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Monetary Policy In A  Competitive World*

By A l f r e d  H ay es  

President, Federal Reserve Bank of New York

The past year has been a complex and difficult one for 
monetary policy. This in itself is nothing new, but perhaps 
the set of conditions we faced demonstrated more force
fully than ever that there is no simple set of rules for 
monetary policy to be followed under all circumstances. 
Ours is an ever-changing and ever-evolving field— and 
while there are a few timeless principles, the fast-changing 
circumstances of our economy mean that for practical 
purposes we must develop our “art” as we go along. As 
we start a new year, what can we say of monetary policy’s 
achievements in 1961 and its prospects in 1962?

In regard to achievements, I hope we have learned not 
to take too much credit for favorable economic develop
ments, just as I hope we may not be asked to shoulder too 
much of the blame, as has happened occasionally during 
the past few years, for undesirable economic events. Most 
of 1961 was a period of impressive recovery and expansion 
after the business slump of late 1960 and early 1961. It 
was quite apparent early in the year that not only the 
vigorous effort of the private economy but also the ener
getic collaboration of all branches of Government would 
be required for the nation to achieve desirable long-term 
economic growth and adequate use of our human and 
material resources. While the recession had been mild in 
terms of the decline from previous peaks, it was not so 
mild from the standpoint of unused resources. Similarly, 
while the expansion to date has been quite rapid in regain
ing and passing previous peaks in output, unemployment 
remains at an unsatisfactorily high level. Nevertheless, 
encouraging progress has been made and a favorable 
monetary environment has undoubtedly helped.

The Federal Reserve System made this contribution to 
domestic recovery and growth while confronted at the 
same time with a serious and persistent balance-of- 
payments problem. This aspect of our total problem is of 
relatively recent origin, as the growing productive capacity 
and competitive strength of the Western European and 
Japanese economies have exposed us for the first time
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since World War II to the challenges of an economy 
open to competition from efficient and vigorous trading 
partners. And accompanying and magnifying the prob
lem has been the greater ease with which capital funds 
have flowed among the major countries whose currencies 
have become convertible.

During 1961 the Federal Reserve System saw to it that 
banks were amply supplied with reserves. With their total 
reserves rising by somewhat over 4 per cent during the 
year, the banks were able to expand credit by a near-record 
$15 billion. Demand deposits rose by about 4 per cent and 
time deposits by some 14 per cent. Besides being in a 
position to meet all reasonable demands for bank loans, 
the banks were able to add substantially to their short-term 
investments. Thus they are now quite comfortably liquid, 
although not excessively so.

As for interest rates, there has been a relatively moderate 
increase during this year of vigorous recovery. Yields on 
long-term Treasury, corporate, and municipal bonds have 
increased by something on the order of V* per cent, while 
short-term Treasury bill rates have risen about V2 per cent, 
most of this latter increase having occurred in the past 
couple of months. In all maturities, rates are well below the 
peaks reached in late 1959.

As we have often pointed out in recent years, the Fed
eral Reserve System has by no means set itself a fixed goal 
with respect to rates. For the past year and a half or more 
we have found it necessary, however, because of urgent 
international considerations, to avoid putting undue down
ward pressure on short-term rates while providing an easy 
atmosphere in domestic credit markets. This was the most 
pressing reason behind the broadening of the System’s 
open market operations in Government securities to in
clude transactions outside the short-term area. But these 
broader operations had the added merit, on the domestic 
side, of encouraging increased flows of long-term capital 
into useful investment channels. By helping to absorb the 
overhang of Government securities that typically dampens 
the capital markets in recovery periods, these operations 
aided in the placement of corporate and municipal debt 
issues, as well as mortgages. The System’s purchases 
seemed to be especially helpful to banks, enabling them 
to move out of intermediate-term Governments without
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being deterred by significant capital losses and into either 
loans or various shorter term investments while waiting 
for expected loan demands to materialize. Incidentally, 
these operations have left the System with a portfolio that 
is still highly liquid; Federal Reserve holdings of under- 
one-year maturities were greater at the end of 1961 than a 
year earlier.

Federal Reserve efforts to encourage a short-term rate 
structure that would tend to create some drag on the out
ward flow of capital and increase the attractiveness of 
dollar investments to foreigners have been strongly rein
forced by the Board of Governors’ recent action to raise 
the interest rate ceilings on time and savings deposits. 
Over a period of time, the higher rates our banks can 
offer to foreign depositors may be of significant help to 
our international accounts.

