expansion of M1 halted. 
Nonborrowed member bank reserves increased at a 
seasonally adjusted annual rate of 23 percent during 
those two months, while M1 declined slightly by 0.5 per- 
cent at an annual rate. This divergence resulted from 
a large increase in deposits not included in the money 
supply measures but subject to reserve requirements. For 
example, seasonally adjusted United States Treasury 
deposits at member banks rose by $2.4 bfflion over the 
third quarter to $6.3 billion in September. This represented 
a reversal of the trend in the first half of the year when 
these deposits—which are subject to the same reserve 

requirements as private demand deposits—declined by 
$2.3 billion. In addition, the growth of large CDs acceler- 
ated in the third quarter. Such negotiable time deposits are 
also subject to reserve requirements but at a lower average 
rate than are demand deposits. CDs grew by $3.8 billion 

(seasonally adjusted) over the most recent quarter, 
compared with only $2.6 billion in the first half of the year. 
The increases in these two types of deposits, especially 
Government deposits, absorbed a large quantity of 
reserves. As this experience illustrates, movements in 
member bank reserves and the money supply 

measures even over periods of several months are not necessarily 
closely related. Over the long run, of course, the trend 
growth of demand deposits in the money supply mea- 
sures depends heavily upon the System's provision of 
nonborrowed reserves (adjusted for changes in reserve 
requirements). 

The slowdown in the growth of M1 during the third 
quarter of this year was not exclusively the consequence 
of the restraint of reserve availability by the Federal 
Reserve. It may also have stemmed in part from the 
massive flow of private dollar balances abroad during 
August, both before and immediately after the Presi- 
dent's decision to suspend. the convertibility of the dollar 
into gold and other reserve assets. This transfer of funds 
was reflected in the previously noted sharp buildup of 
United States Treasury deposits at commercial banks, as 
foreign central banks purchased special Treasury certifi- 
cates of indebtedness with excess dollars absorbed in the 
exchange markets. The evidence indicates that this phe- 
nomenon was largely confined to the month of August, 
when Government deposits at member banks (seasonally 
adjusted) rose by $2.6 billion. These dollar outflows 
tended to have a negative impact on the growth of M1, 
as corporations drew down their demand balances at corn- 
mercial banks. This may be reflected in the $1.2 billion 
drop in August of gross demand deposits held by non- 
financial businesses (not seasonally adjusted) at weekly 
reporting banks. By comparison, such deposits had been 
unchanged in August of last year. A substantial portion 
of the funds transferred indirectly to the United States 
Treasury, however, probably came out of new deposit 
balances created as a counterpart to the bulge in bank loans 
to businesses and to foreign banks, rather than out of pre- 
viously existing money supply deposits. The continued 
weakness of M1 in September—when it actually declined 
at a seasonally adjusted annual rate of 3.7 percent— 
occurred despite a marked diminution in the flow of dol- 
lars abroad and little further buildup in Treasury deposits. 

Another factor that may have contributed to the 
slowdown in the growth of the money supply was a pos- 
sible trimming of consumer demands for precautionary 
balances following President Nixon's enunciation of the 
Administration's new economic policies on August 15. It 
had become evident earlier this year that the demand for 
cash balances, particularly by consumers, was unusually 

Chart I 
CHANGES IN MONETARY AND CREDIT AGGREGATES 

Seasonally adjusted annual rat.s 

4th quarter 1st quarter 2nd quarter 3rd quarter 
1970 1971 1971 1971 

Ml = Currency plus adjusted demand depasits held by th, public. 

M2 Ml plus carneterciol bank seui,9s and rime deposits held by thu public, lass 

n.9utiable u.,tificutas at dapacit issuad in denuarinatian. af $100,000 or ma,.. 

Adjusted bunk credit prony Total member bank deposits subject to rosary. 
require meets pius ,audepasit sources of funds, such as Sara-dollar barrawiegu 
aud the procaeds at camm.rciol paper issuad by bank holding unerpanies or 
ath., affiliates. 

