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Retail Sweep Accounts

Retail sweep accounts are growing in popularity with banks. The
sweep programs take idle reserves from certain checking accounts

" and put them in higher-interest accounts — typically money market

deposit accounts. However, transferring money out of these transaction
accounts into what have typically been considered savings accounts
distorts M1 money supply and the monetary base. Sweeps also have the
potential to weaken the Federal Reserve’s ability to conduct monetary
policy by reducing the significance of one of its major policy levers.

In early 1995, M1 money supply, the
narrowest measure of money, began de-
creasing and since then has continued to
decline into 1997. M1 is the sum of cur-
rency in circulation, checking accounts,
travelers checks, and other checkable de-
posits. It purportedly measures the most
liquid of assets that can be immediately
used in transactions. The chart below
shows a breakdovwn of the components of
M1. It is clear from the chart that most of
the decline in M1 is attributable to a de-
crease in Other Checkable Deposits

(OCDs) — the sum of deposits in Nego-

tiable Orders of Withdrawals (NOW) ac-
counts and Automatic Transfer Savings
(ATS) accounts. In effect, these two types
of deposit accounts are savings accounts
upon which checks can be written. De-
veloped in the 1970s, these types of as-
sets were considered close proxies for

_ checking accounts and in 1980 OCDs were

added as a component of M1. For many
years, they were the largest component of
M1, but now they are the third largest.
Part of the decline in the popularity of
the OCDs is due to their poor return rela-
tive to similar assets. As of November
1996, NOW accounts paid 1.98 percent
compared with 2.85 percent on savings
deposits. This disparity between rates has
prompted some banks to find better cash
management systems for their retail cus-
tomers. These banks are offering sweep
accounts where any deposits over a cer-
tain threshold that are held in the low-
interést checking accounts are swept out
of that account into a higher-interest
money-market account — typically a
money market deposit account (MMDA).
Authorized in 1982, MMDAS are rela-

tively high-yielding savings accounts that
offer limited check writing privileges.
When depositors draw down the balances
in their OCD accounts, money from their
MMDA is transferred back into their
checking account to cover the withdraw-
als (only six transfers a month are allowed
on MMDAS, so on the sixth transfer of
each month all the money that was swept
into the MMDA is moved back into the
OCD account). Under this type of arrange-
ment, retail customers can get a better re-
turn on their idle cash, without giving up
the liquidity of a checking account.

The banks that offer the sweep ac-
counts also benefit, Under the current frac-
tional reserve system, banks are not re-
quired to hold in reserve all of the depos-
its they receive. When banks receive a
deposit, most of the funds are loaned out
in order to generate interest income. How-
ever, the Federal Reserve requires that
banks hold in reserve a certain percentage
of the transaction deposits they accept —
either as cash in the
bank’s own vaults or as
deposits at the Federal
Reserve. Unlike depos-
its in NOW or ATS ac-
counts, ‘banks do not
have to keep any re-
serves on hand for de-
posits in MMDAS, be-
cause MMDAS are not
considered transaction
accounts. Banks havea
significant incentive to
hold as little as possible
inteserves, becansethe : 1

Components of M1
{billions of dollars)

guisernents vary according to bank size
andthe type of account. Large banks are
subject to a 10 percent reserve require-
ment on deposits in their OCD accounts.
Smaller banks are subject to a 3 percent