In general, the ability of the System to hold steadily to 
a policy of ease throughout 1961 was a stabilizing and 
encouraging element in the improving business outlook. 
If we look for reasons why we were able to hold to’ such a 
policy for such a long time, we find first that, since the 
banks were not flooded with reserves during the preceding 
recession, there was no vast amount of “slack” to be taken 
up as soon as recovery commenced. The banks were 
already on a firm enough rein so that we could leave 
matters pretty much as they were without inviting danger
ous excesses.

Secondly, unlike the situation in some earlier postwar 
recoveries, commodity prices have been largely free from 
appreciable upward pressure, and indeed the over-all 
price picture in the current recovery has been quite grati
fying. Wholesale price indexes are now slightly lower 
than a year ago, while average consumer prices are only 
slightly higher. Doubtless some of the credit for this happy 
situation should go to the increasing force of public pres
sure on wage and price policies—but even more important, 
and partly responsible for the increased public pressure, is 
the greatly increased vigor of foreign competition in an 
open economy such as ours. The persuasive power of a 
potential loss of sales is cogent indeed.

A third reason for our ability to maintain a policy of 
monetary ease has been the highly effective cooperation 
of other arms of Government, notably in the areas of fiscal 
policy and debt management. Far from limiting the scope 
of monetary policy, close cooperation of this kind enables 
monetary policy to make full use of its characteristic 
adaptability and flexibility. When that intimate coopera
tion has been lacking, or impossible, the scale of the job 
left to monetary policy has been just too big for it, and 
the possibilities for quick modification, if the need arose, 
were severely limited. Federal fiscal policy during the

past year has involved a much smaller deficit than in the 
preceding recovery period of 1958-59, and policy has been 
headed clearly in the direction of a balanced budget for the 
coming fiscal year. By avoiding heavy Federal Govern
ment borrowing, it has been possible to give greater en
couragement to other borrowers without risking excessive 
credit expansion. Moreover, skillful debt management has 
helped to resist any downward pressure on short-term rates 
through concentration of the past year’s new cash offerings 
in the short-term area, while leaving the supply of longer 
term savings available for corporate, municipal, and 
mortgage borrowers. At the same time, vigorous use of 
advance refundings, which did not directly tap new long
term investment funds, has offset both the added cash 
borrowing in the short area and the shortening of the 
average maturity of the debt that occurs merely through 
the passage of time. Debt management also reinforced 
monetary policy through the placing of a larger propor
tion of the various Government trust funds’ debt holdings 
in longer term issues.

It is certainly not possible to have any precise idea now 
what the coming year holds for monetary policy. The 
business expansion seems to be moving ahead at a healthy 
pace at the moment, strengthened by an apparently in
creased willingness on the part of consumers to step up 
their purchases. This increased willingness, it may be 
noted, has developed in an environment of essentially 
stable prices— and by the same token it could be ad
versely affected by a change in this favorable climate. As 
regards business spending, while plans for capital outlays in 
1962 appear moderate, they may very well be revised 
upward if retail sales improve further. Corporate profits, 
another major influence on business spending, seem to be 
improving rather more quickly than seemed likely a few 
months ago. Spending by various levels of Government is 
also pushing higher. The unemployment situation, on the 
other hand, is still a long way from satisfactory.

Naturally, the Federal Reserve will have to provide 
reserves for further expansion of bank credit and the 
money supply, although I would not expect these reserves 
to be provided as abundantly in a buoyant economy as 
they were in 1961. Further, the extent to which the Sys
tem makes reserves available would certainly be affected 
by any re-emergence of inflattionary pressures reflecting 
generally excessive demand, or other causes. Future 
Federal budget policies will also have a distinct bearing 
on the scope for continued monetary ease. In this con
nection, the prospect of a balanced Federal budget in fiscal 
year 1963 is certainly encouraging.