Sourca: hoard of Governors of the Federal R.s.rua Synt.m. 
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strong. For example, the Board of Governors of the 
Federal Reserve System survey of gross demand deposit 

ownership at weekly reporting banks showed thai, o.yer 
the twelve months ended in July 1971, consumer de- 

S 
posits advanced at a significantly more rapid rate than 
did total deposits.2 Since the strength in consumer de- 

posits was only partially explained by the rising volume 
of transactions, it appears that part of the growth in de- 
mand deposits was motivated by precautionary balance 

building in the wake of mounting uncertainties over unem- 

ployment and inflation. However, the desire to hold 
these precautionary balances may have been reduced after 
President Nixon's announcement of the ninety-day wage- 

price freeze and subsequent statements concerning Phase 
Two of his program to contain inflation. Some very tenta- 
tive evidence in support of this view arises from the fact 
that gross demand deposits (not seasonally adjusted) held 

by consumers at weekly reporting banks declined by about 
$1.8 billion in the two-month period ended in September. 

By comparison, such deposits had risen by $0.6 billion in 

the similar two-month period last year. It should be noted, 
however, that survey data indicate a net rise in consumer 

deposits at all commercial deposits over the third quarter 
as a whole. (Deposit ownership data for banks other than 

weekly reporters are available only on a quarterly basis.) 
While the reduced rate of growth in M1 was a significant 

factor in the slowdown in M2, the growth of time and say- 

ings deposits other than CDs also decreased in the third 

quarter. Over the three months ended in September, these 

deposits grew at a 6.0 percent seasonally adjusted annual 
rate—the smallest quarterly increase since the fourth 

quarter of 1969 and well below the 20.9 percent growth 
experienced over the first half of the year. The markedly 
slower growth in time and savings deposits during the third 

quarter may have resulted in part from the decline in the 
rate of personal savings from $60.9 billion in the second 
quarter to $58.0 billion in the third. In addition, the upward 
trend of interest rates from March through mid-August 
may have gradually induced consumers to shift some of 
their savings away from savings accounts and into open 
market instruments. 

2 Inasmuch as the survey of demand deposit ownership dates 
back only to June 1970, no seasonal adjustment factors are avail- 
able. For a description of the survey, see Federal Reserve Bulletin 
(June 1971), pages 456-67. 

BANKCREDIT PROXY 
AND NONDEPOSIT LIABILITIES 

The adjusted banl&dit proxy rose rapidly in the third 

quarter, growing at a seasonally adjusted annual rate of 
9.0 percent as compared with the 6.5 percent rate of 
advance posted in the second quarter. The strength in 
the proxy during the third quarter, in contrast to the 
diminished rates of growth of the money supply measures, 
reflected the substantial increases in United States Govern- 
ment deposits and in large negotiable CDs, both of which 
are included in the proxy but not in either M1 or M2. In 
total, these two types of deposits, seasonally adjusted, 
rose by $6.2 billion over the quarter. 

Much of the strength in CDs occurred in July and Sep- 
tember. In July, it appeared that a major reason for the 
large increase in CDs was the reinvestment of the proceeds 
of a sizable stock financing. The $2.1 billion increase in 
CDs in September primarily reflected the substantial yield 
spread of CDs over Treasury bills of comparable maturities. 
During most of September, three-month CDs, for example, 
were offered at rates ranging from about ¾ percentage 
point to a full percentage point above rates on Treasury 
bills of comparable maturity. Following the sizable influx 
of funds, a number of major banks began reducing their 
offering rates on CDs late in September. 

Reflecting the strong inflow of funds in the form of CDs 
and Government deposits, banks were able to reduce fur- 
ther their reliance on nondeposit sources of funds (see 
Chart II). The two major nondeposit items are liabilities 
to banks' own foreign branches and bank-related commer- 
cial paper. Liabilities to foreign branches declined by a net 
of $0.3 billion during the quarter to $3.6 billion.3 These 
liabilities fell by $0.6 billion in the third statement week 
in August, when the cost of such funds shot up as over- 
night Euro-dollar rates increased sharply in reaction to the 
uncertain value of the dollar in international exchange 
markets. 

The Treasury decided not to renew its certificates of 
indebtedness to foreign branches of United States banks 

The data on liabilities to foreign branches reported here differ 
from the data printed on page A30 of the Federal Reserve Bulletin 
in several ways. The series used in this article is based on weekly 
averages of daily figures rather than Wednesday levels. Moreover, it 
includes liabilities to branches in United States possessions, terri- 
tories, Puerto Rico, and overseas military installations and also 
includes certain loans sold to branches outside the United States. 
These and other minor adjustments yield a series of liabilities that 
are subject to the reserve provisions of Regulation M. The series 
in the Bulletin, on the other hand, is directed toward the balance- 
of-payments impact of the liabilities. 
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operations of nonbank subsidiaries rather than to provide 
funds for the banks themselves. The proceeds of bank- 
related commercial paper are subject to reserve require- 
ments only if the funds are channeled to an affiliated bank. 
By the end of September, about half of the total outstand- 
ing bank-related commercial paper was nonreservable, 
compared with about a quarter at the end of March. 

