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TRENDLINE
Rovembay 14, 1975

E.P.Hl

The first part of Hovamber witnessed a spete of poor end parplexing
nevs wvhich reinforces the view thxt the recovery will be eilther clew and
aluggish or mborted. The wost distressing ‘bad news' fin human teres was
the rise in the wnmemployment xata to 8.61. When this unsmploywent figure
is combined with the resumption of serious infiztion, 28 witnessad by the
reported ries in wholesale prices, the prospect of @ slowdown in the e~
covery locms larger. B P

In addition te the 'bad newa® on the exployment end prices £romt,
the nows from the money market in the past wonth zaflected sors evident
etrecses and strains in the economy.. . Batwzen October 3 md November 7 the
Federal Funds rate dropped by 119 basis points {100 baeis pointe is B¥)
vhile the three wmonth Tresaury Bill Bate dropped by 91 basia pointe. These
sharp £alls in intexest rates reflect a falling oway of bk loam activity
even as the reserves available te make loaas -~ and in particuler thae free
reserves of banks - increased.. . ..., ...l

Frce resserves are the excess reserves ol mamber banks mivus bank
bozrowing at the Federal Reserve system. & Lagge dnevessing woltme of
frea reserves reasures the unresponsivsness of the Banking Systen to
Federal Raserve policy aimed at stimulaiimg bank lendiapg znd sonsy swpply
growth. For the prescent at lesst the Rendieg Syastewm and thue Che money
aupply 78 not beheving es the Federal Reserve Syutem wamte. . Thip periscdic
noa-responsiveness of the banking syetam to Fedexal Reserve stimuli or
ceantraint in 2 eericws flow idu the doctrimes thet hawve become popular

vhich hold that the Federal Reserve cam really call the tume for the economy.
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Changes in velative monmey market lnterest iates sinca eagly Soptember
indicetes chat wariness and uncerzaiaty loom large ia financisl decisions.
Such wariness and uncerceinty in finenclal decieions boith reflects and
affacts the way in which businees activity develops.

The attacked teble of some monay nerkat interest rates ghows that the
differentiais betwaca the rates on $0 Day Ceaxtificates of Depoaits, a3
traded in the secondery markets, snd othayr monsy markat rates heve increased
rarkedly. (The ¢0 Day Cavtificates of Dapeatt that are traded on the sacon-
dary market are klmoat excluaively the 1lisbilitiss of the very largeet
benks.) Oa Septecber 5 tha 50 Day Certificates of Depozit intavest rate
was A6 bazis points greatar than that of the rate cn Treasury Billa, on
Octobexr 3 this diffarantial zose to 53 basis polats, and on Hoverber 7 it
hed dnevessad to 90 bDasis polnte. Moasmihile the differencisl betwasen the
rates 6m Prime Commarcial Paper znd Txessury Pills rose froa 37 dasle pointe
on September 5 to A7 basis peimta on Oecder 3, and to 32 Gasis points en
Hovember 7. Treasury Bills have improved theiw rvaletive nooition in the
parket by a subatﬁumial degres ams compored to tha eceveificates of depcaie

b Y
and significantly es compaxad to commercial paper.

Meney, Macke? Interesf R&tes

-

90-Day " Prime Fadoral 3 Honth
CD's Coxnexcial Tunds Treaguzy
Paper Bilie
September 5 6.94 .. 8.75 6.C6 6.38
Cctobsy 3 7.01 6.93 6.38 6.46

levaxber 7 6.453 6.07 5.7 5.55
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YThese intersat vate changes sewalingly rafloct an lpcreasimp concern
for quality and liquidity by holders of money mav¥et lestrwments. The well
publicizad difficulties of the gisnt bsn&s'enpééiéily thelr excruciatingly
thin aquity bases, (note that the Federal Resexve, on turping down Fatfonal
City's move to scquire rogiocval fimsace companiea, argued that City Ban&
skould uze its resources to shore up its equity fdecount rather than extond
the ucoﬁh of operatiocns) snd the problema of aome of the borrewars from the
gime bank;. puch as the PEIT's, .the Airiinea, tankers, aad New York Cicy
combine to make the liaﬁﬂlitiesmcfg;an:bmnkz'nétéiﬁnlly lass attwacmivanto
large seale lendere ¢o banks and depositora. .