Above all, we shall have to be mindful of balance-of- 
payments developments, and it is to this topic that I wish
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to address most of my remaining comments. I must say, 
first of all, that the latest statistics in this area are on 
balance disappointing, even though they have some en
couraging aspects. On the encouraging side, our inter
national payments showed only a small deficit in the first 
half of 1961, after excluding the effects of special debt 
repayments. But this marked improvement over the sub
stantial and persistent deficits of the previous three years 
was partly a fortuitous result of different business-cycle 
phasing here and abroad; our own imports were held down 
by recession, while booming conditions abroad boosted the 
demand for our exports. It is also encouraging that in the 
most recent half year our exports have performed exceed
ingly well despite some slowing-down of the European 
boom, but our own imports naturally have risen as our 
economy gained strength. I am informed, too, that pre
liminary fourth-quarter data indicate an improvement in 
our combined trade, Government, and long-term capital 
accounts as against the third quarter. At the same time, 
however, there has apparently been a substantially in
creased outflow of short-term capital, with the result that 
the over-all deficit widened again in the fourth quarter 
following the substantial deficit that had emerged in the 
third quarter. While part of the recent worsening—per
haps much of it—appears to reflect temporary, reversible 
factors, the situation certainly is one that requires the 
most careful watching, with the Federal Reserve and, I 
am sure, all other branches of the Government as well 
prepared to take resolute action if there should be devel
opments ahead that represent more than a temporary set
back on the road to our goal of balance-of-payments 
equilibrium.

Monetary policy clearly must pay increasingly close 
attention to this problem, and it will be increasingly free 
to do so as the domestic business situation strengthens. 
Let me emphasize, however, that there is no simple solu
tion to our international monetary problem. The causes 
of our balance-of-payments deficits are complex, and 
there are other vital objectives in the international area 
that must not be neglected while the balance-of-payments 
deficit is being corrected. Nor would I want to give the 
impression that there is any basic or irreconcilable con
flict between policies designed to achieve sturdy economic 
growth at home and those aimed at maintaining a viable 
international balance. In the short run there will certainly 
have to be compromises among our objectives from time 
to time, but over the long pull the same policies are needed 
to achieve both our internal and external goals.

Indeed, the more competitive world in which we now 
live, and which makes our day-to-day monetary problems 
considerably more difficult, is in my judgment already

proving itself to be a greatly improved world from the 
standpoint of our own national interest. We in the United 
States are already benefiting, through broader export mar
kets and greater domestic price stability, from increased 
two-way trade with larger and stronger partners in the 
Free World. We have much to gain from the building of 
a still broader and freer trading area among the advanced 
nations—one which should permit more effective mobili
zation of aid to the less developed countries and, more 
important, a better market for the raw materials produced 
by those countries. Without question, to achieve the 
superior growth rates needed to give the Free World its 
full economic and military strength depends in good meas
ure on a substantial further lowering of national barriers 
to international trade and investment.

In the face of these considerations it would be inexcus
able to seek a solution of our troublesome balance-of- 
payments problem through such measures as import re
strictions, higher tariffs, or exchange controls. Even if 
balance in our international accounts could be achieved 
in such a manner (and frankly I believe that retaliatory 
measures would more than offset potential gains), this 
would be small return for the inevitable loss in our real 
income and world position—political and military as well 
as economic. But if we firmly reject, as we must, solutions 
of this kind, we must also accept the burdens and respon
sibilities inherent in the new environment in which we live. 
We must be willing not merely to recognize foreign com
petition as an economic fact, but also to make an aggres
sive effort to compete more effectively in all markets, both 
with new and improved products and with lower costs. 
And, regarding the latter, let me say that while the role of 
monetary policy in helping to hold back inflationary pres
sures is difficult and unpopular—particularly when those 
pressures originate elsewhere than in excessive demand— 
the responsibility is nonetheless one that cannot be 
shrugged off. Of course, this is not the job of monetary 
policy alone—nor even of monetary policy primarily; 
wholehearted cooperation from Government, industry, and 
labor is a necessity in this area.

Success along these lines, together with more skillful 
and effective export promotion, will enable us to achieve 
a trade surplus high enough to take care of our heavy net 
military outlays abroad, our economic assistance payments, 
and the outflow of private long-term investment. At the 
same time, we must make sure that the drains from these 
latter sources are no larger than necessary. In this con
nection, I am much heartened by the progress which the 
Government has already made in arranging for our allies 
to purchase in this country more of the military equipment 
for mutual defense. Progress has also been made in
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achieving a better sharing of the foreign aid burden. In 
my opinion, more can surely be done along these lines. 
It might also be worthwhile to give further study to the 
question whether our existing tax laws now make it un
necessarily attractive to invest in relatively well-developed 
foreign countries.

