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A  B reath in g Spell for M o n etary Policy*

By A l f r e d  H a y e s  

President, Federal Reserve Bank of New York

When I spoke to you two years ago, the nation’s 
economy was just starting to emerge from a brief but 
relatively sharp recession. The paramount task facing 
monetary policy accordingly was to assist in every way to 
bring about a speedy and sound recovery. As the recov
ery proceeded—far more swiftly in most respects than 
had seemed likely at the outset—the appropriate role of 
monetary policy quickly shifted from one of active stimu
lation of credit growth to moderate and then rather firm 
restraint. This was designed to hold the credit formation 
associated with the expansion of business activity within 
sustainable bounds, avoiding the inflationary bursts that 
are, no less than recessions, the inveterate enemies of real 
growth. Even when the economy’s advance was inter
rupted by last summer’s steel strike, there were widespread 
expectations that settlement of the strike would launch a 
powerful new burst of expansion, attended by renewed 
inflationary pressures, and this meant that a rather taut 
rein had to be maintained on bank credit expansion even 
through the period of the shutdown.

Let me add immediately that this relatively taut rein did 
not mean that credit expansion was held to small pro
portions. The total expansion of credit of all types in 
1959 was at a peacetime record of $62 billion, and the 
only sense in which this was small was in comparison with 
the even larger rise that would have occurred had all 
demands for funds been met—no doubt with severe infla
tionary consequences. I would point out, too, that some 
of those sectors of the economy that are often singled out 
as faring relatively badly at the hands of restrictive mone
tary policy came out rather well. Some $19 billion of the 
$62 billion total went into residential and other mortgages, 
a towering increase that eclipsed the previous record by 
nearly one fifth. State and local government debt, includ
ing provision for schools, increased by a near-record 
$5 billion. And at the same time the Federal Govern
ment had to finance a cash deficit of about $8 billion 
during the calendar year. The sharp rise in interest rates 
during 1959 was the dramatic result of the strength of 
these and other credit demands (including, incidentally, 
a rise of more than $6 billion in consumer credit).

* An address before the Fifty-seventh Annual Convention of the 
New Jersey Bankers Association, Atlantic City, New Jersey, May 19, 
1960.

In the past several months, for reasons that I want to 
discuss further in a moment, some of these exceptional 
pressures on the financial markets have abated. Interest 
rates have receded from the thirty-year high levels reached 
in late 1959 and early 1960, along with a tempering of 
overexuberant business expectations and an apparent sub
stantial lessening of prevalent expectations of inflation. 
The downward adjustment in stock market prices has been 
another manifestation of the psychological turnaround.

This change in atmosphere has been based on a number 
of factors. One is that recent business developments, while 
indicative of well-sustained strength in the economy, have 
lacked the boomy quality that many had rather auto
matically associated with the resumption of steel produc
tion and, perhaps, with the onset of the “soaring sixties”. 
This is not at all to say that we are in a slack period; 
the gross national product rose to a record annual rate 
of $500 billion in the first quarter of this year, while per
sonal income and employment: also set new records (after 
seasonal adjustment). While unemployment continues to 
be a problem, recent surveys indicate that business outlays 
for new plant and equipment v̂ill be markedly higher this 
year than last. In essence, however, what has happened 
is that the special stimulus provided by the end of the 
strike has been shorter lived than some had expected; 
steel needs have been filled quickly and the pace of total 
inventory accumulation has abated, with widespread effects 
on new orders and sales; but, over all, demand remains 
strong.

Another reason for the recent change in the financial 
atmosphere— and it is a highly gratifying one—is that the 
price level has been essentially stable for some time. Aver
age wholesale prices have barely changed in two years 
(though there have been some offsetting movements among 
major components along with seasonal swings), and aver
age consumer prices have been virtually steady for about 
the past seven months. Without making immodestly large 
claims on behalf of monetary policy, I believe that some 
of the credit for this good performance belongs to the 
timely application of monetary restraint in the earlier 
phases of expansion. Of great help, too, has been the 
much keener recognition on the part of both industry and 
labor of the dangers of inflation and the value of reason
ably stable prices, not only because of their immediate
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interest in expanding output, employment, and incomes, 
but also because of the broader need in the national inter
est to meet the challenge of ever more effective foreign 
competition. Whatever may be the ultimate results of 
the steel settlement reached in the first few days of this 
year, it has at least not been followed promptly by price 
boosts, or by large pay increases in other industries—as 
had been the past pattern. And some credit for domestic 
price stability must, of course, also be given to the 
generally ample supply of most international commodities.