" reserve requirément. Not surprisingly,

sweep programs have become increasingly
popular, especially at larger depositoty
institutions where the incentive is greater.
This arrangement, however, could be
a potential headache for the Federal Re-
serve for several reasons. First, it distorts
the Federal Reserve’s measure of M1
money supply because unlike NOW and
ATS accounts, MMIDAs are not included
in M1. When funds are swept out of the
checking accounts, they are also swept
out of M1. Does this mean that the de-
positor considers the funds swept into
MMDAs as savings and not as a transac-
tions balances? Probably not. The deposi-
tor knows that the bank will simply return
the balances to his checking account when
the funds are needed. Based upon esti-
mates by the Federal Resetve, since 1994
$176.4 billion has been swept out of M1.
In 1996, had there not been any sweep
activity, M1 would have increased 5.8
percent, but because of the sweeps, offi-
cial M1 decreased 4.25 percent.
However, these are only estimates.
There are no official data on sweep ac-
counts. Banks are not required to notify
the Féderal Reserve when they begin a
sweep program nor are they required to
report its size. To derive the estimates,
the Federal Reserve looks for evidence of
a significant drop in a bank’s OCDs, co-
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inciding with an increase in its MMDAs,
Since banks may not report whean they
begit a sweep program, the Fed may miss
some programs that are just getting started.
But the Fed claims that any undetected
amount is likely to be smzll because a
sweep program of any significance will
be easy to spot by the substantial drop in
other checkable deposits.

Historically, M1 was a useful statistic
for predicting economic activity. When
M1 began to decline, it was a signal of
restrictive monetary policy, rising inter-
est rates and a reduction in consumer de-
mand. However, the correlation between

M1 and economiic activity has broken

T dowin becaiise of two detades of financial -

innovations and deregulation that have
blurred the lines between transaction bal-
ances and savings accounts. Sweeps are
just the latest innovation to further muddle
the issue.

Sweeps Also Affect Fed Policy Tools

Besides the impact on M1, if sweep
programs continue to grow in popularity,
they could create difficulties in the fed-
eral funds market. As mentioned above,
banks are required to meet certain reserve
requirements. If a bank finds that it has
come up short of funds, it can go to the
federal funds market and borrow from
banks that have excess reserves. However,
since sweep accounts reduce the amount
of reserves banks are required to hold, the
federal funds market could become vola-
tile if banks underestimate their reserve
needs and all start bidding for limited
fimds. According to the Federal Reserve,
at low enough levels, reserve balances may
provide inadequate protection if too many
banks fall short of their required reserve
levels. To date, however, this has nothap-
pened, partly because some of the decline
in reserve balances from sweeps has been
offset by increases in other types of clear-
ing balances. Also, banks have become
much more adept at estimating their clear-
ing needs. Part of the reason banks began
offering sweep accounts was because they
could better estimate their clearing needs.

The federal funds market is also im-
portant because the Federal Reserve tar-
gets the rate of interest banks charge each
other within the federal funds market —
the so-called federal funds rate, If, because
banks become more adept at estimating
their clearing needs, fewer turn to the fed-
eral funds market, the Federal Reserve
would have to sell Treasury securities to
pull money out of the system if it wanted
to maintain its targeted federal funds rate.
Last year, the Federal Reserve offset the
12 percent decline in reserve levels due to
sweeps by lowering its holding of Trea-
sury securities. This lowers revenue at the

Federal Reserve, because of the Iost in-
terest earned on the securities it would
have otherwise held. (This in tem would
reduce revenue at the Treasury, because
by law the Federal Reserve is required to
turn over any profits to the Treasury.)

At the extreme, if the federal funds
market dried up, banks would no longer
be able to turn to it to borrow money. If

this happened then the federal funds rate

policy lever would be useless. There is no
value in conirolling a market that nio one uses.

To a lesser extent, sweep accounts
could affect the monetary base. The mon-
etary base is the sum of legal reserves, the
amount of currency and coin held by the

" public; and deposits held 4t the Federal ™

Reserve to meet clearing balance con-
tracts. To date the monetary base has been
little affected by sweeps, mainly because
the currency component, which is by far
the largest portion of the total monetary
base, continues to grow. The monetary
base bears watching, however, because
small changes in that measure can result
in much larger changes in the broader
measures of the money supply. The mon-
etary base is often called “high power
money” because increases or decreases in
it have a multiplier effect on the money
supply. According to the laiest estimates
a $1,000 increase in the monetary base
would increase M1 by about $2,270.