Measures of this kind are of the utmost importance to 
achieve the basic payments equilibrium that we must have. 
Of course, even after such an equilibrium is achieved, 
there will be swings from time to time in response to 
different business developments in this country and abroad. 
But to some extent we could expect to see such cyclical 
swings in trade offset by opposite swings in capital move
ments, largely short term, which would be influenced by 
relative levels of interest rates and credit availability here 
and abroad. In fact, the proper role of our monetary 
reserves—including our drawing privileges at the Inter
national Monetary Fund as well as our gold—is to cushion 
the effects of such swings in payments.

It follows, too, that the closer we come to equilibrium 
in our balance of payments, the greater scope we have for 
adjusting our monetary policy more largely to our domes
tic needs, relying on various measures of international 
cooperation to absorb the disequilibrating force of capital 
flows moving in the wrong direction. The difficulty today 
is that we do not enjoy a sufficient margin of safety in our 
balance of payments to give monetary policy the desirable 
degree of freedom to act without inviting excessive risks. 
Even a gold stock as large as ours cannot withstand an 
indefinite stream of losses, nor can we depend on an un
limited willingness of foreign countries to build dollar 
balances. Hence there is a real need for monetary policy 
to remain entirely uncommitted and flexible, ready to 
move if necessary in ways that will help to remedy any 
significant worsening in our balance-of-payments position.

I would like, finally, to comment on some of the steps 
taken in the past year which have made 1961 a real mile
stone in the history of international monetary cooperation. 
Goaded by the urgent need to minimize the danger of 
massive speculative forays against one currency or another 
—a danger greatly increased by the major payments im
balances of several leading industrial countries, including 
the United States— we have made notable progress in a 
number of areas. As has often been pointed out, the 
gold exchange standard has brought great benefits to the 
postwar world by making possible striking economies in 
the use of a limited supply of monetary gold. But in build
ing the “banker” role of the key currency countries, which 
in effect means the United States and Britain, we have also 
increased the vulnerability of these currencies and coun
tries to wide swings in capital movements.

This vulnerability was strikingly demonstrated by the 
speculative assault on sterling which followed the German 
and Dutch revaluations last March. These changes in 
parities left the foreign exchange markets in a state of 
shock, so that they were easy prey to speculative rumors 
of further changes in parities. Within a few days, many 
hundreds of millions of dollars in various currencies moved 
across the exchanges, with particularly heavy speculative 
flows from London to Zurich and Frankfurt. At this 
critical moment, the central banks meeting each month at 
the Bank for International Settlements in Basle announced 
that they were cooperating in the exchange markets. As 
subsequently revealed, this cooperation took the form of 
short-term loans, ultimately reaching a total of $910 
million, to the Bank of England from other European cen
tral banks. In this connection, I should like to pay tribute 
to the decisive and statesmanlike approach taken by the 
various European central banks involved—particularly 
the National Bank of Switzerland and the German Bundes
bank, which received the bulk of the hot money outflow 
from London. This so-called “Basle Agreement” which 
provided emergency credit facilities of a necessarily short
term nature will stand, I hope, as a first big milestone on 
the road toward creating a truly formidable first line of 
defense for the world’s major currencies.

The lessons of the March revaluations were not lost 
upon the United States Government. Since then much 
time and effort has been spent in exploring and develop
ing techniques, in cooperation with foreign monetary au
thorities, to defend the dollar against similar speculative 
flows of hot money. Those New York banks which are 
active in the exchange markets will recall that shortly 
after the German revaluation the Federal Reserve Bank 
of New York, as agent for the United States Treasury, 
began to provide forward marks. This action, which was 
undertaken in cooperation with the Bundesbank, was de
signed to deal with an abnormally high premium on the 
forward mark and, more generally, to exert a stabilizing 
effect on both the spot and forward markets. At the end 
of June, more than one billion marks of such forward 
sales were outstanding, but the speculative tide had already 
begun to recede before the Berlin crisis and, by mid- 
December, the entire volume of forward contracts had 
been liquidated at maturity and the market was again 
operating smoothly with only token intervention. In 
effect, the German forward mark operation helped to 
bridge the gap between heavy speculative buying of marks 
and the subsequent restoration of a more balanced pay
ments position.