Still another force contributing to the changed atmos
phere of recent months— and this one has had decisive 
effects on the financial markets—has been the changing 
Federal cash position. For years, monetary policy has had 
to carry much the greater part of the burden that fiscal 
and monetary policy should share. As a result, the effects 
of needed restraint have been sterner for the economy as a 
whole than would otherwise have been necessary. Federal 
cash surpluses were too small, or nonexistent, or were 
instead transformed into deficits, at times when restraint 
on aggregate demand was called for. Clearly, the massive 
shift from a $13 billion cash deficit in the fiscal year 1959 
to a position of approximate balance in the fiscal year now 
drawing to a close has exerted a major influence upon the 
relation between the supply and demand for funds, par
ticularly in these current months when the concentrated 
effects of a seasonal cash surplus are being felt. A fiscal 
policy that proved to be flexible only in providing deficits 
at times of recession would clearly be out of step with the 
realities of the modern American economy. Equally nec
essary are the surpluses in relatively prosperous times 
that can ease the pressure on capital markets and supply 
resources to support real growth at home and elsewhere 
in the world.

Taken together, these changes in market atmosphere 
and the related underlying developments in the domestic 
economy—along with the recent moderate improvement 
in our international payments position—have provided 
something of a breathing spell for monetary policy. It 
has thus been possible to relax somewhat the degree of 
monetary restraint which had been maintained in the 
second half of 1959. While the central bank can never 
allow the problems of coping with potential boom or 
recession to recede very far into the background, this 
more relaxed setting gives us a valuable opportunity for 
focusing on some of the longer range problems that are 
facing our monetary system. Indeed, it is only by giving 
close attention to these questions that we can hope to fash
ion the kind of flexible monetary policy that is required 
in a continuously changing economy. Many of these 
problems have been, and are being, subjected to close

scrutiny from such quarters as the Joint Economic Com
mittee of Congress and the Commission on Money and 
Credit— and this is most welcome, although, of course, 
it is no substitute for continuous appraisal by the rest of 
us as well. Naturally, I cannot hope to do more than 
touch on a few of these problems. The implications of 
an apparent tendency toward increasing structural (or, if 
you will, “technological”) unemployment disturb me con
siderably, for example, but I will not try here to make 
even a beginning toward the searching study which that 
key problem deserves. Nor will I go into the question of 
consumer credit, and the need I sense for a new approach 
in methods of regulation if stand-by legislation should at 
some time be considered. Instead, but really only by way 
of illustrating the range of questions that deserve attention, 
I shall discuss some aspects of the issues that arise in 
relating the money supply to economic growth, in influ
encing the liquidity of the banks and others, in providing 
greater scope for flexibility of some of our more rigid 
interest rates—while noting the unusual volatility of some 
of our market rates— and in relating our domestic mone
tary policies to the international financial position of the 
United States.

One matter of obvious concern for the long run is the 
relationship between the money supply and the nation’s 
economic growth. It is sometimes suggested that our 
obligation toward fostering growth could be fulfilled by 
mechanically augmenting the money supply in line with 
the long-term average increment in the nation’s output—  
say, by 3 or 4 per cent each year. But adherence to 
such a rigid formula would mean foregoing all the advan
tages that flexible monetary policy can have in coping 
with actual or anticipated swings in economic activity. 
To illustrate: during 1958 and 1959 taken together, the 
money supply increased about 5 per cent, but four fifths 
of this increase took place in 1958. Now surely it was 
more appropriate that the money supply grew by 4 per 
cent in 1958, when expansion was needed to foster recov
ery, and by just 1 per cent in 1959 when restraint was 
called for, than that each year’s increment be fixed at a 
constant figure.

A policy of invariant addition to the money supply, 
year after year, would also mean ignoring significant 
changes in habits of spending and holding liquid assets 
throughout the economy. These changes in liquidity and 
velocity can sometimes be just as important as move
ments in the money supply itself, in determining the 
course of financial markets. The expansion of other sav
ings institutions apart from the commercial banks, the 
growth of the Federal funds market, and the increasing 
tendency of corporate treasurers to invest temporarily idle
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funds in money market instruments may all be cited as 
striking examples of how the supply of bank reserves and 
deposits can be economized in a dynamic economy, bring
ing about significant increases in the velocity of circula
tion of the money supply. Recently there has been con
siderable evidence, in the form of higher velocity, that 
the economy has come a long way toward “growing up” 
to the larger money supply created during the recession of 
1957-58— and indeed, from a longer perspective, to the 
excessive money supply created during World War II.