The increcsed diffevevtin) betrsen the intevent rate om Treasury Bille
and on Cexeificate of Daposﬁts.rmﬁlecca.hath.zhe"leadagn raluctaace and @
borrowsrs eegerness. Appavently conccrned &bémt the peauible rejercussions
of o New York dafault, sowe of the largest be&k&.hmvé mowad zo improve
their liguidity pesitioms by "meiling down" funds, Thes they avs pushing
thelr cortificetea of deponit cvan as they hold bazck on lean comaitmentu.

Ay dttempt on & lavge scale by banke snd businesses to improve thelr liquidity
gends o depress economic segiview. ... .. ...

Underlying the jnterest xate and liquidity changes hat aze golng o2

"ip an sraroness of the vulnarxebdbility of the very lamgest U.3. bauke to ofi-
shere deposit and 1iquid moest praiézeacea. . In the past decsds, the lsrgest -
ord scme of the not so lazge - banka.mmsaggg.imAa drive to increnpa thair
overseas branches snd bnsiﬁeza._uémceﬁs.&o“éhm Burodeliler marbat, uacontrolled
sad waregulated by any Central Peak, seewed like access to & virtual woney
pachima. Furtherwsre the ebility Lo scquire Curodollar ¢ wwds tended to

{nculnte those bauks who could effsctively wse tha Furedollaw warket Lfrom
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onatary poliey chenges dictated by tha needs of thg United States econony.
In ordexr to keep theldy Burodollar licbilities floating, thesa banks have

to satiefy their "depositora” end "invastors" of their seumdreas and liquidity.
However the banks which are heavily overseazs are largaly New York City Banks
and banke with thin aquity pesitions. Thus a mejor nesd of thasa banks and
of Fadaral Reserva policy, now that we have allowed the American Banking
systen to become vulwmerable to the vhims of ofishoxe depositeors, is ta
sscune that American Banim retoin ¢he confidence of cha offshore depositor.
Initially the offshore depositors dn the Euredollar market ware the largest
culticstional concerne whig:h are honvily Unmited Stetes based. . Howsver, es
the accumulation of dollars by the oll expozxteva hes lncreazsed, incressingly
the depositors have beconma official end semi-officinml agencles of the oil
axporting cowatries. Thuws it is uecessary for the Unlted States banking
syeton to retaln the confidmesz of feoreigm besad depcsltora go that a rum
oa the offabora doposits ia United States. bsakhs will no? accur.

Ef such & zum cccure, the Federal Rezexva end the Treasury will have
to ocupply acceptable assete to the brnka with offahore halsaese go that
they cen fulfill thedir obligatione to their offehore depomltors.

The need by the Federal Reserwe oend the Tressuky €0 assure tﬁ&t off-
ohora depositors retaim mfidemce.i_.a -the Anozican besed banhs 18 o eignifi-
cant facter in how the exisis fa Few York City. and Stoze refunding will be
dozermined. 8ix of the ten largest bsake ia the United Stetes sre hased in
Hey York City and these benks loom svmm larger 1n ths total offshore banklag
busincse by United Stetes banks.. . Aoy defswult by Wew York Clty sad Wew York
8tate will have & particmlarily large jwpact wpom theee banks. Furthemwora -

sech & defanlt will be resd as 2 signel that the glone United Siates henks
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TRENDLINE Vovenber 14, 1973