BANK CREDIT AND INTEREST RATES 

Total bank credit at all commercial banks, adjusted for 
net sales to affiliates, advanced at a seasonally adjusted 
annual rate of 9.8 percent in the third quarter (see 
Chart III), a shade below the gain posted over the first 
half of the year. The growth in the components of bank 
credit, however, differed substantially in these two periods. 
During the six months ended in June, much of the overall 
strength in bank credit reflected a strong rise in investment 

holdings while the growth in total loans remained slug- 
gish. In contrast, over the three months ended in Septem- 
ber, aggregate investment holdings remained virtually un- 

that matured after the middle of August. These instruments 
had originally been issued to absorb Euro-dollars in an at- 
tempt to reduce the flow of dollars to foreign central banks. 
Bank holdings of these securities had been counted in the 
calculation of the reserve-free base. Over the remainder of 
the quarter, $2.1 billion of these issues matured and they 
were not replaced. To have maintained their reserve-free 
bases, banks would have had to increase their liabilities to 
foreign branches by the amount of the maturing issues. 

However, extraordinarily high Euro-dollar rates prevailed 
-over the rest of August and served to discourage increased 
borrowing from that market. To be sure, as short-term 
Euro-dollar rates came down in September, banks partially 
rebuilt their liabilities to foreign branches but the increase 
was substantially less than the runoff of Treasury certifi- 
cates. Thus, on balance, the banks have allowed their 
reserve-free bases to decline, making future use of this 
source of funds more costly. 

The other major nondeposit source of funds, bank- 
related commercial paper, has fluctuated in a narrow range 
since March and remained roughly flat over the third quar- 
ter. At the end of September, the total amount of bank- 
related paper outstanding was $1.9 billion. It should be 
noted that an increasing share of the commercial paper 
issued by bank holding companies has been used to finance 
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Chart Ill 
CHANGES IN BANK CREDIT AND ITS COMPONENTS 

Seesonally adjusted annual rates 
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changed. Indeed, United States Government securities 

holdings declined at an annual rate of 14 percent, after 
adjustment for normal seasonal variation, while the gain 
in other securities holdings, consisting primarily of munic- 
ipal securities and Federal agency debt, slowed to about ' 10 percent. The reduction in bank holdings of United 
States Government securities reflected the reduced need 
of the Treasury to borrow in domestic markets as foreign 
central banks provided funds through their purchases of 
special Treasury certificates of indebtedness. On the other 
hand, total commercial bank loans, adjusted for loan 
transactions with affiliates, rose at a seasonally adjusted 
annual rate of 14.7 percent, the largest quarterly percent- 
age gain since the third quarter of 1968. 

The dominant factor accounting for the growth of over- 
all bank lending during the third quarter was the rapid 
expansion of business loans. Over the three months ended 
in September, business loans adjusted for net sales to af- 
filiates advanced by 16.5 percent on a seasonally adjusted 
annual basis. Much of this rise appears to have been re- 
lated to the international currency crisis; The bulk of 
the gain occurred in August when a 29.1 percent rate of 
expansion was recorded. Indeed, business loans at weekly 
reporting banks (adjusted for loan transactions with affili- 

ates) rose by $799 million during the week ended August 
18 alone. Moreover, almost half of the increase during 
that week was in bankers' acceptances, most of which 
were related to foreign transactions, while loans to for- 
eign industrial and commercial businesses and an un- 
usually large unclassified residual accounted for the 
remainder. Presumably, 'foreign corporations borrowed 
dollars to exchange them for other currencies in antici- 
pation of a depreciation of the dollar in foreign exchange 
markets. Apart from the huge bulge during August, how- 
ever, it appears that business loan demand has remained 
sluggish. 