The question of just how high the velocity of money 
can go is an intriguing one theoretically, but of more 
immediate practical concern is the process by which ve
locity increases are brought about, and the effects of this 
process on financial markets. For while the efficacy of 
monetary policy has sometimes been challenged on the 
ground that increases in velocity can nullify efforts to 
achieve credit restraint, many of these critics fail to take 
into account that a rise in velocity may entail a simul
taneous shift or reduction in liquidity which can have 
quite potent restraining effects. In the Federal Reserve 
we try, of course, to appraise just what those effects are, 
in the changing circumstances of each new situation.

Nowhere in the financial system is this impact of chang
ing liquidity demonstrated more dramatically than in the 
case of the commercial banks themselves. At a time of 
strong business expansion, when reserve positions are 
under pressure and the release of new reserves by the 
monetary authorities is limited, the banks either meet loan 
demands by disposing of relatively liquid investments, or, 
reluctantly, they turn down some part of their customers’ 
requests for additional credit, and often they do both. In 
the process, their liquidity positions come under increasing 
strain. Thus, in the recent cyclical experience we have 
seen the ratio of loans to deposits for all member banks 
rise from about 50 per cent in the summer of 1958 to 
about 58 per cent in recent months, and in the money 
market banks in New York from 57 per cent to 69 per 
cent.

In making this sizable shift in the distribution of their 
earning assets, the banks have inevitably found them
selves holding back some of the expansion of loans that 
might otherwise have fed an inflationary burst of spending 
—thereby helping materially to bring effective monetary 
restraint into play during the expansion phase of the past 
two years. Theirs has been a hard role, but an essential 
one, and generally well performed. In one sense, it is 
true, they have had little choice, because of the Federal 
Reserve’s control over total reserve availability, but their 
strong and understanding support has made the task of 
the monetary authorities much easier.

At some point, banks and their customers quite natu
rally feel a bit uneasy with their high loan-deposit ratios, 
raising a question as to whether the banks can contribute 
their share toward needed further growth of the economy. 
This is especially so where hea\y loan holdings are cou
pled with bond portfolios that *ire frozen in by declines 
in capital values. The Federal Reserve is not at all un
mindful of this concern, even though we do in fact rely 
upon the “loaned-up feeling” to help limit further bank 
credit expansion at times over the business cycle. I think 
it is just inherent in the nature of commercial banking 
that its over-all growth, so far as demand deposits are 
concerned, must be irregular. That is because the actual 
process of creating new money has, in itself, a stimulating 
influence—an influence that should be maximized by 
using more of it in periods when other forms of credit 
expansion are lagging, and when the economy may be 
in recession. Instead of merely creating money to serv
ice the transactions mechanics oiE a growing economy, the 
monetary system must utilize the full potential of the 
money-creating process to help tiring about the conditions 
of economic stability upon which lasting growth depends.

Another aspect of the liquidity question to which we 
have been giving attention is the relatively sharp growth 
of term loans in recent years. For the large New York 
City banks, for example, this growth has reached the 
point where term loans account for more than half of the 
outstanding volume of all business loans. In itself, this 
is not necessarily questionable, and in fact the develop
ment of the term loan in the past quarter century has 
undoubtedly filled a very real need in the field of corpo
rate finance; but I do believe we should avoid a situation 
in which banks become so heavily committed in the form 
of longer term advances that they cannot adequately meet 
legitimate short-term needs for which commercial banking 
characteristically provides rather unique facilities. Of par
ticular concern to me is the tendency, during a period of 
restraint, for large corporations to defer public capital 
offerings and to finance their expansion programs instead 
through longer term bank loans. When the banks take 
on large amounts of such longer term loans, they may 
find that they have less opportunity to meet the short
term needs of smaller borrowers who have fewer open 
alternatives for raising funds. Another related factor that 
deserves more attention in the composition of bank loan 
portfolios is the eligibility of loans for rediscounting with 
the Federal Reserve. Now that some banks are close to 
the point at which borrowing from the Reserve Bank 
might have to take the form of advances on commercial 
paper, this question of eligibility has become one of 
practical significance.
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In short, I am suggesting that there must be some 
happy mean between the outmoded and purist concept 
of confining bank lending to “self-liquidating”, “com
mercial” loans, and the development of an unduly frozen 
position in longer term advances. Perhaps, in locating 
and maintaining that happy mean, some thought should 
be given to the possibility of setting different rates of in
terest on loans of similar quality, on the basis of differ
ences in maturity or eligibility. For example, a higher 
rate on term loans might help to channel such borrowing 
into the long-term capital market. The variations in rate 
would not have to be large, and at times they might nar
row down to the vanishing point, but just the possibility 
of such variations might add a useful dimension of flexi
bility to the setting of credit terms.