If the Federal Reserve wants to reverse
the trend towards sweep accounts, it has
two choices. One is to pay interest to banks

Book Review

The Ultimate Resource 2, by Julian L.
Simon, Princeton University Press, 1996,
734 pp. with index, $35, hardbound.

Everyone who thinks that mankind is
at risk of using up the earth’s limited sup-
ply of resources and that we should try to
postpone the day of reckoning by limiting
population growth and consumption
should read this book. Most people prob-
ably believe this more or less. Even .if
they do not think it will be a problem in
their lifetimes, they would probably agree,
if they sat down to “do the math,” that
two broad trends ~— an ever-increasing
world population and a finite supply of natu-
ral resources — must someday collide, with
grim consequences for everyone.

The media have done much to foster
this view. Television, newspapers, and
magazines are the main source of infor-
mation about the environment for most
people. Understandably, the media gen-
erally focus on bad news, and they tend to
base their reports on information provided
to them by “experts™ and activists who,
not surprisingly, are not necessarily a
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on their reserve balances. However, this
would take an act of Congress, and is
not likely to happen — parily because it
would reduce the profits that the Federal
Reserve returns to the Treasury every
year by an estimated $560 million. Sec-
ond, it could require banks to hold re-
serves on money-market accounts. Here,
too, it would meet opposition from the
banks who already feel it is unfair for
them to have to hold reserves, while se-
curity dealers who offer similar assets
may not. Former Federal Reserve Chair-
man Paul Volcker tried in the early 1980s
without success. '

However, in a curmrent proposal to

amiend Regulation 1, the regulation that

governs reserve requirements, the Fed-
eral Reserve signaled that it may fry to
impose reserve requirements on the
banks’ money-market Labilities. The
proposal solicits public comments on 2
“clarification of the definition of ‘sav-
ings deposit,”” and “changes to the defi-
nition of ‘transaction account.” It also
stafes that currently no substantive .
change is intended. It is too soon 1o telf
how important sweep accounts will be-
come, but the Federal Reserve estimates
that sweeps have the potential to reduce
required feserves by 50 percent or more.
In any event, it would secem that the cal-
culation of the monetary aggregates
ought to acknowledge the evident effect
of sweep programs if they are to serve
any useful statistical parpose. O

source of unbiased and scientific evidence.

The nation’s public schools have done
tuch the same thing. Relying unquaestion-
ingly on information supplied by environ-
mental groups, they now teach children
that the earth is “dying” as a result of
mankind’s exploitation of its resources;
that we are at risk of running out-of trees,
oil, and other resources; and that recy-
cling is essential to “saving the planet”
for future generations. In some households
children have become junior agents for
the environmental police, ready to accuse
their parents of polluting the planet if they
throw an empty tuna can into the trash
instead of the recycling bin. The notion
that recycling, however costly or incon-
venient, helps to reduce pollution and slow
the rate at which we are exhausting the
carth’s resources scems {0 many a matter
of common sense.

The Ultimate Resource 2 1s a scientific
work that presents evidence that rebuts
these conventional views about the envi-
ronment and population growth. Despite
the title, it is not a sequel but an updated
and expanded edition of The Ultimate
Resource, which was published in 1981.
In new notes and chapters, Simon pre-



sents fresh evidence that reinforces the
earlier book’s main assertion: namely,
things are getting better, not worse. Bvery
trend in material welfare has been improv-
ing, the environment is becoming cleaner,
and resources are becoming less rather
than more scarce.