Most other major categories of bank lending were rela- I tively strong in the third quarter. Consumer, real estate, 
and agricultural loans all advanced more rapidly than they 
had in the first half of the year. On the other hand, loans 
to nonbank financial institutions declined over the quarter. 
The strength of consumer loans at commercial banks and 
the generally strong showing of consumer credit during 
the quarter were partly related to the surge in automobile 
buying that followed the August 15 announcement of the 
price freeze and the recommendation to eliminate the 7 

percent excise tax on automobiles. 
Prior to the President's mid-August statement outlining 

the new economic policies, most interest rates had moved 

higher, reflecting continuing market concern with the 
persistent inflation, the uncertain position of the dollar in 

foreign exchange markets, and the Federal Reserve's more 
restrained provision of nonborrowed reserves. After the 
President's speech, however, most rates declined and 
closed the quarter well below the levels that had prevailed 
in early August (see Chart IV). These rate reductions, par- 
ticularly those at the intermediate and longer end of the 
maturity structure, suggest that investors were hopeful 
that the new economic policies would dampen inflationary 
forces and would permit a more expansive monetary pol- 
icy. In the short-term area, Treasury bill rates experienced 
a sharp drop, partly in response to the sizable increase in 
demand for bills from foreign central banks. Most other 
short-term rates were slower to respond to the changed 
environment but eventually did move lower. 

The downward adjustment in corporate bond yields 
could reduce upward pressures on mortgage rates, thereby 
improving the prospects for continued strength in the 
home-building sector. Indeed, there are indications that 
home-financing costs are coming down. Although rates 
on conventional new-home mortgages rose again in Sep. 

Percent 
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tember, average yields in the more sensitive secondary 
market for Federally underwritten home mortgages have 
been declining. Results of the mortgage commitment 
auctions of the Federal National Mortgage Association 
suggest that these yields continued to edge lower into 
November. Moreover, in late October and early Novem- 
ber, several banks slashed their rates on home mortgages. 
Declines in bond rates tend to make mortgages a rela- 
tively attractive investment, especially for thrift institu- 
tions. Lower market rates also tend to improve the ability 

of the nation's thrift institutions to compete for savings 
flows to channel into the mortgage market. The inflows of 
deposits to these institutions did slacken in the third quar- 
ter from the extraordinary pace of the first half of the 
year but remained very rapid by any other standard. Com- 
bined deposits at savings and loan associations and mutual 
savings banks increased at a 13.4 percent seasonally 
adjusted annual rate in the third quarter, down from the 
22.2 percent and 17.5 percent rates of growth posted in 
the first and second quarters, respectively. 

The Money and Bond Markets in October 

Interest rates declined on a broad front during October 
as investors viewed optimistically the prospects for a 
reduction of inflationary pressures and a more accommo- 
dative stance of monetary policy. The continuing slowdown 
in the growth of the monetary aggregates also encouraged 
market participants. Money market rate declines were 
punctuated by a reduction in the prime business loan rate 
of commercial banks. In a related development, a few 

major banks announced that they were abandoning the 
traditional prime rate concept altogether in favor of a 
floating rate pegged to the ninety-day commercial paper 
rate. 

In the capital markets, yields declined substantially 
during October. As measured by one widely followed 

index, municipal bond yields fell to the lowest level in 
more than two and one-half years. Yields on high-grade 
corporate bonds also declined but remained above their 
lows of the year reached in the first quarter. In both tile 
corporate and the municipal bond markets, investor resis- 
tance to the lower yields stiffened as the month progressed, 
and yields rose somewhat toward the end of the month. 
Yields on long-term United States Treasury bonds also 
edged lower, while yields on short- and intermediate-term 
Treasury issues posted larger declines. On October 27 the 
Treasury announced the terms of its November refunding. 
The improved tone of the market encouraged the Treasury 

to pre-refund four 1972 issues and to include in the offer- 
ing a fifteen-year bond, the longest issue sold by the Trea- 
sury since 1965. 

THE MONEY MARKET 

The effective rate on Federal funds fell steadily from 
5.43 percent in the statement week ended September 
29 to 5.11 percent in the week ended October 27. The 
easing of reserve positions helped to take pressure off the 
Federal funds rate. Net borrowed reserves averaged $223 
million for the four weeks ended October 27 (see Table I), 
compared with $310 million in the previous four weeks. 

Rates on dealer-placed commercial paper and bankers' 
acceptances were reduced several times during the month 
by a total of percentage point in each case. Euro-dollar 
rates continued to descend from the dizzy heights reached 
during the international turmoil of mid-August. Three- 
month rates, which had risen as high as 10 percent at that 
time, had declined to 7¾ percent by late September and 

dropped further to about 6 percent by the end of October. 
Banks lowered their offering rates on large certificates of 
deposit (CDs) several times. Quoted rates on most ma- 
turities declined about to ¾ percentage point during 
October. These moves helped stem the inflow of new CD 
funds in the latter part of the month. 