Another area where I believe we ought to be thinking 
through the possible advantages to be gained from greater 
flexibility is in the Federal Reserve’s regulation of maxi
mum interest rates on deposits. Certainly, we are well 
aware that these regulations have sometimes placed the 
commercial banker at a disadvantage in the competition 
for deposits. The original purpose of such regulations 
was to protect the soundness of bank assets from destruc
tive competition, and I believe there is still a good deal 
to be said for this position, particularly as it relates to 
the prohibition of interest payments on demand deposits. 
Still, it would be surprising if some of the underlying con
ditions had not changed in the nearly three decades since 
these regulations were established. One obviously rele
vant development is the enormous growth of other insti
tutions competing for savings—institutions which are regu
lated as to rate much less stringently or not at all. And 
there are the greatly expanded markets for Treasury bills 
and commercial paper of various sorts, which tend to be 
close substitutes for time deposits as a means of holding 
funds for various domestic and foreign accounts.

Now as a general rule, I am in favor of imposing as 
little regulation as possible on our economy, consistent 
with such broad aims as the promotion of a healthy ex
panding economy served by sound financial institutions—  
and I am sure that most of us could agree on this general 
philosophy. In line with this, I would prefer that indi
vidual interest rates be set by free competitive forces in 
the financial markets, whether these be rates on new 
issues of Treasury bonds or rates on bank deposits. But 
I also recognize that, given the great multiplicity of banks 
and other financial institutions which would be potentially 
competing with one another for funds, possibly reaching 
out for riskier assets in order to provide the income to 
meet higher payments to depositors or shareholders, there 
is good reason for proceeding cautiously here. Perhaps

a useful first step in this area, which might be given wider 
general consideration, would be to draw a clearer line 
between savings deposits and those other time deposits 
of commercial banks which are basically different in func
tion. Such distinctions have been made by many banks, 
to be sure, under various circumstances, but without any 
widespread understanding among depositors of the differ
ences in the nature of the deposits involved. It is the 
closer study of such possible differences in basic char
acteristics, and of their implications for bank portfolios 
and for the interest payable on these deposits, that I am 
suggesting here.

In pursuing my theme of the need for continuous re
view of the methods and the principles of monetary policy, 
I would like to touch on one area of concern that I found 
mentioned rather widely during a recent visit to Europe. 
There was a feeling of some bewilderment over the wide 
swings, both upward and downward, that have occurred 
in our market rates of interest over recent months. While 
our friends abroad can, I gather, understand in terms of 
supply and demand factors some easing off from the high 
interest rates of late 1959, they have difficulty in grasp
ing the significance of the gyrations we have been having, 
particularly in the short-term market. Of course, I do 
not claim to have a full explanation, but surely one im
portant aspect is that “nonbanks” ordinarily play a much 
larger role than the banks in the securities markets of this 
country, and that in the shorter term part of the market 
nonfinancial corporations have been a major, and at times 
dominant, factor. Thus short-run shifts in corporate cash 
positions that might in other countries be largely absorbed 
within the banking system itself are, in this country, 
thrown more directly upon the open market. More 
broadly, there has been a great increase in this country 
over recent years in the number and variety of professional 
investors, each intent on anticipating before anyone else 
the effects of any substantial change that may be coming 
into the market—whether this be an expected reversal in 
economic conditions, or in the absorption or release of 
funds by the Federal Government, or even a presumed 
change in Federal Reserve policy.