The author does not argue that there
have been no environmental or popula-
tion problems, but says they have been
temporary. He offers a basic theory for
why this is so: “More people, and in-
creased income, cause resources to be-
come more scarce in the short run. Height-
ened scarcity causes prices to rise. The
higher prices present opportunity and

- prompt-inventors-and-entrepreneurs 1o - -

search for solutions. Many fail in.the
search, at cost to themselves. But in a free
society, solutions are eventually found.
And'in the long run the new developments
leave us beiter off than if the problems
had rot arisen. That is, prices evetitually
become lower than before the increased
scarcity occurred.” :

Simon acknowledges that this
contrarian assertion - that scarcity leads
to ahigher standard of living and to lower,
not higher, prices — will strike many
people as nonsense. He notes that when
he began his research into population
growth 30 years ago, he shared the “doom
and gloom” view. When he went looking
for data to support it, however, he was
surprised to find an abundance of data sug-
gesting otherwise. His book is a detailed,
very readable and highly compelling
analysis of this evidence.

Take energy. The prevailing view is
that the United States and other devel-
oped countries are too dependent on a fi-
nite supply of fossil fuels and that we
should develop alternative sources of en-
ergy before we eveéntually “run out” of
oil. Simon points out that it is misleading
to measure the scarcity of oil (and other
natural resources) by couniing the
“known” or “recoverable” reserves. The
amount that can be counted depends on
the technology that is currently available
and affordable, and this technology is not
fixed. It changes with the price of oil. If
the price increases, it will become profit-
able to develop new technology to iden-
tify and recover more oil reserves, and
thus the available supply of oil will in-
crease. A higher oil price also will en-
courage people to invent alternative
sources of energy. Thus, Simon says, a
short-run increase in the scarcity of oil —
as measured by the increase in its price —
will lead to the discovery and develop-
ment of more energy sources, and the price
of energy (relative to other things) will
decline in the long run. Although this
theory of scarcity may strike many as

counterintuitive, there is ample historical
evidence to support it.

The Fallacy of Gverlooking
Long-run Effects

This flies in the face of what the “ex-
perts” were predicting during the oil cri-
ses of the 1970s, of course. They focussed
on the gasoline shortages (which were at-
tributable to wrong-héaded energy poli-
ctes) and the spike in oil prices that oc-
curred when government price controls
were lifted, and extrapolated these short-
term developments into the distant futore.
They failed to take into account the longer-
run response of supply and demand to

-higher-prices:- They-assumed- that-there -

would be no developments in oil produc-
tion or in other energy sources that would
make future energy costs lower than they
would be with the present state of tech-
nology. As Simon notes, this contradicts
the entire history of energy (and other natu-
ral resources), in which scarcity has sparked
riew discoveries, technological advances,
and the development of substitutes.
Regarding similar forecasts about the
future food supply, Simon notes that agri-
cultural experts have long been optimis-
tic but that public opinion, shaped by the
popular media, has long been pessimistic
— and wrong. The Malthusian worry that
population growth would lead to food
shortages and famine reached an apoca-
lyptic level 30 years ago in such popular
books as Famine — 1975 and The Popu-
lation Time Bomb. United Nations reports
warned at that time of millions of starva-
tion deaths due to inadequate food pro-
duction. “The record of food production
entirely coniradicts the scary forecasts,”
Simon says. “The world trend in recent
decades shows unmistakably an increase
in food produced per person.”
Throughout the book Simon empha-
sizes that it is essential to consider short,
medium, long, and longer-run effects —
and not to confuse them. The forecasters
of famine would not have been so wrong
if instead of assuming that a recent in-
crease in food prices — and therefore scar-
city — would continue indefinitely, they
had considered the lorger-term response
to higher prices. According to the book’s
basic theory, higher prices will prompt
individuals to search for solutions. Given
sufficient economic and political freedom,
they will eventually find them, In the long
run these will leave us better off than be-
fore the problems arose — prices will end
up lower than before the increased. scar-
city occurred. Simon presents extensive
historical evidence that this is, in fact, the
long-run history of food supply. In the
face of such evidence, the burden is on the
pessimists to explain why this pattemn of

51

progress will not conitinue in the future.