Sizable operations have also been carried out in the 
forward Swiss franc market, where cooperative measures
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undertaken with the Swiss National Bank have succeeded 
in reducing the unduly high premium on the forward 
Swiss franc which had been one of the factors impeding 
outflows of capital from Switzerland. In connection with 
these operations, the United States Treasury supplemented 
its holdings of Swiss francs by issuing short-term Treasury 
obligations denominated in that currency. This technique 
has proved effective and may well be employed in other 
situations, if this seems desirable.

At the moment, operations in other European curren
cies are being given serious consideration and will serve, 
I hope, to extend still further the perimeter of the first 
line of central bank defenses against speculative capital 
movements. Incidentally, I should also like to mention the 
effective cooperation of various foreign central banks in 
cushioning exchange market pressures generated by the 
heavy repatriation of short-term funds to foreign markets 
for year-end window-dressing purposes. In contrast with 
the experience of earlier years, such foreign central bank 
cooperation at the end of 1961 effectively minimized the 
potentially disturbing effects of these operations upon both 
market rates and actual reserves.

One important obstacle to a fuller use of such coopera
tive exchange operations by the United States is that the 
Treasury’s resources for such purposes are quite limited. 
We may need to consider, therefore, whether the problems 
in this area may not require that the Federal Reserve Sys
tem also enter into foreign exchange operations. The last 
few years have shown that monetary policy does not stop 
at the water’s edge. Short-term capital now can, and does, 
move across national frontiers in the hundreds of millions 
of dollars within a span of a few weeks. And indeed, such 
movements can have marked repercussions on our own 
money and capital markets in addition to their impact on 
our gold and exchange reserves.

Effective as they are, measures of immediate counter
action to speculative pressures in the exchange markets 
clearly have to be backed up by a “second line” of even 
sturdier defenses since one cannot always count upon an 
early reversal of such pressures. In this connection, the 
already large lending facilities of the International Mone
tary Fund are in the process of being augmented further. 
Through a network of stand-by credit arrangements, the 
Fund will be in a position to obtain an additional $6 bil
lion of the world’s leading currencies if and when any 
major crisis endangers the world payments system.

The successful completion of these negotiations by the

ten major industrial countries involved must be a great 
source of satisfaction to all who are interested in seeing 
our international monetary mechanism bolstered to with
stand any foreseeable contingencies. One may reasonably 
expect, therefore, that the required legislative approval 
can be obtained promptly in all countries concerned, in
cluding the United States. Of course it is also to be hoped 
that the mere existence of these facilities will make it 
unnecessary to use them.

The progress of the past year has involved, and indeed 
has required, increasingly close personal contacts, in the 
financial area, between representatives of this country and 
those of the leading countries of Europe. I am thinking 
of the regular attendance of Federal Reserve representa
tives at the monthly meetings of the BIS in Basle, Federal 
Reserve participation in United States delegations to vari
ous working groups of the OECD in Paris, and ever more 
frequent and cordial bilateral meetings with representatives 
of the other principal trading nations to exchange informa
tion and discuss mutual interests. These frank inter
changes have brought us a much deeper understanding of 
the domestic and international economic problems not 
only of our trading partners, but also of ourselves, as we 
have seen our own problems ranged alongside those of 
other countries. If the momentum of all these moves can 
be maintained, 1962 should produce further noteworthy 
gains in this vital area of international cooperation. Yet, 
I would be remiss if I did not remind you once more, at 
the end of my remarks, of the continuing reality and 
urgency of our balance-of-payments problem. While the 
initial development of close international cooperation can 
be and has been stimulated through the very strains it is 
designed to combat, the ultimate responsibility of each 
nation for its own finances is still recognized both here 
and abroad.

I am aware that time has allowed me only to touch very 
lightly some of the high spots of the very broad subject 
I selected for this talk. But I hope you will agree that we 
are pursuing goals which all Americans feel are worth 
seeking, and that the seriousness of the problems we face 
together in the monetary sphere calls for the patient 
understanding and cooperation of all elements in our so
ciety. If we can work together effectively, as I believe we 
can, we can have confidence that our economy will meas
ure up to its full potential and that the dollar will retain 
its key position in the arch through which the trade and 
investments of the Free World move.
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