Now there is undoubtedly room for closer study of the 
timing and techniques of fiscal operations, debt manage
ment, and monetary policy, with a view to minimizing 
some of the recent causes of extreme fluctuations without 
impairing the responsiveness that is essential for full re
flection of basic supply and demand conditions in the 
money and capital markets. But pending such an evolu
tion, it is important to understand that interest rate 
changes, in the free market conditions of this country, 
are the resultant of a much wider range of influences,
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reflecting a much greater variety of participation, than 
exists in the money and capital markets of any other 
leading country. By the same token it is not possible, 
therefore, to read the same significance into market rate 
fluctuations here that might attach to similar fluctuations 
in markets abroad.

Finally, just a word as to the implications for United 
States monetary policy of the relatively new situation in 
which we find other powerful industrial countries able 
to compete with us on even terms in international trade, 
with international capital flowing more freely than in 
several decades in response to relative levels of interest 
rates. I have no doubt whatever of our ability to cope 
with this new set of facts successfully. So far as any 
short flows are concerned, as the result of swings back 
and forth in interest rate differentials between New York 
and foreign financial centers, our reserves are certainly 
more than ample to absorb them. Doubtless the monetary 
authorities must give closer attention than in past years 
to balance-of-payments problems, with careful analysis 
of international flows of funds to detect any pointed im
plications that they may carry for the domestic economy 
— and these implications then become part of the over
all appraisal which determines general monetary policy.

Although requirements of domestic stability must come 
first, in the working-out of actual policy decisions, capable 
management of our domestic affairs carries the key to 
the attainment of that reasonable equilibrium in interna
tional payments which will preclude any long-persisting 
drain on our reserves. It is on such considerations that 
confidence in the dollar as the world’s key currency has 
been and must be based.

My remarks to you today have ranged quite widely 
over a number of rather distinct topics, including long
term growth in the money supply, the significance of 
changes in liquidity ratios, the desirability of greater flexi
bility of interest rates on bank loans and deposits, the 
recent behavior of market interest rates in this country, 
and the general problem of adapting American monetary 
policy to a more competitive world. Running through 
our consideration of all these questions, however, is the 
central theme that monetary policy can never be reduced 
to a static, inflexible set of rules in a dynamic market 
economy. But that kind of economy, intended to provide 
the maximum degree of freedom of choice for the con
sumer and the producer, for the borrower and the lender, 
is one that all of us, bankers and nonbankers alike, should 
find most stimulating and rewarding.

International

B U S I N E S S  T R E N D S  A B R O A D

After a year of economic boom in most major indus
trial countries abroad, the pace of the advance appears to 
have slowed somewhat in early 1960, although the under
lying expansionary forces generally remain strong. In 
some countries, the slower rate of expansion in the first 
quarter seems to have reflected increasing pressures on 
plant capacity and the spread of labor shortages. Nearly 
everywhere in Western Europe, moreover, the rapid rise 
in activity at the year end, which had reawakened fears of 
inflationary pressures in many quarters, called for a period 
of readjustment and consolidation. In most countries, 
however, it is expected that a continuation of the current 
pattern of rising wages and multiplying labor shortages 
will swell the demand for consumer goods and induce fur
ther investment in coming months. While seasonal in
fluences have contributed to an easing in the threat of 
price pressures since last fall, the danger remains that the 
expansionary process may generate excessive demand. As

D evelopm ents

a result, there has been no substantial departure from the 
policies of fiscal and monetary restraint that had been 
adopted earlier.

The less rapid pace of the expansion after the turn 
of the year is indicated by the slower growth of industrial 
output in the first quarter in a number of countries (see 
Chart I). In Western Europe as a whole, industrial pro
duction (seasonally adjusted) showed an estimated in
crease of only about 2 per cent above the fourth quarter 
of 1959, after a rise of over 4 per cent from the third to 
the fourth quarter of last year. The advance continued 
to be marked in Italy and in the Netherlands, where first- 
quarter output expanded by about 4 and 5 per cent, re
spectively. In the United Kingdom, the expansion pro
ceeded at only a slightly slower pace than last year. In 
most other parts of Western Europe, notably in Germany 
and the Scandinavian countries, industrial output expanded 
little beyond the high levels achieved in late 1959, while 
in France there was even a decline from the December
1959 peak. In Japan, the expansion continued at a very 
rapid pace in the first quarter. In Canada, where the cycli-
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