With respect to pollution, many people
apparently belicve the problem is bad and
getting worse. This view secms egpecially
prevalent among school children, who
fearn alarmist views about the environ-
ment from such popular books as 50
Simple Things Kids Can Do to Save the
Earth. According to one poll Simon cites,
47 percent of a sample of 6-17 year olds
said that “Environment” is among the
“biggest problems in our country these
days.” Among adults, similar concern ap-
pears to be heavily influenced by the me-
dia. Simon notes that when people are
asked about their local environment. (of
which they have personal knowledge) they -
indicate a much lower degree of concern
than they do about the environment of the
country or world as a whole {which they
learn about through the media).

Are increased fears warranted by the
evidence? In a word, no. Looking back
over history, Siion observes that there is
“an increase in pollution as societies move
from subsistence agriculture toward mod-
ernization. But when society becomesrich
enough to put cleanliness high on its list
of priorities — as the rich societies do —
there is every likelihood that it, too, will
move toward less of even the pollutions
that come with modernization... The com-
bination of affluence and improved tech-
nology tends toward greater cleanliness.”
According 10 Simon, “Life expectancy is
the best single index of the state of health-
refated pollution...by this measure, pollution
has been declining very fast for a long time,”

The Role of Government

Additional data on emissions and air-
borne concentrations of major air poflut-
ants indicate that air pollution is decreas-
ing in the United States and other devel-
oped nations. In contrast, the worst pollu-
tion stories of recent decades have come
from Eastern Europe. This is a subject on
which environmentalists in this country
have been relatively silent, but Simon says
the lesson is clear:

“The revelations in the 1980s of the
terrible air and water pollutions in Eastern
Europe have provided powerful evidence
of the role of government structure in such
matters. Economic theory shows that in
socialism the managers of enterprises have
an incentive to use large amounts of raw
material inputs without penalty for waste,
rather than an incentive to economize on
1inputs as there is in a free-enterprise system.
Hence, the ratio of inputs to cutputs is much
larger in socialism...And because factories
are part of the government in socialisra,
and also because consumer protests were
squelched by the authorities in Eastern
Europe, consumers could not raise the
charge that greedy business people were



polluting the environment for their own
self-interest {although ironically the
managers of the state enterprises were doing
exactly that). This political system leads to
a large volume of waste outputs that must
either be controlled or — as was the case in
Eastern Europe — simply vented to the
environment.”

It is also clear from this excerpt that
Simon is not against environmental regu-
lation. He notes that in a democracy, the
demand for a cleaner environment may
be expressed through political activity, and
says that the public’s demand for busi-
nesses to be held responsible for their nox-
ious emissions “is entirely consistent with

-free-market principles.”-The- problem-is-

that in order to win public support for
changing public policy, activists exagger-
ate problems and misinform the public.

The debate over the loss of species is
an example. As anyone with a postal ad-
dress probably is aware, conservationist
groups have issued dire warnings about
this. According to 2 World Wildlife Fund
fund-raising letter, *“Without firing a shot,
we may kill one-fifth of all species of life
on this planet in the next 10 years.” The
president of the World Wildlife Fund
claims that “some scientists believe that
up to 1 million species of life will become
extinct by the end of this century” unless
governments “do something” about it. In
1980, the Global 2000 Report to the Presi-
dent forecast that “hundreds of thousands
of species — perhaps as many as 20 per-
cent of all species on earth — will be irre-
trievably lost as their habitats vanish, espe-
cially in tropical forests.” The media have
repeated and amplified these wamings.

It turns ont these estimates are not sci-
entific statements but almost pure guess-
work. There is scant historical evidence
on the rate of world species extinction.
What little there is suggests that the ex-
tinction rate was much lower in the past
than the above forecasts imply. However,
the forecasters either do not acknowledge
that their numbers are highly uncertain or
they say it does not matter. Such an atti-
tude is inexcusable if their goal is to ad-
vance scientific understanding and en-
lighten the public. It seems clear that their
goal is to frighten the public, and for this
purpose large numbers are more effective
than smali ones. As Simon writes:

“The biologists want us to write a blank
check, as society would never do for
apything else. Nobody would go to
Congress and ask for money to give food
to hungry children, or put guard rails on
the highways, without any idea about how
many people are at risk, The biologists
justify behaving differently in this case on
the grounds that we who are nonbiologists
cannot understand these matters.