do not have the levezage with and protection f{rom theizr governmant thet the
offshore depcaitors had gssumed they had. As 2 renuie and on the mazgin =
ehift out of New York and American ovarsese bank deposfts will tske place
1# such a default occurs and this will lesd to a need for these banks to
pay premium intezest rates to rezain depesits. Thiz in tuwm will lead to
profit pzessuté:a and a further arcsion of investox comfidence iz these banks.
Theee offshore pressurez could lead te a wirtusl gun cm the offshore
deposita at United States banks which will lead ¢o a full £ledged 'exizlis’,
but even without 2 rum 2 deteriozaticn in tha velative position of the
United States banke ovarssas cén be expectad valsss the Federal Government
steps 1in te sesure that New York City amd State can fuad their ontstamding
ghort term debt, even es they bring sthaiw spending iute line with thelr
vevenv2s. The need for stabdbility osversess becozmea tha taill thet wags the
dog of United States policy. The subtle and Anpowtant rerifilcstions oé a
Vey York City snd State default seez to be better understood at the Senate
and House Bankinmg Commitiees - whilch Ancidently Lave come wery far in pro—-
fessionnlizing their sceffs in this Comgress - than at the Trezsury and
White Monez. The White Bouse seews imcapable of wndevstanding .@e gubtle
telatione iovolved in Benking end Finsnce amd 4e wora concernad with taking
chezp pelitical choto at Haw York Clity than ia coping with the econcmic
problews of the matfon. I will beé 2ragic if the political pozturs of the
Vhite Howae locks policy fnto & m:ld so thst defanit by Eaw York City ida

-

raguired to validate Wailte House rhateriec. ‘

bmothar impect of How York’s fimsuclal evizfs was evident ian the way
in vhich wvoters turmed dowa boad 12svse accross (he county in recent

clections. Wa of cource know the fate of cthe Coumty Pond issuce im the
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EOmmobet special election, but tha anti~speading,. snti~enpansion sentiments
exprececd by St. Louis County voters was vepeated .in jurfsdiction after jurls-
diction in the Noverber elections. Beond financed state and local spending
wae caviried to new heighte, not only in Hews York State during Rockefellers
zorms but also througheut the ceunty im the past decades. Not culy ave
voters turning dowa fell fsith and credit lesues but “"noral odligation"

{ssues sra practically unmarketable - even 122 any legislative body would
dars vota guch isaues today.

Yha putting of bend financing proposals bafore: the voters ie angiagous
to the epptopristion stege cf the inveastmaat process by corporaticna. If
cesrporate hoard oppropriations oz wvoter sgproval of debt finavcad construction
or investwmant pzrojeccts are not Fovtheoning then the production ef iavemtmeit
output will decliine sows time later. . Shue the results of the poils in 1273
lﬂdicafes ¢het stato and menicipel comatructica will net lesd a push to the
oxpansion mow wvaderway - in fact @ declipe An state sunicipal cousrruction
edy 2ct @3 a drag on activicy durimg 1926 and Payend. .

it is clesr thot the votera in Novexber otmted a deasire for conazervatism
and cqnsoli&amion in ctate and locsl gewerzmment rathar tham for axpanaion snd
imnovation. The nced 3s fov the political leadexship to.cet in motion pro—
grzm changes which look tewerda 2 batler menagiment aid wore sffactlve srili-
zozlon of what we mew have rather then ceuginuing to press fox new projects
ond develepaenc. I8 seswe as if tho mood of thie public is set agalncst the
waye of tha sizties, bat o8 yat thic dissatintaceion has mot been chenneled
into the development of comstructivs asltermetives te the luherited path and
{neffectiva pregrams. cen e Do B L

Not omly iz the financial future 1ikzsly to be walike the fiuazcial

peet but resl rezouzcs utilisation patterans are 1iksly to differ from those
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of the past. Until tha econcxy is set in a new peth of effilcient utilization
of what we have, we can expect eithar a floundsring economy or an aconomy
that continues to cycle betwesn even more disruptive inflations eand even

greater threats of finsnciel crises..
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