“Some have said: But was not Rachel
Carson’s Silent Spring an important force
for good even thongh. it exaggerated?
Maybe so. But the accounts are not yet
closed on the indirect and long-run
consequences of ill-founded concerns about
environmental dangers. And it seems to me
that, without some very special justification,
there is a strong presumption in favor of
stating the facts as best we know them,
especially in a scientific context, rather than
in any manipulation of the data no matter
how well intended.”

On the subject of the human species,
of course, the popular fear is that the num-
bers-are getting too big too fast. Simon

notes-that-the-doomsayers-have-steked-

fears with “voodoo forecasts” that have
repeatedly overestimated population
growth, Their forecasts have proven false
partly because they have mistaken every
short-term upward tick in the growth rate
for a lasting trend. Based on this record,
there is ample reason to doubt the latest
predictions of how soon the earth, or the
United States, will become “over-
crowded.” {(Indeed, some demographic
studies indicate that the birth rate is fafl-
ing worldwide, and in some countries,
such as Italy, it is below the replacement
rate. If these trends continue — and they
may not - some countries may eventu-
ally be faced with economic problems
stemming from being “under populated.™)

Even if the predictions were more cred-
ible, Simon argues, fears about future
population growth are overstated. He ar-
gues that minds matter as much as, or more
than, hands or mouths, and the most im-
portant benefit of increased population is
an increase in the stock of knowledge. He
supports these assertions with empirical
evidence that population growth does not
slow economic development, and that add-
ing more people does not equate to a lower
standard of living or poorer health,

Of course, he notes, in some places
increased population has sometimes re-
duced the standard of living to misery and
subsistence. Whether added population is
a net benefit, he concludes, depends cru-
cially on “the extent to which the politi-
cal-social-economic system provides per-
sonal freedom from govemment coercion.
For an economy te grow,individuals re-
quire a social and economic framework

that provides incentives for woiking hard
and taking risks, enabling their talents to
flower and come to fruition. The key ele-
ments of such a framework are economic
liberty, respect for property, and fair and
sensible rule of the market that are en-
forced equally for all.”

The book makes clear that the general
public often has been misled on environ-
_____ and population issues. When evi-
dence subsequently shows their assertions
to be wrong, it is often too late for public
policy. As the author writes in reference
to one of the biggest environmental is-
sues of the 1980s, which was subsequently
shown-te be overblown:*“The -acid-rain

scare reteaches-an important-lesson: -1t-is-

quick and easy to raise a false alarm, but

‘to quell the alarm is hard and slow. The

necessary solid research requires consid-
erable time. And by the time the research is
complete, many people have a stake in want-
ing the scientific truth not to be heard —
advocacy organizations who gain public
support from the alarm; and bureancrats who
have a stake in not being shown to have
been in error, and who already have built
some empire on the supposed problem.”

In the 15 years since the first edition
of this book, the author has become fa-
mous for putting his money where his
mouth is — and winning. The 1981 edi-
tion included an offer to bet that natural
resources would not become more scarce
in future years and therefore their prices
would not increase, Paul Ehrlich, his most
prominent critic, took him up on the wa-
ger and lost. The new edition includes an
epilogue that addresses comments made
by Ehrlich and others. Simon does not so
much summarize as mow down their criti-
cisms, many of which are more personal
than scientific.

The updated book includes an updated
bet. Simon wilt wager that “just about any
environmental and economic trend per-
taining to basic human material welfare
(though not, of course, the progress of this
group compared to that one) will show
improvement in the long run...This broad
offer includes betting on any explicit or
implicit prediction made in this book —
and there are plenty of them.” None of his
critics has yet been willing to take this
bet, which may be the strongest endorse-
ment of all for this fine book. O
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